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INTER NATIO NAL TAX TREATIES

WED NE SD AY , JU N E 6, 1979

U nited  S tates S enate,
Committee  on F oreign R elations,

Washing ton, D.C.
The committee met, pursuant to notice, at 10:39 a.m., in room 

S-116, the Capitol, Hon. Frank Church (chairman of the committee) 
presiding.

Pres ent:  Senators Church, Stone, Jav its, and Helms.

OPENING STATEMENT

Senator Stone [pres iding]. The Chairman is upstairs,  engaged in 
floor debate on a committee bill. Therefore, I will star t this hearing 
and will read Senator Church’s statement. When he returns from the 
floor, he will pick up  on the continui ty of the hearing.

REVIEW OF SIX INTERNATIONAL TAX TREATIES

We are here today to review six internat ional  tax treaties and proto­
cols. I n general, tax t reaties are a vital element in minimizing the  im­
pediments to a free international flow o f capital  and technology. I n 
addition, tax treaties  serve to prevent s ituations in which a resident of 
one country is subject to double taxation.  Tax treaties help to prevent 
unreasonable discriminat ion in the  treatment of domestic and foreign 
investment. F inally , tax t reatie s are instrumenta l in the prevention of 
tax evasion and are important tools in the furtherance of internationa l 
economic cooperation.

PROPOSED UNIT ED STATES-UNITED KINGDOM INCOME TAX TREATY

Of all the tax treatie s before this committee, the one tha t has received 
the most attention is t he proposed Income Tax Trea ty between the  
United States and the United Kingdom. Dur ing the 95th Congress,

• this  tax  tre aty was approved by the Senate, but a reservation tha t our 
Chairman, Senator  Church, proposed was attached  to the State taxa­
tion provision. I  am satisfied that  the new protocol takes into account 
his objection to the provisions of article  9(4) . The protocol deletes

* the proposed res triction on Sta te taxation, thus enabling the States to 
continue to tax United  Kingdom corporations in keeping with thei r 
constitutional prerogatives. Ratification of last year’s trea ty is con­
tingent upon Senate ratification of the  protocol.

(1)
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CONCERN S RAISED BY INTE RN AT IONA L ASSO CIATION  OF DRILL ING  
CONTRACTORS

Several other changes are contemplated in the protocol. These changes are explained in the appropriate  committee documents. We understand, however, tha t an expression of concern has been raised by the International Association of Drill ing Contractors (IADC ). It  objects to the provision of the United Kingdom protocol which amends the proposed tr eaty to make it clear that the United Kingdom will not be barred  under the t reaty from tax ing the income derived by the independent dril ling  contractors from thei r operations in the United Kingdom sector in the North Sea. We will hear a represen­
tative of the IADC this morning.

PROTOCOL TO UN ITE D STA TES-FRANCE  INC OM E TAX TREATY

The committee has not received any objections to any of the pro­visions of the other  tax treaties. The protocol to the existing United  States-France  Income Tax Treaty is designed to account for  the changes in the French taxation method for Americans residing  in France. It  is impor tant to note tha t failure to act on the French protocol before December 31, 1979, could result in double taxation for many of the U.S. citizens in France.
The remaining tax treaties tha t will be considered are the follow­ing:  The United States-France Esta te and Gif t Tax Treaty , the United States-United Kingdom Esta te and Gif t Tax Treaty, the United  States -Hungary Income Tax Treaty, and the United States- 

South Korea Income Tax Treaty.
We strongly urge that  the committee a ttempt to act upon these tax treatie s this morning after  hearing from our distinguished witnesses. As you probably know, the committee schedule is extremely busy. The upcoming consideration of the SALT Treaty will render review of the tax treat ies very difficult at a later time.
Our first witness this morning is the Honorable Charles McC. Mathias, Jr.,  of the State of Maryland.
Senator Mathias, welcome to the committee.

STA TEM ENT  OF HON. CHARLES McC. M ATH IAS, JR ., A U.S. SENATOR 
FROM MARYLAND

Senator Mathias. Thank you very much, Mr. Chairman.
Let me begin by performing the very pleasant function of introduc­ing to the committee our colleague Marlow Cook, the distinguished former Senator from Kentucky. I would also introduce a legislative colleague frolm London, a Member of the Parliam ent of Grea t Britain, the Righ t Honorable Michael Grylls, whose presence I am sure the committee would like to acknowledge.
Senator Stone. Senator Cook, welcome.
Mr. Grylls, we are indeed happy  to have you here with us today.

ISS UE  OF UN ITAR Y TAX ATION AND WORLDWIDE COMB INA TIO N

Senator Mathias. I am grate ful for this opportunity  to talk  very briefly and vfery informally  on the issue of unita ry taxation and
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worldwide combination by the various States within our own Union. 
Under  this method of taxation, the States  can tax companies doing 
business in interstate  and foreign commerce on the basis of their world­
wide income ra ther than  on tha t portion of it which is derived from 
activities with in the taxing  State.

ARTICLE 9 (4 )  OF UNIT ED STATES-UNITED KINGDOM TAX TREATY

As the chairman is well aware, the United  States-United Kingdom 
Tax Treaty, as it was origina lly negotiated, contained article 9(4), 
which was a provision tha t would have limited the  ability of  the States 
to adopt a system of taxation based on the unitary concept.

Article  9(4), however, was eliminated on the Senate floor la st year 
by the Church reservation. Perhaps in retrospect  that  may have been 
for the best. Today  I would like to talk  about the article 9(4) issue, 
not to argue that  we should go back and alter the trea ty again, but 
rather to urge the committee to support my independent effort to 
address the problem legislatively.

S. 98 3— INTERSTATE TAXATION BILL

I have in troduced S. 983, and I have a small supply o f thi s bill for 
the committee and for anyone else who might like to have a copy. We 
call it the interstate  taxation bill. This bill, in section 303, would ac­
complish for all nations  what the negotiators a ttempted to  achieve in 
article 9(4)  for the United Kingdom alone.

During the Senate debate on the United States-United Kingdom 
Tax Treaty , many House melmbers spoke to me about the possibility 
of substituting this bill for article 9(4) of the treaty. They wanted a 
chance to address the issues that  were raised by tha t article, and a 
legislative approach would provide tha t opportunity . The trea ty ap­
proach left  the House out in the cold.

I note f rom the hearings before the Foreign  Relations Committee 
tha t even those who opposed article 9(4) expressed the  view tha t the 
Congress ought to act legis latively to address th is problem. The legis­
lative approach has several advantages. It  will resolve the problem 
across the board, rather than  on a piecemeal, treaty -by-t reaty  basis. 
Not only the United Kingdom, but our other trad ing partners  all 
around the world, have indicated a s trong  desire for protection from 
inconsistent tax treatment by States which exposes thei r companies 
to the risk of double taxation. This is more than a theoretical risk.

Senator Stone. Senator, if you would like, I think the committee 
could usefully include a copy of your bill and any other materials 
explain ing your bill in the committee hear ing record a t this point.

Senator Mathias. I  thank you very much, Mr. Chairman. I will sub­
mit a copy of the bill for tha t purpose.

[The inform ation referred to fol lows:]
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S. 983

Be it enacted by the Senate and House of Representatives of the United States 
of America in Congress assembled. That this Act may he cited as the “Inte rsta te 
Taxation Act of 1979”. *

TITLE I—SALES AND USE TAXES

Part A—Jurisdiction and Administration

Sec. 101. Uniform J urisdictional Standards.
(a ) State Standard.—No State shall have power to require a person to collect 

a sales or use tax with respect to a sale or use of tangible personal property unless 
tha t person—

(1 ) has a business location in that State, or
(2 ) regularly solicits orders for the sale of tangible personal property by 

means of salesmen, solicitors, or representatives in tha t State, unless his activity 
in th at State consists solely of solicitation by direct mail or advertising by means 
of printed periodicals, radio, or televison, or

(3 ) regularly engages in the delivery of tangible personal property in tha t State 
other than by common carrie r or United States Postal Service.

(b ) Political Subdivision Standard.—No political subdivision of a State 
shall have power to require a person to collect a sales or use tax  with respect to a 
sale or use of tangible personal property unless tha t person—

(1 ) has a business location in th at political subdivision, or
(2 ) regularly solicits orders for the sale of tangible personal property by 

means of salesmen, solicitors, or representatives in tha t political subdivision, un­
less his activity in tha t political subdivision consists solely of solicitation by 
direct mail or advertising by means of printed periodicals, radio, or television, or

(3 ) regularly engages in the delivery of tangible personal property in tha t 
political subdivision other than by common ca rrier or United States Postal Serv­
ice.

(c ) Freight Charges Incident to Interstate Sales.—Where the freight and 
other charges for transporting tangible personal properly to a purchaser incident 
to an intersta te sale are not included in the purchase price but are stated sep­
aratel y by the seller, no State or political subdivision thereof shall have power 
to include such charges in the measure of a sales or use tax  imposed with respect 
to the sale or use of such property.
Sec. 102. Reduction of Multiple Taxation.

(a ) Destination in State; Cooperative Agreements Between States.—A 
State may impose a sales tax  or require a seller to collect a sales or use t ax with 
respect to an inte rsta te sale of tangible personal property only if  the destination 
of the sale is—

(1 ) in tha t State, or
(2 ) in a State  or political subdivision for which the tax is required to be 

collected by an  agreement between the State  of destination and the State  requir­
ing such collection, and the seller has a business location in the State  requiring 
such collection.

(b ) Destination in P olitical Subdivision.—A political subdivision of a State 
may impose a sales tax or require a seller to collect a sales or use tax with respect 
to an intersta te sale of tangible personal property only if the destinatio n of the 
sale is in tha t political subdivision.

(c ) Limitation.— Not withstanding section 101 and subsections (a ) and (b ) .
of this section, no State or political subdivision thereof shall have power to re­
quire an out-of-State seller to collect a sales or use t ax with respect to an inter­
state  sale of tangible personal property with a destination in tha t State if such
seller’s annual receipts from taxable reta il sales of tangible personal property 
with a destination in that State  are less than $20,000, except tha t this limitation *
shall not be effective is the extent tha t such seller has, in fact, collected a sepa­
rately stated sales or use tax from the purchaser. In determining whether the 
foregoing limitation applies, an out-of-State seller shall be deemed to have less 
than $20,000 in annual receipts from taxable retail  sales or tangible personal prop­
erty with a destination in a State if such seller’s receipts from such sales during 
the preceding calendar yea r did not exceed $20,000.

(d ) Credit for Prior Taxes.—The amount of any use tax imposed by a State 
or political subdivision thereof with respect to tangible personal property shall



5

be reduced by the amount of any sales or use tax previously paid by the taxpayer 
with respect to the same property on account of liability to another State or pol it­
ical subdivision thereof.

(e) Refunds.—A person who pays a use tax imposed with respect to tangible
* personal property shall be entitled to a refund from the State or political subdi­

vision thereof imposing the tax, up to the amount of the tax so paid, for any 
sales or use tax subsequently paid to the seller with respect to the same property 
on account of prior  l iability to another State or political subdivision thereof.

(f ) Vehicles, Boats and Motor Fuels.—
* (1) Vehicles and Boats.—Nothing in subsection (a)  or (b) shall affect the 

power of a State or political subdivision thereof to impose or require the collec­
tion of a sales or  use tax with respect to motor vehicles and boats registered in 
tha t State.

(2) Fuels.—Nothing in this section shall affect the power of a State or polit­
ical subdivision thereof to impose or require the collection of a sales or  use tax 
with respect to motor fuels consumed in tha t State.
Sec. 103. Sales to Registered Business Purchaser; Exempt Sales Certified 

As Such by Purchaser.
No seller shall be liable for the collection or payment of a sales or use tax with 

respect to an inte rsta te sale of tangible personal property if the purchaser of 
such property furnishes or has furnished to the seller—

(1) a statement indicating tha t the purchaser is registered with the jurisd ic­
tion imposing the tax  to collect or pay such tax, or

(2) a certificate or other form of evidence indicating the basis for exemption 
or other reason the seller is not required to collect or  pay such tax.

Any statement, certificate or other form of evidence furnished for purposes of 
paragraph (1) or (2) shall be in writing, shall give the name and address of the 
purchaser and his registration number, if any, and shall be signed by the pur­
chaser or his representative. Nothing in this section shall limit the liability of a 
seller who, at the time of receipt of a statement, certificate or other form of 
evidence furnished by a purchaser for purposes of paragraph (1) or (2), has ac­
tual knowledge that such document is false or inaccurate.
Sec. 104. Sales by Certain Out-of-State Sellers.

(a)  Election To Collect T ax Certified by Purchaser.—With respect to any 
calendar  year, an out-of-State seller who has less than $100,000 annually in tax ­
able sales of tangible personal property with a destination in a State may in lieu 
of collecting any sales or use tax which tha t State  or a political subdivision 
thereof may require to be collected under sections 101 and 102, elect to collect and 
remit to th at State a combined State and local sales or use tax at a rate or in an 
amount which shall be certified to such seller by the purchaser as being the cor­
rect rate  or amount applicable to the sale. Any such certification shall be in writ­
ing, shall give the name and address of the  purchaser and his registrat ion num­
ber, if any, and shall be signed by the purchaser or his representative.  Nothing in 
this section shall limit the liability of an out-of-State seller who has made an 
election under this subsection and who, at the time of receipt of a purchaser’s 
certification of the correct rate or amount tax applicable to an intersta te sale 
with a destination in a State to which such election applies, has actual  knowl­
edge that such certification is false or inaccurate.

(b) Failure of Purchaser To Certify Correct Rate or Amount of Tax.—If 
an election under subsection (a) is in effect with respect to a State, and a pur­
chaser in tha t State who purchases tangible personal property from the electing 
out-of-State seller fails or refuses to certify to such seller the correct rate  or

* amount of sales or use tax applicable to the sale, such sale shall collect and remit 
the highest combined State and local sales or use tax which could imposed 
with respect to any inte rsta te sale having a destination in tha t State and shall 
in no way be liable to such purchaser for any excess of the tax so collected over 
the correct amount of tax  applicable to the sale.

* (c) Determination of Annual Taxable Sales in a State.—For purposes of 
determining whether an out-of-State seller is eligible to make an election under 
subsection (a) with respect to any calendar year, such seller shall be deemed to 
have less than $100,000 annually in taxable  sales of tangible personal property 
with a destination  in a State  i f such seller’s receipts from such sales during the 
preceding calendar year did not exceed $100,000.

(d) Administration.—No State may require an out-of-State seller who elects 
under subsection (a) to collect combined State and local sales and use taxes p ur­
suant  to purchasers’ certifications of the correct rates  or amounts of such taxes



to remit the taxes so collected more frequently than once each ca lendar quarter. 
A State may require such a seller to maintain such records, certifications and 
other information as may be necessary for the proper administr ation of such 
taxes, but may not require such a seller to classify or otherwise account for the 
sales to which such taxes relate according to geographic areas of that State in 
any manner whatsoever, including classification by political subdivision.

(e ) Standard Form of Return.—The Secretary of Commerce of the United 
States shall prescribe a standard  form of return for the combined State and local 
sales and use t axes collected by an out-of-State seller who has made an election 
under subsection (a ),  and no State or political subdivision thereof may require 
such sel ler to file, with respect to such taxes, a form of return  other than such 
standard form. The filing of a certified duplicate copy of such stan dard form incor­
porating the information required for all States with respect to which such seller 
has made an election under subsection (a ) shall be accepted in lieu of the filing 
of a separat e re turn for each such State.
Sec. 105. Accounting for Local Taxes.

No seller Shall be required by a State  or political subdivision thereof to classify 
inter state  sales for sales or use tax accounting purposes according to geographic 
areas of that Stat e in any manner other than to account for interstate sales with 
destinations in political subdivisions in which the seller has a business location 
or regularly makes household deliveries.
Sec. 106. Savings Provisions.

(a ) Use Taxes.—Nothing in this Act shall prohibit a State or political sub­
division thereof from imposing and collecting a use tax  from a purchaser or user 
with respect to th e use in tha t State or political subdivision of tangible personal 
property—

(1 ) acquired in an intersta te sale from an out-of-State seller who is not re­
quired to collect such a tax with respect to such sale, or

(2 ) acquired outside that  State or political subdivision and brought into tha t 
State or political subdivision by such purchaser or user.

(b ) Correct Tax Not Collected.—Nothing in this Act shall prohibit a State 
or political subdivision thereof from collecting a sales or use tax from a person 
who purchases tangible personal property in an inters tate sale if  for any reason, 
including an incorrect or invalid certification or representation made by such 
purcha ser with respect to the tax-exempt statu s of such sale or, in the case of 
a purchase from an out-of-State seller having made an election under section 
10 4( a) , with respect to the correct rate or amount of tax applicable to such sale, 
the seller has not collected the correct amount of sales or use tax from such 
purchaser. This subsection shall not apply if the seller has collected the correct 
amount of tax from the purchaser but has failed to remit such tax to the State.

(c ) Certain Advance Payments.—Nothing in this Act shall prohibit a State 
or political subdivision thereof from requiring a purchaser of tangible personal 
property for resale to make an advance payment of a sales or use tax  to the seller 
of such property, or from req uiring such seller to act as agent for such State or 
political subdivision and in tha t capacity to collect and remit such advance pay­
ment, provided tha t credit for such advance payment is allowed in determining 
the sales or  use tax liability of the purchaser and provided tha t all the foregoing 
requirements are imposed pursuant to laws of such State or political subdivision 
which w’ere in effect in December 31,1974.
Sec. 107. Liability With Respect to Unassessf.d Taxes.

(a ) Periods Ending Prior to Enactment Date.—No State or political sub­
division thereof shall have the power, afte r the date of the enactment of this 
Act, to assess against any person for any period ending on or before such date 
in or for which tha t person became liable for the tax involved, a sales or use 
tax with respect to tangible personal property, unless during such period tha t 
person—

(1 ) had a business location in that State, or
(2 ) regularly solicited orders for the sale of tangible personal property by 

means of employees present in tha t State, unless his activity in tha t State con­
sisted solely of solicitation by direct mail or advertisin g by means of printed 
periodicals, radio, or television, or

(3 ) regularly engaged in the delivery of tangible personal property in tha t 
State  other than  by common car rier  or United States Postal Service.

(b ) Certain Prior Assessments and Collections.—The provisions of sub­
section (a ) shall not be construed—
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(1 ) to invalidate the collection of a tax prior to the time assessment became 
barred under subsection (a ),  or

(2 ) to prohibit the collection of a tax at or afte r the time assessment became 
barred under subsection (a ),  if the tax was assessed prior to such time.

Part B—Definitions and Rules 

Sec. 151. Sales T ax ; Sales Price.
A “sales tax ” is any tax imposed with respect to, and measured by the sales 

price of, the sale of tangible personal property or services with respect to such a 
sale, and which tax is required by State law to be stated  separately from the 
sales price by the seller or is customarily stated  separately  from the sales price. 
The term “sale” includes any lease or rental  of tangible personal property and 
the term “sales price” includes receipts from any such lease or rental.

Sec. 152. Use Tax.
A “use tax” is any nonrecurring tax, other than a sales tax, which is imposed 

on or with respect to the exercise or enjoyment of any right  or power over tangible 
personal property incident to the ownership of that  property or the leasing of 
tha t property from another, including any consumption, keeping, retention, or 
other use of tangible personal property.

Sec. 153. Interstate Sale.
An “interstate sale” means a sale in which the tangible personal property sold 

is shipped or delivered to the purcha ser in a State from a point outside tha t 
State.

Sec. 154. State.
The term “State” wherever used in this Act means the Distri ct of Columbia 

or any of the fifty States  of the United States.

Sec. 155. Destination.
The “destination” of a sale is in the State or political subdivision in which 

possession of the property is physically trans ferre d to the purchaser, or to which 
the property is shipped to the purchaser regardless of the rate  on board point 
or other conditions of the sale.

Sec. 156. Out-of-State Seller.
An “out-of-State seller” with respect to any State  is a seller who does not have 

a business location in tha t State.

Sec. 157. Business Location.
A person shall be considered to have a “business location” within a State only 

if tha t person—
(1 ) owns or leases real property  with in that  Sta te, or
(2 ) has one or more employees located in tha t State, or
(3 ) regularly maintains a stock of tangible personal property in that State 

for sa le in the ordinary course of his business.
For purposes of pa ragraph (3 ),  property which is on consignment in the hands 

of a consignee and is offered for sale by such consignee shall not be considered as 
stock maintained by the consignor, and property which is in the hands of pur­
chaser under a sale or return arrangement shall not be considered as stock main­
tained by th e seller.

Sec. 158. Location of Property.
Property  shall be considered to be located in a State if it is physically present  

in th at State.

Sec. 159. Location of Employee.
(a ) General Rule.—An employee shall be considered to be located in a 

State if—
(1 ) the service of such employee is localized in that State, or
(2 ) the service of such employee is not localized in any State but some of such 

service is performed in tha t State  and such employee’s base of operations is in 
that  State.

(b ) Localization of Service.—An employee’s service shall be considered to be 
localized in a State if—

(1 ) such service is performed entirely  within  th at State, or '
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(2 ) such service  is perfo rmed both with in and withou t t ha t Sta te, but  th e s erv­
ice perfo rmed  with out th at  Sta te is incid enta l to the service perfo rmed within 
that  State .

(c ) Base of Operation.—An employee’s base of oper ation s is th at  single place 
of business , having a perm anen t location , which is maintai ned by liis employer, 
and from which he regularly  commences his activities and to which he regu larly  
ret urn s in order to perform the func tion s necessary to the exerci se o f h is trade or 
profession.

(d ) Continuation of Minimu m J urisdictional Standard.—An employee s hall
not be considered to be located in a Sta te if his business act ivi ties  with in th at  *
Sta te on behalf of h is employer are  limite d to any one or more of the followi ng:

(1 ) The solic itation  of orde rs for  sales  of tangib le person al prope rty, which 
orde rs are sent  outside th at  Sta te for  a ppro val or reject ion and (i f approved ) are  
filled by sh ipment or delivery from a point  outside the State.

(2 ) The solic itatio n of orde rs fo r sales  of or for the  benefit of a prospective 
custo mer of his employer, if orders by such custom er to such employ er to enable 
such custo mer to fill orders resulti ng from such solic itatio n are  orders described 
in p ara gra ph  (1 ).

(3 ) The inst allin g or repa iring of tangi ble person al prop erty  which is the 
subj ect of an inter sta te sale by the  employer, if such ins tal lat ion  or repair is 
incidental to the sale. This  subsection shal l not apply with  respe ct to business 
act ivi ties  car ried  on by one or more employees with in a Sta te if the employer 
(w ith ou t regard  to those employees) has  a business location in th at  State.

(e ) E mployees of Contractors and E xtractors.—If the  employe r is engaged 
in the  performance of a contrac t for  the construct ion of improvements on or to 
real  pro per ty in a Sta te or of a con tract for the  extrac tion  of na tura l resource s 
locate d in a State , an employee whose services  in th at  Sta te are  rela ted  prim arily  
to the performance of such con trac t shal l be presumed to be loc ated in th at  State.
This  subsection shall  n ot apply with  respec t to services  performed in inst alling or 
rep airi ng tangi ble prop erty  which is the  subje ct of an inter sta te sale  by the  em­
ployer, i f such ins tallatio n or rep air  is in cide ntal  to the sale.

(f ) E mployee.—No person sha ll be considered an employee of an employer 
unless such person is an employee of such employer for purposes of Federal  in­
come ta x withh olding  under cha pte r 24 of the Inter na l Revenue Code of 1954, as 
amended.

Sf.c. 160. Household Deliveries.
A selle r makes household deliv eries  in a Sta te or political subdivision if he 

deliv ers goods, other wise  than  by common c arr ier  of United Sta tes  Posta l Service, 
to the  dwelling  place of his pur cha sers located in th at  Sta te or polit ical 
subdivision.

Sec. 161. Limitation on Applicability

Except as other wise  exp ressly provided in this Act, th e defini tions and rules  set 
for th in thi s p ar t sh all apply only for purposes of th is title.

TIT LE II —GROSS REC EIPTS TAXES 

Part A—J urisdiction

Sec. 201. Uniformed J urisdictional Standards.
No Sta te or politic al subdivis ion thereof shall have  power  to impose a gross 

rece ipts tax  with respe ct to the inter sta te sale of tangible perso nal property 
unles s the sale is solicited direc tly through a business office of the  seller in the 
Sta te or p olitic al subdivision.

Sec. 202. Savings Provision.
Nothing in this Act shal l prohibit a Sta te or polit ical subdivision there of from 

imposing and collecting a gross rece ipts tax  on ac tivitie s occurring entire ly within 
th at  Sta te or political subdivision, including any tax  imposed with  respect to the *
ext rac tion of oil, coal, min erals  or oth er na tur al resources located within th at  
sta te or p olitic al subdivision.

Part B—Definitions

Sec. 251. Gross Receipts T ax.
For  purposes  of thi s title , a “gross receipts ta x” is any tax , other than a sales 

tax , which  is imposed on or measured by the gross volume of busine ss (wh eth er
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in term s of gross receipts or in other te rm s) , which is applic able to commercial 
or manuf acturin g business in general, and in the dete rmi nati on of which no 
deduction is allo wed which would con stitute the  ta x a ne t income tax.

Sec. 252. Business Office.
For purposes  of this  title , a selle r shall  be consid ered to have a “business  office” 

in a Sta te or politi cal subdivis ion only i f t ha t selle r—
(1 ) owns or lease s real prop erty  with in th at  Sta te or polit ical subdivision, or
(2 ) regularly  maintain s a stock of tangi ble personal prop erty  in th at  Sta te 

or polit ical subdivision for sale in the ord inary course of his business.
For  purposes of parag rap h (1 ),  a seller shal l not be considere d as owning or 

leasin g rea l pro per ty which is owned or leased  by th at  seller’s employee, unless  
that  se ller pays the  costs of owning or le asing such proper ty.

For  p urposes of par agr aph  (2 ),  prop erty  which is on cons ignment in the han ds 
of a consignee and is offered for sale by such consignee on his own account  
shall  not be cons idered as stock mai ntai ned  by the consignor, and property which 
is in the hand s of a pur chaser und er a sale or ret urn  arra nge ment sha ll not be 
considered as stock  m aint aine d by the  seller.

Sec. 253. Other Defin ition s.
For  purpose s of thi s title,  the term s “sales ta x”, “S tate”, and “inter sta te sal e” 

have the same meaning as such term s have for purpose s of t itle I of this  Act, and 
the term “net income ta x” has  the same meaning as such term has  for purpo ses 
of t itle  I II  of this  Act.

TIT LE  II I—NE T INCOME TAXES

Part A—Apportionable and Allocable I ncome

Sec. 301. Optional Three-Factor F ormula 
A State or political subdivis ion thereo f may not impose for any tax able y ear on

a corpo ration taxa ble in more tha n one State , other tha n an exclude d corpora­
tion, a net income tax  measu red by an amount of net income in excess of the 
amount  deter mine d by (1 ) multiplyin g the  cor poratio n’s base by an apporti on­
ment frac tion  which is the  average of the  corp oration ’s equally-weighted prop­
erty, payroll and sales fac tors  for that  Sta te for the tax abl e y ear and (2 ) adding 
to the amo unt determined unde r clause  (1 ) the amou nt of income allocable 
to that  Sta te for the tax abl e year. For  thi s purpose the base to which the  appo r­
tionment frac tion  is applie d shal l he the corp orat ion’s appo rtionable  income as 
defined in this  tit le for th at  taxable  y ear. No S tate  s hall,  by reason of not includ ­
ing dividends of foreign source income in appo rtionable  income, make any offset­
ting  adj ust me nt of an othe rwis e allowable deduction  which is unr ela ted  to such 
excluded dividends or fo reign  source income.

Sec. 302. I ncome Allocable to a State; Exclusions F rom Apportionable and 
Allocable I ncomes.

Dividends received from corp orati ons in which the tax pay ing  co rpora tion owns 
less tha n 50 perce nt of the  voting stock, oth er tha n dividends which con stitute 
foreign source income, are income allocable to the Sta te of commercia l domicile 
of such taxpay ing corporation and are  not appo rtionable  or allocable to any 
other State . No divide nds received from corp orat ions  in which the taxpay ipg 
corporation owns 50 perc ent or more of the voting stock and no foreign  source 
income of such taxp ayin g corporat ion shal l be appo rtion able  or allocable to any

• State .

Sec. 303. Combined or Consolidated Reporting.
fa ) Except  as other wise  provided  in subsection fb ),  a Sta te may require, or a 

corp orat ion may elect, th at  the  tax able income of the corpo ration be d etermined
*  by refere nce to the combined or consolidated net income and the combined or 

consolidated appo rtion ment fac tors  of all affiliated corp orati ons in the affiliated 
group  of which the corporati on is a member.

fb ) For purposes  of subsection (a ),  no Sta te may requi re, and no co rpora tion 
may elect, th at  a combina tion or consolidation  of an affiliated groups include—•

f I ) any excluded  corpo ration, or
f2 ) anv corporation, sub sta ntially all the income of which is derived  from 

sources w ithout the  United State s.
For  purpose s of par agr aph  (2 ),  sub stan tial ly all the income of a corporation  
(w he the r a  domestic or a foreign cor poratio n) sha ll be deemed to be derived from
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sources with out  the  United  Stat es if 80 perc ent or more of its  gross income is derive d from sources  witho ut the United Sta tes in the curre nt tax able year  and in each of the  two preceding taxa ble years (exc ludin g any period during which such c orporation was not in e xist enc e). <-(c ) Nothing in this titl e shall preclude the dete rminati on of combined or con­solidated income on a basis acceptable to both the Sta te and the taxpay ing corporat ion.
Part B—Definitions  and Rules

jvSec. 351. Net I ncome Tax.
A "net income ta x” is a tax  which is imposed on o r measured by net income.

Sec. 352. Excluded Corporation.
An “excluded corp orat ion” is  any of the fo llow ing :
(1 ) Any bank, tru st  company, savings bank, ind ustrial  bank, land bank, safe  de­posit company, pri vat e banker, small loan association,  cred it union, cooperative bank, small loan company, sales finance company, or inves tment  company, or any type  of insu ranc e company, or any corporat ion which derives 90 perc ent or more of i ts gross income from inte res t (inc lud ing  discou nt).(2 ) Any corporati on more tha n 50 perce nt of the  ordi nary  gross income of which for the  tax able year is derived  from regu larly  car ryin g on any one or more of the following business a ctiv ities :
(A ) the tran spo rtat ion , for hire  of prop erty  or passengers, including the ren ­derin g by the tra nspo rte r of se rvices incid enta l to such tra nsp ort ation ;(B ) the sale of ele ctric al energy or w ater  ; or
(C)  the fur nishin g of public telegr aph or in tra sta te  telephone services.

Sec. 353. Affiliated Corporations.
Two or more corpo rations are  “affilia ted” if they are  members of the same groups  composed of one or more corporate  members connected thro ugh stock ownership with  a common owner, which may be ei ther corp orate o r n oncorp orate, in th e following man ne r:
(1 ) more tha n 50 percent of the voting stock of each member othe r tha n the common owner direc tly by one or more of the other members; and(2 ) more tha n 50 percent  of the voting  stock of at leas t one of the  members oth er t han  t he common owner is owned di rectl y by th e common owner.

Sec. 354. Apportionable I ncome.
Excep t to the extent otherwise provided in section 301 or section 302, the “ap­porti onab le income” of a  corporation means its net income subje ct to appo rtion ­ment as determined under  the laws of th e taxing State.

Sec. 355. Property F actor.
(a ) I n General.—A corporat ion’s p roperty  fac tor  for any Sta te is a fracti on, the  numerato r of which is the  average valu e of the c orpo ratio n’s re al and tangib le person al property  owned a nd used or rented and used duri ng the taxable year and located in th at  Sta te and the denominator of which is the average value  of a ll the corp orat ion’s real  and tangi ble personal prop erty  owned and used or rented and used dur ing the taxa ble year and located everywh ere, except th at  such denomi­nat or shall  not include any prope rty which the Sta te or the corpo ration deter­mines to  exclude pu rsu ant  to  section 35 8( c) .

•(b ) Standards for Valuing Property in P roperty F actor.—(1 ) Owned Property.—Propert y owned by the corporati on shall be valued at  its  orig inal  cost.
(2 ) Rented Property.—Property  rented to the corpo ration shal l be valued at eight  times  the  net rents payable by the corporation duri ng the tax able year.Net ren t is the  gross rent payable by the corporation less ren t received by the corporation from subre ntals .

Sec. 356. Payroll Factor.
(a ) I n General.—A corp orat ion’s payroll fac tor for a Sta te is a fracti on, the num era tor of which is the amount of wages paid or accrued dur ing the  taxa ble yea r by the  corporation  to employees located in tha t Sta te and the  denom inator  of which  is t he total amou nt of wages paid or accrued duri ng the taxable year  by the corporation to all employees located everywhere, except th at  such denomina­tor  s hall  n ot include any wages which the State or the  corporat ion determines  to exclude pur sua nt to section 3 58 (c ).



11

(b ) Definition of Wages.—The term “wages” means wages as defined for 
purposes of the Federal Unemployment Tax Act in section 330 6(b ) of the Inter nal 
Revenue Code of 1954, as amended, determined without regard to the limitation 
of section 3306 (b)  (1 ) on the amount of wages.
Sec. 357. Sales Factor.

(a ) In General.—A corporation’s sales factor for a State is a fraction, the 
numerato r of which is the total sales of the corporation in that  State  during the 
taxable year and the denominator of which is the total sales of the corporation 
everywhere during the taxable year, except that  such denominator shall not in­
clude any sales which the State or the corporation determines to exclude pursu­
ant  to section 358 (c ).

(b ) Sales I ncluded.—
(1 ) Sales of tangible personal property are in a State if such property is re­

ceived in t hat  State by the purchaser. In the case of delivery by common carr ier 
or by other means of transp ortatio n, the place at which such property is ultimately 
received afte r all transporta tion has been completed shall be considered as the 
place a t which such property is received by the purchaser. Direct delivery in a 
State, other than for purposes of transportatio n, to a person or firm designated 
by a puchaser constitute s delivery to the purchaser in that  State and direct de­
livery outside a State to a person or firm designated by a purchaser does not 
constitu te delivery to the purchaser in tha t State, regardless of where the title 
passes or other conditions of sale.

(2 ) Sales, other than sales of tangible property, are in a State if—
(A)  the income-producing activity is performed in t ha t State, or
(B ) the income-producing activity is performed both in and outside that State 

and a greater proportion of the income-producing activity is performed in that  
State  than in any other State, based on costs of performance.

(c ) Location of Certain Other Sales.—
(1 ) Sales of services shall be included in the numerator of the sales factor for 

the State in which the service is performed. Sales of services rendered in two 
or more States shall, for the purpose of the numerat or of the sales factor, be di­
vided between those States in proportion to the direct costs of performance 
incurred in each such State by the corporation in rendering the services.

(2 ) Sales of real property, if the corporation is engaged primarily  in the busi­
ness of selling real property, are included in the numerator of the sales factor 
for the  State in which the property is located.

(3 ) Sales which consist of receipts from the rental of tangible personal property 
shall be included in the numerator of the sales factor for the State in which the 
property is located.

(d ) All Other Sales.—All gross receipts from sales, o ther than from the sales 
described in subsections (b ) (c ),  shall be excluded from both the numerato r 
and the denominator of the sales factor.
Sec. 358. Foreign Source I ncome.

(a ) Definition.—The term “foreign source income” means—
(1 ) intere st other th an intere st derived from sources within  the United States :
(2 ) dividends other than dividends derived from sources within the United 

St ates;
(3 ) rents’, royalties, license and technical fees from property located or services 

performed without the United States  or from any interest in such property, in­
cluding rents, royalties or fees for the use of or the privilege of using without 
the United States any patents, copyrights, secret processes and formulas, good 
will, trademarks, trad e brands, franchises, and other like properties; and

(4 ) gains, profits, or other income from the sale of intangible or real property 
located without the United States.

(b ) Determination of Source of Income by Reference to Provisions of the 
I nternal Revenue Code of 1954.—In determining the source of income for pur­
poses of this section and section 30 3( b) , the provisions of sections 861, 862 and 
863 of the Inter nal Revenue Code of 1954, as amended, shall be applied.

(c ) Adjustment of Property, Payroll, or Sales Force.—If foreign source 
income as  defined for purposes of this title is derived from property, wages or 
sales which are otherwise includable in the denominator of a factor described in 
section 355, 356 or 357, either the State  or the corporation may determine that  
the property, wages or sales from which such foreign source income is derived 
shall be excluded from such denominator.
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Sec. 359. Dividends.
The term “dividends” sh all have the same meaning as th at  term  has unde r the 

Int ern al Revenue  Code of 1954, as amended , includ ing any sum tre ate d as a 
dividend unde r section 78 of such Code.
Sec. 360. United States.

The  term “United Sta tes ” where ver used in thi s Act shal l include only the 
fifty S tate s an d the Dis tric t of Columbia.
Sec. 361. Limitation on Applicability.

Except as othe rwis e expressly provided  in this  Act, the definition s and  rules 
set for th in thi s pa rt shall  a pply only for purpo ses of t his title.

TITL E IV—JUR ISD ICT ION  OF FEDE RAL COURTS 
Sec. 401. J udicial Review.

Notwith stan ding  section 12 51 (a ) of tit le  28, United States Code, the United 
States Court of Claims shal l have jur isd icti on to review de novo any issues 
rela ting  to a disp ute aris ing  unde r this  Act or under the  provisions of Public 
Law 86-2 72, as amended. With in 90 d ays of the decision of a Sta te adm inistra tive 
body from which the only appe al is to a court , any par ty to the  dete rmin ation 
may peti tion  the Court of Claims for a review de novo of any such issues. For 
purpose s of such review, the findings of fac t by the Sta te adm inistrative body 
shal l be c onsidered with  oth er evidence of the facts . The judg men t of the Court 
of Claims sha ll be s ubject to review by the  Supreme Court  of the Unite d States 
as provided in  section 1255 of tit le 28, Un ited Stat es Code as amended.
Sec. 402. Effect of F ederal Determination.

Any jud icia l dete rmin ation  made pu rsu ant to section 401 shall be binding for 
the  taxable  years involved on any Sta te given notice thereof or app eari ng as a 
party  ther eto,  not withsta nding any pri or dete rminati ons of the cour ts or admin­
ist rat ive  bodies of th at  Sta te completed af te r notice to th at  State. No sta tut e of 
lim itat ion s shall bar the right of a Sta te or a tax pay er to an amount of tax  in­
creas ed or decrea sed in accord ance wit h such deter mina tion,  provided action to 
recover  such amount is ins titu ted  within  one yea r af ter such dete rminati on has 
become final.
Sec. 403. Conforming Amendment to Title 28, United States Code.

Tit le 28, Unite d Stat es Code, is hereby amende d by adding af te r section 1507 
the  following  new section  :
“Sec. 1508. J urisdiction to review certain disputes involving state taxation 

of interstate commerce.
“The Cou rt of Claims shall  have juri sdictio n to ren der  judg men t upon any 

petit ion for  review unde r section 401 of the In ter sta te Tax atio n Act of 1979.”

TIT LE V—MISCELLANEO US PROVISIONS

Sec. 501. Prohibition Against Out-of-State Audit Charges.
No charge  may be imposed by a Sta te or polit ical subdivision ther eof to cover 

any pa rt of the  cost of conducting outs ide th at  Sta te an aud it for  a tax  to which 
this Act applies.

By Mr. Mathias :
S. 983. A bill to regu late  and fos ter commerce among the Sta tes  by providing a 

system for  the  tax ation of inter sta te commerce; to the  Committe e on Finance .

INTERSTATE TAXATION ACT OF 19 79

•  Mr. Mathia s. Mr. Pres iden t, I am today intro ducing the In ters ta te  Taxation  
Act of 1979.

In  1789, the  Founding Fa the rs repla ced the Articles of Confe derat ion with our 
Constituti on. In large  measure , they did so because  commerce and trade—so 
vita l to the  secur ity and  prosperity  of every American—could not flourish in 
the confusion of multip le an d often conflicting local law’s.

Our Constituti on was wr itte n as a compact  between Sta tes  willing to tra de  
sho rtru n gains for long-term progress in an orderly  fede ral system of free-flowing 
commerce.

Toda y th at  system is not func tioning as  efficiently as it should. A maj or ob­
stac le to int ers tat e commerce lies in the  complex and  often  conflict ing Sta te and
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local tax  rules tha t confront firms in in ters tate  commerce. These rules harm both 
business and our State  and local governments—and, in the end, deprive all our 
citizens of the efficiency tha t leads to lower prices and the tax revenue tha t 
finances government services.

I have been deeply concerned with this problem since I served on the House 
Special Committee on State Taxation  of I nte rsta te Commerce. In 1964 we issued 
a report based on an extensive study of this problem. We found tha t sales and 
use tax es were levied by approximately 2,300 State and local units. That  number 
has increased by 250 percent since the 1964 report. In addition, there are cor­
porate income tax laws in all but five States of the Union.

Businesses now have such a complex set of rules to comply with tha t they 
often fail to pay tax liabilities simply because they are unaware  of them. Some 
States have laws tha t are effectively useless because companies having ephem­
eral contacts with these States are not familiar with the part icul ar idiosyncra- 
cies of these laws. There are no uniform accounting principles by which busi­
nesses can compute thei r liability if they do business in varying amounts in a 
number of different States. It  has long been obvious that the burden of even 
attempting to comply with the multiplicity of S tate and local laws is p articularly 
onerous for small business. My bill will put all businesses on notice tha t those 
States in which they operate to such an extent tha t they come within the Federal  
guidelines can impose and collect taxes on their sales and income.

Over the years of my service in both the House and Senate, I have introduced 
a series of bills which would address this problem. These bills have incorporated 
the ideas of representatives of State  and local government and business groups. 
The bill I introduce today, like my earlier bills, will regularize the jurisdic tional 
principles by which States impose sales, use, income and gross receipts taxes.

In the 90th and 91st Congresses the House passed, by overwhelming majori­
ties, State taxat ion legislation  similar  in thr ust  to my bill. The Senate Finance 
Committee created a Subcommittee on Intersta te Taxation  in the 93d Congress 
to hold hearings and give serious consideration to the problem. Vice President 
Mondale, then Senator Mondale, who chaired the subcommittee, said that  its 
purposes were to—

examine the problems posed for inte rsta te income businesses by the multi­
farious corporate income- and sales and use taxes imposed by the different 
states. . . . [F ju rthe r House action now appears unlikely unless the Senate 
acts first and, in an effort to begin Senate action, the subcommittee is 
holding hearings.

Other business has kept the Finance Committee from taking action on the 
findings of these hearings.

The basic objectives of this bill are the same as legislation which I have 
introduced in the past, including S. 2080 in the 94 th Congress and S. 2173 in 
the 95th. However, there  are several major differences between this bill and 
it predecessors.

Many of these changes are the result of testimony before the Judic iary Com­
mittee in the 95th Congress. I was authorized by the chairman, Senator East- 
land, to conduct hearings on S. 2173 in Biloxi, Miss.; Charleston, S.C.; Colum­
bus, Oh io; and San Francisco, Calif.

The hearings went very well, and I think we have built a solid record tha t 
sets the scene for action this year in the Senate Finance Committee. Senator 
Harry Byrd, chairman of the Finance Committee’s Subcommittee on Taxation 
and Debt Management, assures me tha t hearings will be hehl in the near future. 
We had tentati vely set in March 30, but I asked Senator Byrd to postpone the 
hearing until May. so tha t State tax autho rities  will have ample time to study 
my proposal. And, I hope to become convinced that it makes sense.

Action on intersta te taxat ion in the 95th Congress was not limited to the 
Senate. The House Ways and Means Committee directed the General Account­
ing Office to study State and Federal approaches to the taxatio n of multis tate 
and multinational corporations. Chairman Ullman listed several issues he 
wanted GAO to study, including:

Whether State apportionment formulae are rationally  based in economic 
theory, are  equitable, or are  an administrative burden ;

The feasibility of all States using the same apportionment metho ds;
The effect on the States of being required to use the arm's length method in 

taxing multinati onal c orpo ratio ns: and
Whether the Internal Revenue Service is having difficulties in administering 

section 482, which provides for the arm ’s length method, and, if so. whether 
the cause is poor management, a flawed conception, or both.

46-73 0 0 - 7 9 - 2
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We all  aw ait  the GAO repo rt w ith gre at inte rest .
Dur ing the Senate debate on the United States -Uni ted Kingdom Tax  Treaty, 

many House members spoke with  me about the possibility of sub stitutin g my 
bill for arti cle  9 (4 ) of the  trea ty. They wanted a chance to add ress  the issues 
raise d by art icle 9 (4 ),  which would have bar red  unitary tax ing  Stat es from 
including the income of Bri tish  paren t companies  in the ir assessmen t of income 
tax  on the in-state subsid iary. A legislativ e approa ch to the problem would have 
given them that  chance. The tre aty approach, however, left  the  House of Rep­
resenta tive s out in the cold.

It may be too early  to desig nate  1978 as a wate rshe d year, but I thin k we can 
see cer tain pat terns emerging. The  Americ an taxpay er has blown the whis tle 
on Governm ent waste  and inefficiency and the mounting  toll they take  in taxes . 
In the name of efficiency and commonsense, the  tax pay er wants  something new.

As all of you know, businesses wan t something new, too. They wan t uni­
form ity in int ers tat e tax ation to reduce  the ir paper work  burde n and to increa se 
the ir efficiency. They wan t long-term cer tainty  and pred icta bili ty in tax  liabil ity. 
And they want to pay no more tha n the ir fa ir sha re of the  tax  burden so they 
can remain competitive.

Sta te author ities, on the  other hand,  wan t business to pay its  fa ir shar e of 
the tax burden, and they want to protect local business from un fair competit ion 
from out of State. And they want  to keep the ir enforce ment costs to a minimum.

Thes e are  legiti mate  concerns on both sides. To meet them, I have redraft ed 
my bill, taking into account the testimony at  the  hearing s. As an indica tion 
that  the  day of reckoning  is at  hand,  I und erst and  th at  both the  Sta te repr e­
sen tatives  and the business representativ es are  now considering other com­
promise bills. I haven’t seen them yet, but I am pleased  th at  the re appears  to be 
some movement away from the  irreconcil able poles of only a few years ago and 
tow ard middle ground. I expect th at  the  bill I intro duce  today  will be only a 
sta rti ng  poin t, a vehicle to  s ta rt  the  debate. The bill th at  finally emerges from the  
legis lative process wil l be one all  p ar tie s can  live w ith.

Othe rs too are  pressing  for legis lative solutions. Last summer, the Supreme 
Court, in Moorman Man ufac turing aga inst  B air, sta ted  :

*‘[T ]h e preven tion of dupl icati ve tax atio n . . . would require  national  un i­
form rule s fo r th e division of income.”

The Court  then pointed o u t:
“While the  freedom of the  s tate s to form ulat e the independent policy in this area 
may have to yield to an overriding nationa l intere st in uniformity, the content 
of any uniform rules to which they must  subscr ibe should be determ ined only 
af te r due consid eratio n is given to the  inte rest s of all  affected  state s. It  is 
clea r that  the legis lative power gra nted to Congress by the  Commerce Clause 
of the  Const itutio n would amply jus tify  the enac tmen t of legislation  requiring  
all sta tes  to  adher e to unifo rm rule s for the division of income. It  i s to that  body, 
and not this court, th at  the Constitu tion has committed  such policy decisions.”

In the  wake of th at  decision, which gave the Sta tes car te blanche  to adopt 
disc rim inat ory  tax  formu lae, Illin ois is now considering an amendment to its  
tax  code th at  would help  the  in- Sta te manufacturer s. The Di str ict  of Colum­
bia as well as Minnesota, is contempla ting sim ilar  amendments . Obviously, the 
time has  come to act  befo re these protecti onis t e fforts  get out of hand.

Let me briefly outline the new bill. In  the  income tax  title , changes are 
prima rily  technical. Basica lly, the bill stil l provides an optional thre e-factor  
formula for appo rtion ing the  income of in ter sta te corpo rations. This three-  
fac tor  approach, which consid ers sales, prop erty , and payro ll, would divide 
tax es fair ly between the vari ous  jurisdic tions. While a tax pay er could use the  
form ula provided in the  Sta te law, the thre e-fa ctor  formu la and  o the r provisions 
of tit le  II I would determin e the  maximum tax  liab ility  th at  could be imposed. 
I should add to this three-f acto r tes t is already  used in most of the  States, so 
it would not revolut ionize  State tax  collection.

I have revised last year’s versio n to accommodate the  two most common 
criticism s made at the  field hear ings.  One change makes it  clea r th at  the ta x­
pay er should not have the  option  of electin g world-wide combina tion while the  
Sta te would be proh ibite d from requiri ng such combination. The  other change  
cle ars  up some confusion in th e tre atm ent of foreign source income in section 358.

Unlike the  income tax  title,  the sales  and use tit le has  undergone major re­
vision in the direction of compromise.

The  proposed changes will reliev e small business of a lot of paperwork.  They 
include  an innovative “buyer certif icatio n pla n” which would grea tly reduce  
the  burd en on those businesses withou t a business locat ion with in the tax ing
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State. At the same time, the revision assures, to a large extent, the rights of 
the States to collect sales and use tax revenues. Large businesses, which gen­
erally have the resources to comply with existing law, are excluded from 
the buyer certification election under two provisions. Firs t, they ordinarily 
have a business location within the taxing State  and, second, buyer certification 
is permitted only for those firms that  have less than $100,000 in taxable sales 
within the taxing State. That  jurisdictiona l trigger  is based on the previous 
year’s sales.

The buyer certification procedure allows a purchaser to certify the rat e and 
amount of local and State  sales or use tax to the buyer. This certification could 
be included on the purchase order. Sellers would collect the certified amount 
and remit tha t directly to the State  without accounting for destinatio ns within 
the State. If a buyer refused to certify, the seller would collect the maximum 
combined State and local tax  applicable in the State.

The U.S. Secretary of Commerce would be involved in thre e minor ways : First,  
the Secretary would prescribe a stand ard for m; second, a retur n filed with the 
Secretary would suffice as a return filed with any State; and third, each State 
would certify to the Secretary the maximum combined State  and local rate  
within tha t State.

In addition, persons with taxable  sales of less than $20,000 in a State  would 
be exempt from filing r eturn s except to the extent tha t they had collected a tax 
from their buyer. Again, qualification for this  exemption would be based on 
the previous year’s sales.

Finally, the requirements for exemption certificates on exempt sales have 
been tightened up. The provision in the dra ft bill is essentially identical to the 
one found in S. 2080, which I introduced in the 94th Congress. Also, I have 
deleted the household goods exemption, which was often criticized by State 
authorities.

On the gross receipts side, I have added the p hras e:
“Nothing herein shall affect the power of a stat e or political subdivision to 

impose a gross receipts tax on intr a-st ate activities, including a tax levied on 
the extraction of oil, coal or minerals.”

This addition should put to rest many of the fears expressed by West Vir­
ginia and the other gross receipts States.

I think this dra ft takes a significant step toward uniformity—which business 
needs—and full accountabil ity—which the States  rightfully  demand. To the 
extent there is some tax and admin istrative relief, such relief is focused nar­
rowly on the small firm trying to extend its sales beyond i ts home State.

Obviously, one of our big jobs is to allay the fears of State and local au­
thorities  and to help them see tha t they have a mutuality of interest with 
business on thi s issue.

I am convinced tha t if we work toward an efficient tax collection system, 
our industries will be at less of a disadvanta ge in the intern ational marke t 
than they are now.

This is important. The United States no longer dominates the world mark et­
place completely. We have to compete with other economies whose efficiency is 
nearly legend. The examples tha t leap to mind, of course, are Germany and 
Japan.

Our competitors overspas are concerned with efficiency. They put great  value 
on insuring tha t commerce flows freely—both domestically and interna tionally— 
without unnecessary and inefficient impediments. And an efficient economy in­
cludes efficient government and the  efficient collection of taxes.

A tax system that creates  headaches and uncertainties destroys efficiency.
Business, as we all know, must weigh a multitude of essentially unquanti- 

flable and uncontrollable factors—supply, demand, weather, mood, competi­
tion—and it is the brilli ant business executive who spots trends and makes 
sound decisions. In the face of all this necessary uncertainty. I find it ironic 
tha t taxation—a factor we have the power to control completely, a facto r tha t 
could be simple, straightforwa rd and predictable—is kept complex, fraug ht 
with uncertainty , and in a constant state  of flux. .

We must admit to ourselves tha t by tolera ting such an irratio nal system, we 
cripple our businesses in the world of foreign trade. And we cost the American 
consumer a great  deal of money.

Businesses in West Germany and Japan  are not saddled with the additional 
expense of complying with unnecessarily complicated tax laws. Their executives 
and merchants do not w aste valuable time and energy filling our forms and worry-
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ing about noncompliance. They are  f ree to thin k creat ively  about the things they 
should be t hink ing a bo ut ; namely, makin g bet ter  products, providing bet ter  serv­
ice, and makin g more money. The consum er—Japanese , German, or American 
for  th at  m att er—is the ultim ate beneficiary.

Napoleon II I took gr eat prid e in pulling o ut h is pocket watc h and telli ng foreign 
dign itar ies th at  at that  precise moment every 12-yeai-old Fren ch child was 
hear ing a lectu re, for example, on the role Louis XIV played in the War  of the 
Spanish Succession. We have done well withou t that  k ind of nat ion al uniformity , 
but, in the  field of ta xati on, dive rsity  is expensive, and has no a ppare nt offsettin g 
virtues. It creates  no useful tension ; it simply crea tes heada ches th at  ultim ately  
rais e costs fo r th e consumer.

We cannot wait any longer for reform . We must act now. For  too long, the 
debate has  been bogged down in the technica l language of the experts. We have 
passive ly adopte d their term s of refer ence  and conducted the  debate a t the 
wrong level. We must rai se the  level of the  debate and talk  fra nkl y about the 
larg er issues—about  jobs, the  nationa l inte res t, and economic survival.

My point  is simple—if rat ion al people were to sit down to devise a rat ion al 
tax  system, they would not devise a system anything like ours. Ja pa n and Ger­
many had the adva ntage of sta rting  out with clean slate s af ter the  war. I hope 
it will not tak e a similar cataclysm to show us the err or of our ways.

We c ann ot afford antagonism between business and Sta te governments. Wha t 
we need, wh at we must have, and wh at thi s bill will help to bring  about,  is an 
era of cooperation between governm ent and business th at  will give a major  
boost to the American economy.

This  bill is a first step towa rd a more efficient and more equi table  system of 
tax atio n. I am encouraged by the progress we have made in the 95th  Con­
gress, and  I am convinced th at  finally, af ter 18 years,  we will be able to bring 
this proje ct to f ruit ion  in the  96th Congress.

PRESE NT ST AT US  OF IN TE RST ATE  TA XA TION  BIL L

Senator  Mathias. Before I  close, let me brin g you up to date on just 
where the interstate taxation bill stands.

The Judiciary Committee, which had joint jurisdict ion with the 
Finance Committee, held hearings in Biloxi, Miss., Charleston, S.C., 
Columbus, Ohio, and San Francisco, Calif. This built a very solid 
record which sets the scene for some action in the Finance Committee 
this year.

Our distinguished colleague from Virginia,  Senator Byrd,  chair­
man of the Subcommittee on Taxation and Debt Management, has 
assured me th at hearings will be held. In fact, he had tentatively set 
them for the latter part of March, but at my request he postponed 
them until  July  so tha t the State  taxing  authorities will have ample 
time to study the proposals and to react. And, I would hope to become 
convinced th at what we are proposing makes some sense and to make 
sure tha t we had copies of the hearing  records available despite 
the backlog at the Government Print ing  Office.

I take the time to recount this evidence of progress for this reason, 
which I believe is impor tant to this committee. I have heard from 
a number of people in the United  Kingdom tha t Parliament will 
rat ify  the United States-United Kingdom Treaty only if there is a 
perception in Westminster tha t we are, in fact, serious about making 
progress on the interstate taxation bill or some version of it.

In this regard, I have a statement from Mr. Grylls, whom I  in­
troduced earlier,  who is a Member of Parliament. Indeed, he is a mem­
ber of the majority party , which gives his statement a somewhat 
more author itative ring  than  it might have otherwise. I would sug­
gest, Mr. Chairman, tha t it might be appropriate  if the statement 
which I received from Mr. Grylls might be made a part  of the record.
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Senator Stone. We would be happy  to include it in the record. 
It  will be very useful to our colleagues and we appreciate  receiving 
it.

[The inform ation re ferred to follows:]
Prepared Statement of Michael Grylls, M.P., Regarding the Double T axation 

Relief Treaty Between the United States and the United Kingdom

I have been a Member of the House of Commons since 1970. As I was involved 
in private  business prior to my first election I have been vitally interested in 
the relation of government and industry, both nationally and internationally . 
I am a member of the Conservative Commonwealth Council, a Fellow of the 
Royal Inst itute of Inter natio nal Affairs, and have served as Vice-Chairman of 
the Conservative Industry Committee.

Thus, I followed the discussions in Parliament regarding this Treaty between 
the United States and the United Kingdom quite closely, with partic ular atten­
tion to the treatment  in the Treat y of the use of the world-wide combined re­
porting systems in assessing the taxatio n of companies doing business in both 
countries, even elsewhere. When the House of Commons considered the Treaty  
on Janu ary 12, 1977, it was pointed out tha t there was no possibility of double 
taxat ion and under it barr iers to intern ational investment would be reduced, 
preserving and hopefully increasing the number of jobs in both countries. It 
also appeared tha t the consequences of the Treaty , especially regarding remit­
tances, looked fa r more favorable to the United States and its Internal Revenue 
Service, than to the United Kingdom

Article 9 (4 ) of the Treaty was considered to be an essential p art. Its importance 
was due to the fact tha t it would p ut right the plainly wrong situation  wherein 
certain s tates in the United States could impose taxes on companies not by virtue 
of thei r operation in a single state  alone, but by the size of thei r operations 
throughout  the world. With Article 9 (4 ) the United States was saying to Great 
Britain, “We want your business and your jobs, not j ust your taxes.” Without it, 
it is obvious the intere st in taxes is paramount.

When wTe considered the T reaty  we did so without the benefit of knowing how 
the United States Senate would tre at the Treaty. T hat body subsequently removed 
Article 9 (4 ).  A third  Protocol to tha t effect has resulted and is now before the 
United States Senate for ratification. Of course, if approved by the Senate, ap­
proval must also be obtained from Parliament.

There is substanti al evidence tha t the absence of an Article 9 (4 ) type proliibi- 
/tion in the T reaty will cause it to be subject to very close scrutiny and enlarged 
debate as we consider it  in the House of Commons. The Confederation of B ritish 
industry , which is the representative  body of Britis h industry , both public and 
private, has recently written to the Chancellor of the Exchequer, Sir Geoffrey 
How’e, suggesting t hat the T reaty  should not be adopted in its present form. The 
Confederation pointed out to the Chancellor tha t the “combined reporting  unitary  
system” of taxati on leads to multiple taxatio n and in fact has been condemned by 
the Organisation for Economic Co-operation and Development of which both the 
United States and the United Kingdom are members. I unders tand that  the 
United States Supreme Court has in a recent decision also condemned taxation  by 
states  upon instruments of foreign commerce when it results in double tax ation or 
prevents the United States from speaking in one voice regarding  such interna­
tional activities.

The Chairman of the B owater Corporation Limited, The Rt  Hon Lord Erroll of 
Hale, in his statement contained in its 1978 Annual Report and Accounts, said 
tha t such taxation systems “if  widely adopted, could cause groups of companies 
which operate interna tionally  to suffer multiple taxation on thei r profits. This 
would clearly be both unju st and inimical to the proper flow of internatio nal 
investment.”

A resolution has been placed before the Intern ational Chamber of Commerce 
which makes clea r the  need for  one voice in matters  on inte rnation al taxation by 
political subdivisions and urges all possible measures be taken to ensure that  the 
terms of an agreement or trea ty dealing with taxatio n on income shall bind all 
autho rities  having jurisdiction within  the boundaries of each contracting  state.

Attached to this statement is a copy of an Early Day Motion which will lie 
introduced in the House when it retu rns from recess on June 11, 1979. T hat motion 
reveals t hat prohibition of t he use of the worldwide combined reportin g systems
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of tax ation ass essm ent is ess entia l to  any United States -Uni ted Kingdom relatio n­
ship rega rding mult iple taxa tion . Personally , I have been amazed at  the sho rt­
sighted view taken by the Thi rd Protocol and have marve lled tha t my country 
(th e larg est foreig n inves tor in the United  Sta tes and here tofo re I though t wel­
come in th e United  St ates ), and the United Sta tes  which toge ther  have the  largest 
numbers of mu ltinatio nal corporations in the  world, and thu s the  most to lose 
from setti ng such a precedent , would neg otia te such an open ended, un jus t and 
pote ntial ly damag ing arra nge men t making avai lable  this prac tice  of mult iple 
tax ation to oth er count ries and the ir pol itica l subdivisions.

I have reviewed the hear ings  of the Senate Foreign  Relat ions Committe e 
rega rding the Tre aty  and read  the pages of the  Congressional Record con tain ­
ing the deba te concerning its ratificatio n. I noticed an admiss ion among those 
who expre ssed opposition to Article 9 (4 ) th at  there was a problem caused  by 
the unres tra ine d use of the worldwide combined repo rting  system and  th at  the 
sensible way of solving the problem was one of legislation which would be con­
sider ed by both  Houses of Congress.

I am aw are  th at  legislation has  been intro duce d in the Unite d Sta tes  Senate 
sections of which addr ess thi s problem. From  my und erst and ing of the recent  
United Sta tes Supreme Court decision it app ears  that  if the Tre aty  does not deal 
with this  problem, and the United  Sta tes  Congress other wise  fail s to add ress  it, 
then aggrie ved companies will cert ainly  be in a position to res ort  to the United 
Sta tes cou rts for  relie f at  gre at costs not  only to companies, but  the indivi dual 
sta te  governm ents as well.

Bri tish  ind ust ry and Pa rlia me nt sha ll be following with  gre at int ere st the 
discussions of the  Tre aty by the  Sena te Foreign Relat ions Committee and the 
ful l Senate. Indi cati ons and assu ranc e th at  the problems cause d both the  United 
Sta tes and  the  United  Kingdom by the use of the  worldw ide combined reporting  
system are being rectified either in the  Tre aty or by legislation  which  will be 
passed  by the  United  Stat es Congress will be quite  helpful in obta ining approv al 
of any t reaty subm itted  to Par liame nt for  appro val.

House of Commons—London SWIA OAA

EARLY DAY MOTION TO BE SUBMITTED TO THE  HOUSE OF COMMONS ON JU NE  11 , 19 79

Th at thi s House is of the  view th at  a  vita l fea tur e of any rela tion ship  between 
the Unite d States of America and the  United  Kingdom rega rding relief from 
double tax ation should be a clea r und erst and ing  prohibitin g the use of the world­
wide combined repor ting system in assessing the tax  of corp orat ions  doing busi­
ness in both countries, such as would have  been accomplished by Artic le 9 (4 ) of 
the orig inal  Double Taxation  Relief Tre aty  between the  United Sta tes  and the 
United Kingdom ; and this  House ur ges Her Majesty’s Government  to  ens ure that  
arrang ements be made to recti fy a har mful inte rna tional  prece dent and  serious  
consequences for both Bri tish  and United Sta tes companies  with  overseas 
interests.

Senator Mathias. I am glad tha t he is here today. I f  Mr. Grylls 
disagrees, he can object to my assertion tha t Parliament will not 
accept a trea ty as it is now draf ted unless there are assurances th at a 
legislative resolution of this problem is imminent. I would observe 
tha t Mr. Grylls has not only not objected, but seems to be in agree­
ment on that  point.

RENEGO TIATION IF  INT ERSTATE TAX BILL  FA ILS  PASSAGE

The Confederation of British Indus try, which is the equivalent of 
the United  States Chamber of Commerce, as you know, ha9 recom­
mended tha t the whole treaty be renegotiated if this legislation, the 
inters tate tax bill, fails at passage in the U.S. Congress. So, these 
seem to be two questions that are very closely linked.

Now, the issue is a lot l arger than  just a single provision in a single 
treaty. The Uni ted States has to speak with one voice in foreign rela­
tions, and the Constitution requires tha t the Federal Government
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provide tha t voice. I think no one is more aware of tha t obligation 
than members of this committee. If  the President and  the Congress 
cannot guarantee protection from double taxation to our t rading part -

* ners abroad, then who can? With  some justification, foreign nations 
might logically conclude tha t they must negotiate separate treaties 
with each of the 50 States of the Union i f they are to protect thei r 
interests. Of course, the Constitution bars tha t recourse.

* So, we are, in effect, telling  these foreign governments tha t they 
have no way to protec t themselves by the treaty process, which is a 
kind of catch-22 situation for  them.

SUPREM E COURT ROLE IN  DECIDING UN ITAR Y TAX ATIO N PROBLEM

Another avenue of relief is available, but I think  it is too specula­
tive to provide comfort. The Supreme Court could rule that  the 
unitary system of taxat ion violates the commerce clause of the Con­
stitution. In  my opinion, the Court is, in fact, moving in tha t direc­
tion, even while it protests  all the way tha t it is up to the Congress 
and not to the Court to solve the problem and has constantly invited 
the Congress to act. I think we should not shirk that  responsibility.

So I hope t hat  the Foreign Relations Committee will join in this 
effort. I am sure the Finance  Committee will give great weight to the 
views of this committee. I hope you will help me to press for action 
before the Finance  Committee in July.

I am encouraged by the progress that we made in the last Congress. 
I am convinced we will be able to br ing this project to f ruition in the 
96th Congress. I think we have to send a signal to our friends  and 
allies, our trading partne rs, those people in whom the distinguished 
Senator from New York has taken such an active in terest during his 
entire career. I think favorable action on section 303 of this bill would 
be a very clear signal tha t would be applauded all around the world.

Mr. Chairman, I leave my case at this  point. I commend the state­
ment tha t Marlow Cook is about to make. He has given the matter 
tremendous study, and out of his experience and wisdom I think 
fur ther  light  will be shed on this subject.

Thank you, Mr. Chairman.
Senator Stone. Senator  Mathias, we thank you.
Senator  Javits.

SENATOR MA TH IAS ROLE IN  UN ITED  ST AT ES-UNITED KIN GDOM TRADE 
RE LA TION SH IP

Senator J avits. Thank  you, Mr. Chairman.
. Senator Mathias, thank you very much. May I say tha t I  think your

efforts are contribut ing enormously to the tradin g relationship between 
the 1 nited Kingdom and the United States. I am very hopeful tha t 
we can work out this situation along these lines you described, how-

* ever, the optimum order—that is, consideration of the bill. Senate 
consideration of the treaty, and the disposition of the treaty  by the 
Briti sh Parli ament—may not lie followed. I am hopeful tha t we can 
move Senate consideration of the treaty  along.

Senator  Mathias. I think we are fortuna te tha t Mr. Grylls is here 
and can speak authori tative ly as to  the mood in the Parliam ent. Pe r­
haps members of the committee o r counsel will have an opportunity
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to ta lk  with  him  whi le he is in Wash ing ton . I th ink th at would be 
useful.

Se na tor  J avits. Off the  record .
[Discussion off the  rec ord .],
Se na tor J avits. Th an k you, M r. C hairm an.
Se na tor Stone. Tha nk  you.
Se na tor  J avits. Gen tlem en, plea se forgiv e me if  I leave briefly . 

Th ere  is some floor business  I have to att en d to. T will  re tu rn .
Se na tor  Stone. Gen tlem en, we have jus t been informe d th at  we 

will  hav e to  close th is he ar ing at  12 noon. I wil l, there fore , ask that  
we observe th e 5-minute rule .

Se na tor Marlow  Cook  is our next  witness. Senator , we are pleased 
to have  you be fore ou r commit tee to day .

STATEM ENT OF HON. MARLOW W. COOK. A FOR MER U.S. SEN ­
ATOR FROM KENTUCKY, COOK & HENDERSON, WASHING­
TON, D.C.

Se na tor Cook. Tha nk  you, Mr.  Chairma n. I  wil l run th roug h my 
sta tem ent as fast as I can,  Se na tor , in view of  your  t im e con strain ts.

SEN ATE RESERVATION TO ARTICLE 9 ( 4 )

As you  know, my nam e is Ma rlow Cook. As mem bers  of  the  com­
mi ttee are  well aware , the  Senate gave  advice and consent  to rat ifi ca­
tion of  the  tax conven tion  on Ju ne  27, 1978, w ith  a res erv ation  as to 
ar tic le  9( 4) . The Senat e's  reserv ation  stipu lat es  th a t ar tic le  9(4)  
shall  no t apply  to any pol itic al subdiv isio n or local au thor ity  of  the  
Uni ted Sta tes . The th ird protocol, accord ing ly, modif ies art icl e 9(4)  
to  confo rm to th e rese rva tion .

Th erefo re,  Mr. Ch air man , the Senat e tod ay has the  op po rtu ni ty  
to reflect on its  own handiwork . U nd er  the  te rm s o f th e th ird p rotocol,  
the  50 State s of  t hi s Union  are no t pro hib ite d fro m dev isin g var ious 
an d sund ry  pla ns  fo r the  appli ca tio n of the  worldwide combined 
re po rt ing system of tax  asse ssment to Br iti sh  mult inat iona l corpo ra­
tion s. Most r eg re tta bly , some S tat es  may  co nsider  the Sena te’s reserv a­
tio n an open inv ita tio n to join  Ca lifornia , Alask a, and Oregon in 
asserting  jur isd ict ion , fo r income tax  purposes, ove r the  wor ldwide 
pro fits  of mu ltin ationals  un de r one form ula  or  anoth er.

As  you will recall,  Se na tor  Russell Lo ng  has a very ap t sta tem ent 
for th at , Mr. Ch airma n. He  says , “D on’t  tax  you and don’t tax me. 
Ta x th at  o the r fellow beh ind  the t ree .”

DE FINIT IO N OF WORLDWIDE COMBINE D REPO RTIN G SYS TEM  OF TAX ATIO N

Unfor tuna te ly , the ter m, “worldwide  com bined repo rti ng  system 
of  taxa tio n, ” can not  be defined with any degree of  prec ision unde r 
U.S. law. There  may be as man y diverse ap pli ca tio ns  o f th at  concept 
of  tax at ion as there  are taxi ng  jur isd ict ion s wi th the ambit ion  to 
reach for eig n source income. All such methods, however , do have  one 
common elem ent in th at  the y tax “th at  o ther  f ellow beh ind  t hat tre e.”
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REG ULA TIONS SET FORTH  BY FR AN CH ISE TAX BOARD OF CALIFORNIA

It  may be useful, as an illustration,  to  describe briefly the effort of 
the Franchise Tax Board of Cal ifornia.

The franchise tax board has demanded from foreign corporations 
doing business in California, either through a branch or a subsidiary, 
information on worldwide sales, property holdings, and payroll. The 
taxing authorities of Califo rnia now regard business as being unified 
if it meets the test of more than 50-percent common ownership only, 
notwithstanding the fact tha t it may be opera ting in many dispara te 
enterprises in scores of different countries.

Using a worldwide combined repor ting formula tha t California 
alone may consider equitable, the global prof its of  businesses are sub­
ject to Califo rnia taxation after California sales, property holdings, 
and payrolls are compared to worldwide sales, property, and payrolls.

As anyone can plainly  see, the motive of the Californ ia tax  authori­
ties is to reach foreign source income th at the Secretary of the Treas­
ury of the United  States  has determined, for Federal income tax p ur­
poses, properly should be allocated under section 482 of the Internal 
Revenue Code to foreign operations and not taxed by the United 
States.

BROADER TAX BASE BY POLIT ICAL  SUB DIV ISIO NS TH AN  FEDERAL 
GOVER NMENT

Thus, the incomprehensible result of the California innovation: 
The political subdivisions of our country are claiming a broader tax 
base, for income tax purposes, than Congress has permitted the Fed ­
eral Government under  the Inte rnal  Revenue Code. The sum of the 
parts, inescapably under  this scheme, is grea ter than the whole.

In plain terms, Mr. Chairman, the Senate’s reservation to the 
United States-United Kingdom Tax Convention can superficially be 
interpreted as an invitat ion for each of the 50 S tates to establish uni­
lateral ly i ts own tax policy fo r overseas operations of foreign corpora­
tions doing business within its jurisdiction.

There are a number of factors which would disto rt income alloca­
tion if each State of the United  States is allowed to  have regard  to 
worldwide profits of a foreign multinational. I have listed six in my 
statement, Mr. Chairman, and I hope they would be set forth  in the 
record as a par t of my statement  so tha t they will be considered by 
the committee.

Senator Stone. Your full statement will be included in the record 
at the appropria te point.

Senator Cook. In summary, Mr. Chairman, no system of worldwide 
combined reporting taxat ion can be established by a State on world­
wide operations of a foreign multinational without substantial risk 
of arb itra ry and unreasonable taxation of profits not properly alloca­
ble to operations within that  State.

Of course, the Senate did not intend such results in adopting the 
reservation to the United  States-United Kingdom Tax Convention. 
Fortunately, the Congress has pending legislation which would re­
solve the problem.



22

IMMEDIATE CONGRESSIONAL CONSIDERATION OF S. 983

As introduced by Senator  Mathias, S. 983 would establish the proper 
limits on the ability  of a S tate to apply the combined or consolidated 
method of taxation to the operations of a foreign multinational  cor­
poration. Throughout debate on the treaty in June  of 1978, Senators 
made reference to the need for such legislation. It  is now imperative 
tha t Congress proceed to the immediate consideration of Senator 
Mathias’ bill.

The enactment of legislation to limit properly the scope of State 
taxation of foreign source income is necessary, as a practical matter, 
to obtain timely ratification of the thi rd protocol by Parl iament, which 
was explained by Senator Mathias. Leaders of the curren t Government 
of the United Kingdom have expressed distress over the vague and 
indefinite author ity of the severa l'States of the United States to tax 
worldwide profits of British  multinationals. And no wonder. I f P arl ia­
ment were carefully to.evaluate  the various options available to the 
respective States under the Senate’s reservation and the th ird  protocol, 
it would be literal ly years before an intelligent assessment of the 
States ’ inherent power to tax could be made.

Any report to the Senate by this distinguished committee on the 
thi rd protocol, therefore, should contain clear language outlin ing the 
practical necessity of domestic legislation along the lines of Senator 
Mathias’ bill.

Mr. Chairman, the enactment of legislation such as S. 983, insofar 
as applica tion of State taxation to worldwide operations  is concerned, 
is much more than a practical necessity; it is mandated by the U.S. 
Constitution.

In  a landmark case decided Apr il 30, 1979, the Supreme Court has 
ruled th at a Sta te of the Uni ted States may not tax the  ins trumentali­
ties of foreign commerce if the tax, and I  will quote : “Create a substan­
tial risk of international multiple taxation,  and prevents the Federal 
Government from ‘speaking with one voice when regulat ing commer­
cial re lations with foreign governments.’ ”

The Court concluded, and again I quote : “I f a State tax contravenes 
either of these precepts”—either of these precepts—“it is unconstitu­
tional under the commerce clause.” This  is Japan Line, Ltd.  v. County 
of T.OS Angeles. I  have the Slip opinion, Mr. Chairman, and would like 
to ask that  it be included in my statement and be p rinted  in the hear­
ing record.

Senator Stone. It  will be included.
[The information referred to follows:]

*
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(Slip Opinion)

NOTE: Where It is feasible, a syllabus (headnote) will  be re­
leased, as 1b being done in connection with thi s case, at the time 
the opinion is Issued. The syllabus constitutes no part of the opinion 
of the Court but has been prepared by the Reporter of Decisions  for 
the convenience of  the  reader. See United States  v. Detro it Lumber 
Oo., 200 U.S. 321, 337.SUPREME COURT OF THE UNITED STATES

Syllabus

JAPAN LINE, LTD., et  al. v. COUNTY OF LOS ANGELES
ET AL.

APPEAL FROM TH E SUPREME COURT OF CALIFORNIA

No. 77-1378. Argued Janu ary  8, 1979—Decided April 30, 1979

Appellant Japanese  shipping companies’ vessels carry cargo containers 
which, like the  ships, are owned by appellants, are based, registered, and 
subjected to prope rty tax in Japan, and are used exclusively in foreign 
commerce. A number of appellants’ containers were temporarily present 
in appellee county and cities in California, and appellees levied prope rty 
taxes on the containers. The California Supreme Court upheld the tax 
as applied.

Held:
1. This Court  has appellate  jurisdiction under 28 U. S. C. § 1257 (2), 

since the California Supreme Court sustained the tax, as applied, as 
against the contention that  such application would violate the Com­
merce Clause and various treaties.  Pp. 5-6.

2. It  is unnecessary to decide the  broad proposition whether mere use 
of international  routes is enough, under the “home port doctrine,” to 
render an instrumenta lity immune from tax in a nondomiciliary State. 
The question here is a more narrow one, namely, whether instrumen­
talities of commerce tha t are owned, based, and registered abroad, and 
that are used exclusively in international  commerce, may be subjected 
to apportioned ad valorem property taxation by a State. Pp. 6-9.

3. While under Complete Auto Transit, Inc. v. Brady, 430 U. S. 274, 
no impermissible burden on interstate  commerce will be found if a state 
tax “is applied to an activity with a substantial nexus with the taxing

* State,  is fairly apportioned, does not discriminate against inters tate
commerce, and is fairly related to the services provided by the State ,” 
id., at 279, a more elaborate inquiry is necessary when a State seeks to 
tax the instrumentalities of foreign, rather than of intersta te, commerce. 
In addition to answering the nexus, apportionment, and nondiscrimina­
tion questions posed in Complete Auto, a court must also inquire, first, 
whether the tax, notwithstanding apportionment, creates a substantial

I
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Syllabus

risk of internatio nal mult iple taxatio n, and, second, whe ther  the  tax prev ents  the  Federa l Government from “speaking with one voice when regu lating commercial relations with foreign governments.” Michelin Tire Corp. v. Wages, 423 U. S. 276, 285. If  a sta te tax  contravenes eith er of these precepts, it is unco nstitutional under the  Commerce 
Clause. Pp. 9-17.

4. The Califo rnia ad valorem  pro per ty tax, as applied to appellants’ shipp ing containe rs, is unco nstitutional under the Commerce Clause, since it results in multiple  taxation of the  inst rumenta lities  of foreign commerce, Moorm an Mfg . Co. v. Bair, 437 U. S. 267, distinguished, and prevents  this Nation from “speaking with one voice” in regulat ing foreign trade and thus is inconsistent with Congress’ power to  “regu late Commerce with foreign nations.” Pp.  17-22.
20 Cal. 3d 180, 571 P . 2d 254, reversed .

Blackmu n, J., delivered the  opinion of the  Cou rt, in which Burger, C. J.,  and Brennan , Stewart, Whi te , Marshall, P owell, and Stevens, JJ ., joined. Rehnq uis t, J., filed a dissenting  stateme nt.
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NOTICE : This  opinion Is subject to formal revision before publication  
In the p relim inary  pri nt of the United States Reports. Readers are re­
quested to noti fy the Reporter of Decisions, Supreme Court of the 
United States, Washington, D.C. 20543, of any typographica l or other 
formal  errors, in order that  corrections may be made before the pre­
liminary pr in t goes to press.8UPBEME COUBT OF THE UNITED STATES

No. 77-1378

Jap an  Line, Ltd.,  et  al., »
Appellants, On Appeal from the  Supreme

v. Cou rt of California.
County of Los Angeles e t al .,

[April  30, 1979]

Mr. J ustice Blackmun delive red the  op inion of the Court .
This  case presents  the  ques tion whe ther  a State, consist ­

ently with the  Commerce Clause  of the  Con stitutio n, may 
impose a nondiscriminato ry ad valorem proper ty tax  on 
foreign-owned ins trumenta liti es (cargo containe rs) of int er­
nat ional commerce.

I
The  facts  were “sti pulated on app eal ,” App. 29, and were 

found  by the  tria l cour t, id., at  33-36, as follows:
Appellan ts are six Japa nese shipping  companies ; the y are 

incorporated unde r the  laws of Jap an, and  the y have the ir 
princ ipal places of business and  commercial domiciles in th at  
coun try. Id.,  at 34. Appellants operate  vessels used ex­
clusively in foreign commerce; these  vessels are registered in 
Japan and have  the ir home port s there. Ibid . The  vessels 
are specifically designed and constructed to accomm odate large 
cargo shipp ing containers.1 The conta iners , like the  ships,

1 “ A container is a permanent reusable article  of transport eq uip me nt. . . dura bly made of meta l, and equipped with doors for easy access to the goods and for repeated use. It  is designed to faci litat e the handling, loading, stowage aboard ship , carriage,  discharge from ship, movem ent, and tran sfer of large numbers of packages simultan eously by mechanical means to minimize the cost and risks of manu ally processing each pack age .”
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are owned by appe llant s, have  their home port s in Jap an,  and 
are used exclusively for hire  in the transp ortatio n of cargo 
in foreign commerce. Id.,  at  35. Each  container is in con­
sta nt transit save for time spent undergoing repair or await­
ing loading and  unloading of cargo. All app ella nts ’ con tain ­
ers a re subject to prop erty  t ax in J apan  and, in fact, are taxed  
there.

Appellees are political subdivisions of the Sta te of Cali ­
fornia. App ellants’ containers, in the course of the ir inter ­
national journeys, pass throu gh appe llees ’ jurisdictions int er­
mit ten tly . Although none of app ella nts ’ containers stays 
perm anently  in California, some are  there  a t any given t ime; a 
contain er’s average stay  in the  Sta te is less tha n three weeks. 
Ibid.  The conta iners  engage in no int ras tate or int ers tat e 
transp ortation of cargo except as continuations of int ern a­
tional voyages. Id., at  30. Any movem ents or periods of 
nonmovement of containers in appel lees’ jurisdictions are 
essential to, and inseparable  from, the  containers’ efficient use 
as inst rum entalit ies of foreign commerce. Id.,  at  35-36.

Pro per ty present in Cali fornia on March 1 (th e “lien da te” 
under Cali fornia law) of any year  is subject to ad valorem  
proper ty tax. Cal. Rev. & Tax. Code Ann. §§ 117, 405, 2192 
(West  1970 & Supp. 1978). A number of app ella nts ’ con­
tainers were physica lly present  in appellees’ jurisdictions on 
the lien dates in 1970, 1971, and 1972; this  n umber was fairly 
representat ive of the  containers’ “average presence” during  
each year. App. 35. Appellees levied proper ty taxes in 
excess of $550,000 on the  assessed value of the containers

Simon, The Law of Shipping Containe rs, 5 J. Maritim e L. & Comm. 507, 
513 (1974) .
See Customs Convention on Containers, Art . I (b), May 18, 1956, [1969] 
20 U. S. T. 301, 304, T. I. A. S. No. 6634. Although conta iners  may be as 
small as 1 cubic meter (35.3 cubic feet ), 49 CF R §420.3 (c )(5)  (1977), 
they are  typically 8 feet high, 8 feet  wide, and between 8 and  40 feet long. 
Simon, at  510.
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present on March 1 of the  three year s in quest ion. Id.,  at  36. 
Dur ing the  same period, similar containers owned or con­
trolled by steamship companies domiciled in the  United  
States, th at  appeared from time to time  in Jap an  dur ing the  
course of int ern ationa l commerce, were not sub ject  to pro p­
erty taxatio n in Jap an,  and  therefore were not, in fact, taxed 
in th at  coun try. Id., at  35.

Appellants paid  the  taxes, so levied, under pro tes t and sued 
for the ir refund  in the  Supe rior Court for the  County of Los 
Angeles. Th at  court awarded judgment  in appellants ’ favor.2 
Id., at  39-40. The  cour t found th at  appel lan ts’ containers 
were ins trumenta liti es of foreign commerce th at  had  the ir 
home ports in Jap an  where the y were taxed. The federal 
courts, however, in the  tria l cou rt’s view, had “consistently  
held th at  vessels which are ins trumenta liti es of foreign com­
merce and engaged in foreign commerce can be taxed in the ir 
home port only .” Id.,  at  24. Thi s rule, said the  court, 
was necessa ry to avoid  multip le taxatio n, id., at  23; whereas 
app ortionm ent  of taxes  can be used to preven t duplica tive  
taxa tion  in int ers tat e commerce, app ort ion me nt is “no t prac ­
tica l” when one of the  taxing ent itie s is a foreign sovereign. 
In such cases, “ [t] he re  is no trib unal th at  can adju dicate 
[competing ] righ ts unless it  be the  Int ern ational Cou rt and 
to invoke its services jurisdict ion must be consen ted to by all 
par ties .” Id.,  at  24. The  appl icat ion of appel lan ts’ taxes 
in derogation of the  “home port doc trine ,” the  cou rt con­
cluded, subjected int ern ationa l commerce to mul tiple  taxatio n 
and thu s was unc ons titu tion al und er the  Commerce Clause. 
In so holding, the  court followed Scandinavian Airlines Sys­
tem,  Inc. v. County of Los Angeles (hereinaf ter  &4£),  56 Cal. 
2d 11, 363 P. 2d 25, cer t, denied, 368 U. S. 899 (1961) (ru ling  
th at  ad valorem pro per ty tax levied by Cali fornia upon air ­
craf t owned, based, and  registered abroad and  used exclusively

2 The  opinion of the  Superior Court  is not  officially repo rted.
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in inte rnat iona l commerce, was unconst itut iona l under the 
Commerce Clause).

The  Court  of Appeal reversed. 132 Cal. Rp tr. 531 (1976). 
The  court appeared to conclude that  &48 had been effectively 
overruled by Sea-Land Service, Inc. v. County of Alameda,  12 
Cal. 3d 772, 528 P. 2d 56 (1974). In Sea-Land, the  Supreme 
Court of California had criticized the home port doctrine and 
labeled it “anachronistic,” and had upheld apportioned prop- 
erty taxation of conta iners  owned by a domestic  corporation 
and used in both  intercoastal and foreign commerce. Id.,  at  
7877528, R_2d, at  66. The  Court of Appeal rejected  appel­
lan ts’ argum ents th at  a differen t resul t was required here in 
view of thei r containers’ foreign ownership  and exclusively 
inte rnat iona l use. The court  likewise dismissed any argu­
ment as to mul tiple  taxat ion. “ [T ]he possib ility of inter­
natio nal double taxa tion  of inst rumenta litie s of foreign com­
merce,” it concluded, is “no reason to limi t the  local power to 
tax them upon a nondiscriminatory apportioned basis.” 132 
Cal. R ptr.,  a t 533?

-7

/

3 The Court of Appeal also rejected , 132 Cal. Rp tr.,  at  534, app ella nts ’ 
argument that  California ’s tax  was prohibited by Art.  XI, §§ 1 & 4, and 
by Art. XX II,  § 2, of the  T rea ty of Friendship, Commerce and Navigation  
Between the  United States of America and Jap an, Apr. 2, 1953, [1953] 
4 U. S. T. 2063, T. I. A. S. No. 2863 (providing th at  Japanese  nationals 
residing in the  U. S. may  not be subjec ted to paymen t of taxes "more 
burdensome than those borne by ” United States nationals, and according 
Japan “most favored nation” sta tus ). Appellants repeat  this argument 
here, and we reject it. The provisions appe llants cite inte rdic t discrimina­
tion  against Japanese  natio nals ; there is no evidence that  Califo rnia has 
trea ted  Japanese  containers differently from domestic  containers for pur­
poses of apply ing its pro per ty tax.

The  C ourt  of Appeal likewise rejected, 132 Cal. Rp tr. , at  533, appe llan ts’ 
argum ent th at  Cali fornia’s tax const ituted an indi rect "du ty of Tonnage” 
proscribed by U. S. Const., Art. I, § 10, cl. 3. Appe llants repeat this  argu­
ment here;  in view of our disposition, we do not reach it. The Cou rt of 
Appeal noted  th at  appellants did not challenge Cali fornia’s tax  on due 
process grounds. See 132 Cal. Rp tr. , at  532 n. 2. Although appellants 
proffer a due process challenge here, we need n ot reach  it either.
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The  Californi a-S uprem e Court  granted a he ar ing.of the 
case and it, too, reversed the  judgment  of the  Superior C ou rt ,, 
essentially ado ptin g the  opinion of the  Court  of-Appeal.  20 
Ca T? 3dJ80, 57.1.K~2d 254_£1977)>. It  concluded th at  “the  
threatTof double taxatio n from foreign  taxing autho riti es has  
no role in commerce clause considerat ions of multip le burdens, 
since ̂ burdens, in intern ational commerce are  not  att ributa ble  
to discrimination by the  taxin g s tat e and  are m att ers  for inter ­
nat ional agre ement.” Id.,  at  185, 571 P. 2d, at  257. Deem­
ing the  contain ers’ foreign ownership and use irre levant  for 
purposes of con stitutio nal  analys is, id., at  186, 571 P. 2d, at  
257-258, the  cour t rejected  appellants ’ Commerce Clause 
challenge and  susta ined  the  val idi ty of the  tax  as applied.4

Appellan ts appealed. We postpon ed considerat ion of our 
jurisd iction to the  hearing  on the  merits . 436 U. S. 955 
(1978).

II
Thi s Cou rt has app ella te jurisdic tion  to review a final judg­

ment rende red by the  high est cou rt of a Sta te in which a

4 The California Supreme Court also rejected appellants’ argument tha t 
California’s tax constituted “Imposts  or Duties” proscribed by U. S. 
Const., Art. I, § 10, cl. 2. 20 Cal. 3d, at  186-188, 571 P. 2d, a t 258-259. 
Appellants reiterate this argument here; in view of our disposition, we do 
not consider it. In their  petition for rehearing, appellants argued tha t the 
tax contravened Art. Il l,  §§ 1 & 2 of the General Agreement on Tariffs and 
Trad e (GATT), 61 Stat. A3, A18 (1947) (providing that  “imported prod­
ucts” may not be subjected to heavier taxes, or to  less favorable treatment, 
than  like products of domestic origin). Petition for Rehearing 35-40. 
The court rejected this lat ter argument sub silentio. 20 Cal. 3d, at 190. 
Appellants repeat this argument here, and we deem it frivolous. Assum­
ing arguendo tha t appellants’ containers, as instrumental ities of commerce 
entering this country subject to re-exportation , could be labeled “imported 
products” within the meaning of GATT, the provisions on which appel­
lants rely prohibit only discriminatory treatment. As noted above, supra 
n. 3, there  is no evidence tha t California has trea ted Japanese  containers 
differently from domestic containers for purposes of applying its property 
tax.

46 -73 0 0 - 7 9 3
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decision could be had “where is drawn in question the validity  
of a sta tute of any state on the ground  of i ts being repugnant 
to the  C onsti tution , treati es or laws of the United  States , and 
the decision is in favor of its validity .” 28 U. S. C. § 1257 (2). 
In this case appellants drew in question  the valid ity of Cali­
fornia ’s ad valorem prope rty tax, contending that  the tax, as 
applied to thei r containers, was repugnant to the Commerce 
Clause and various treaties,  and the California Supreme Co urt 
sustained the  valid ity of the tax. Under these circumstances, 
this Cou rt’s a ppellate jurisdic tion would seem manifest.

Appellees suggest that  the California courts did not in 
reality uphold the tax sta tut e against const itutional  attack, 
but simply refused to extend to appellan ts a cons titutional 
immunity from taxation. Motion  to Dismiss or Affirm 2. 
Appellees’ suggested recharacteriza tion is unpersuasive. Ap­
pellants squarely  challenged the constitu tionality  of the tax 
statute,  as applied , and the California Supreme Cour t jus t as 
squarely sustained its validity , as applied. We have held 
consistently that  a  s tate  sta tut e is sustained within the mean­
ing of § 1257 (2) when a state court holds it applicable to a 
parti cular set of facts as again st the  contention th at  such 
application is invalid on federal grounds. E. g., Cohen v. 
California, 403 U. S. 15, 17-18 (1971); Warren Trading Post 
v. Arizona Tax Comm'n , 308 U. S. 685, 686, and n. 1 (1965); 
Bantam Books, Inc. v. Sullivan, 372 U. S. 58, 61 n. 3 (1963); 
Dahnke-W alker  Milling Co. v. Bondurant, 257 U. S. 282, 
288-290 (1921). We conclude th at  we have appe llate  juri s­
diction of this case.

I ll
A

The “home port doctrine” was first alluded to in Hay s v. 
Pacific Mail S. S. Co., 17 How. 596 (1854). In Hays,  Cali­
fornia sought to impose property taxes on ocean-going vessels 
inte rmitte ntly touching its ports. The  vessels’ home port  
was New York City, where they  were owned, registered, and
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based; they engaged in inte rcoastal  commerce by way of the 
Isthmus of Panama, and remained in California  briefly to 
unload cargo and undergo  repairs. This  Court held th at  the 
ships had  established no tax situs in Califo rnia:

“We are satisfied th at  the  Sta te of Cali fornia had no 
jurisdictio n over these vessels for  th e purpose of  taxat ion ; 
the y were not, properly, abiding with in its limits,  so as 
to become incorporated with the  other personal prop erty  
of the  Sta te;  they were there bu t temporari ly, engaged 
in lawful trade and commerce, with the ir situs  at  the  
home port, where the  vessels belonged, and  where the 
owners were liable to be taxed for the  cap ital  invested , 
and where the  taxes had  been paid .” Id.,  at  599-600.

Because the  vessels were properly taxab le in the ir home port, 
this  Cou rt concluded, the y could not  be taxed in California  
a t all.5

The  “home por t doctrin e” enunciated in Hay s was a corolla ry 
of the  medieval  maxim mobilia sequ untu r personam (“mov­
ables follow the  person,” see Black’s Law Dic tionary 1154 
(rev. 4th ed. 1968)) and  resulted in personal prop erty  being 
taxable in full at  the domicile of the owner. This theo ry of 
taxa tion, of course, has  fallen into desuetude, and the  “home 
port doctr ine,” as a rule  for taxa tion of moving equip ment , 
has yielded to a rule of fair  app ortionm ent  among the States . 
This  Court,  accordingly, has held th at  various inst rum en­
talit ies of commerce may  be taxed, on a properly  a ppor tioned 
basis, by the  nondomicil iary States through which they  t ravel. 
E. g., Pullm an’s Palace Car Co. v. Pennsylvania, 141 U. S. 18 
(1891); Ot t v. Miss issipp i Valley  Barge Line Co., 336 U. S. 
169 (1949); Bran ifi Airways, Inc. v. Nebraska State Bd. of

5 The  “home po rt  do ct rin e” was reaff irmed, as to  ocean-going  vesse ls, in 
Morga n v. Parha m,  16 Wall. 471, 476-477 (18 72) , and in So uth ern Pac. 
Co. v. Ken tu ck y,  222 U.  S. 63, 69 (1911) . It  was appli ed  to  vesse ls mo v­
ing in inla nd wa ter s in St . Louis  v. Ferry  Co., 11 Wall. 423 (18 70), an d in 
Aye r & Lo rd  Tie  Co. v. Ken tu ck y,  202 U. S. 409, 421-423  (1906) .
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Equal ization,  347 U. S. 590 (1954). In discarding the  “home 
port” theory for the  theory of apportionment, however, the 
Cour t consistently has distinguished the case of ocean-going 
vessels. E. g., Pullman’s Palace, 141 U. S., at  23-24 (app rov­
ing appor tioned  tax on railroad rolling stock, bu t distin guish ­
ing vessels “engaged in inte rsta te or foreign commerce upon 
the high seas”) ; Ott , 336 U. S., at  173-174 (approving ap­
portioned tax on barges navig ating  inland waterways , but 
“not reach [ing] the question of taxabi lity of ocean carriage”) ; 
Branifl,  347 U. S., at 600 (approving apportioned  tax on do­
mestic aircraft, bu t distinguishing vessels “used to plow the 
open seas” ). Relying on these cases, appellants argue tha t 
the “home port doctr ine,” yet  vital, continues to prescribe 
the  proper rule for sta te taxa tion of ocean-going ships. Since 
containers are “functionally a part of the ship ,” Leather’s 
Best, Inc. v. S. 5. Morm aclynx, 451 F. 2d 800, 815 (CA2 1971), 
appellan ts conclude, the  containers , like the  ships, may be 
taxed only at the ir home ports  in Japan,  and thus are im­
mune from tax in California.

Although appellants’ argument, as will be seen below, has 
an inner logic, we decline to cast our analysis of the present 
case in this mold. The  “home por t doctr ine” can claim no 
unequivocal constitu tional source; in assessing the  legitimacy 
of Califo rnia’s tax,  the  Hays  Court did not rely on the Com­
merce Clause, nor could it, in 1854, have relied on the Due 
Process Clause of the  Fourteenth Amendment . The  basis of 
the “home por t doctr ine,” rather, was common-law jurisdic­
tion to tax.® Given its origins, the  doctr ine could be said to 
be “anachronist ic” ; given its underpinnings , it may indeed be 
said to have been “abandoned.” Nor thwest Airlines, Inc. v. 
Minnesota, 322 U. S. 292, 320 (1944) (Stone,  C. J., dissent-

6 See, e. g., Note, 49 Cal. L. Rev. 968, 970-971 (1961); Note, Sta te 
Taxa tion of Internatio nal  Air Transporta tion , 11 Stan . L. Rev. 518, 522, 
and n. 19 (1959); Page, Jurisd iction to Tax  Tangible Movables, 1945 Wis. 
L. Rev. 125, 143-144.
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ing) . As a theo retical ma tter, then, to reh abilit ate  t he  “home 
por t doc trine” as a tool of Commerce Clause analysis would 
be somew hat odd. More  impor tan tly , to hold in this  case 
th at  the  “home port doctrine” ’ survives would be to prove too 
much. If  an ocean-going vessel could indeed  be taxed only 
at  its home port,  taxatio n by a nondomic iliary Sta te logically 
would be barred, regard less of whether the vessel were do­
mestically-  or foreign-owned, and  regard less of whe ther  it  
were engaged in domestic or foreign commerce. In Hays  
itself, the  vessel was owned in New York and  was engaged 
in inters tate commerce  through int ern ational waters.  The re 
is no need in this  case to decide cur ren tly  the  broad proposi­
tion whether mere use of i nte rna tional  routes is enough, under 
the  “home por t doc trine,” to render  an ins trume nta lity  im­
mune  from tax in a nondomiciliary  Sta te. The quest ion here 
is a  much more narrow one, that  is, w hether  inst rum entalit ies  
of commerce th at  are owned, based, and  regis tered  abroad 
and th at  are used exclusively in intern ational commerce, may  
be subjected to apportioned ad Valorem pro perty  taxatio n by 
a Sta te.7

B
The  Consti tution provides th at  “Congress shall hav e 

Power . . .  To regulate Commerce with  foreign Nations, 
and  among the  several States, and with  the  Ind ian  Trib es.” 
Art. I, § 8, cl. 3. In constru ing Congress’ power to “regula te 
Commerce . . . among the several Sta tes ,” the  Court  rece ntly  
has  affirmed th at  the  Consti tution confers  no imm uni ty from

7 Accordingly, we do not reach  questions as to the  taxabi lity  of foreign- 
owned instrume ntal ities engaged in int ers tat e commerce, or of domestically- 
owned instrum enta litie s engaged in foreign commerce. Cf. Sea-Lan d Serv­
ice, Inc . v. County of Alameda, 12 Cal. 3d 772, 528 P. 2d 56 (1974) 
(domest ically-owned containers used in inte rcoasta l and  foreign commerce 
held subject to app ort ioned proper ty ta x ); Flying Tiger Line, Inc . n. 
County of Los Angeles, 51 Cal. 2d 314, 333 P. 323 (1958) (domestically- 
owned air cra ft used in foreign commerce held subject to app ortione d prop ­
ert y ta x ).
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sta te taxat ion, and th at  “inters tate commerce must bear  its 
fair share of the sta te tax burden .” Washing ton Rev enu e 
Dept. n. Association of Wash. S tevedoring  Cos., 435 U. S. 734, 
750 (1978). Ins trumenta liti es of inters tate commerce are no 
exception to this rule, and the  Court regularly  has susta ined 
prop erty  taxes as applied to various forms of tran spo rtat ion  
equipment . See Pullman’s Palace, supra  (rail road  rolling 
sto ck ); Ott,  supra (barges  on inland  wa terwa ys); Branif i, 
supra (domes tic aircra ft).  Cf. Central Greyhound Lines  n. 
Mealey, 334 U. S. 653, 663 (1948) (mo tor vehicles). If the 
sta te tax “is appl ied to an act ivi ty with a substantial nexus 
with the  taxing State, is fai rly apportioned, does n ot discrimi­
nate  against int ers tate commerce, and  is fairly rela ted to the  
services provided by the Sta te,” no impermissible burden on 
inte rsta te commerce will be found. Complete Au to Transit, 
Inc. v. Brady, 430 U. S. 274, 279 (197 7); Washington Re ve ­
nue Dep t., 435 U. S., a t 750.

Appellees contend that  cargo shipp ing containers, like o the r 
vehicles of commercial tran sport, are  subject to prop erty  tax ­
ation , and  th at  the  taxes imposed here meet  Complete Au to ’s 
four-fo ld requirements. The  containers, they argue, have  a 
“substant ial nexus” with Cali fornia because some of them  are 
present in th at  Sta te at  all times; jurisd iction  to tax is based 
on “the  hab itual employment of the  proper ty with in the 
Sta te,” Brani fi, 347 U. S., at 601, and app ella nts ’ containers 
hab itually  are so employed. Th e tax, moreover, is “fair ly 
apportioned,” since it is levied only on the  containers’ “aver­
age pre sence” in California.8 The tax  “does not  di scrim inate ,”

8 By taxing property  present on the “lien date,” California roughly 
apportions its property tax for mobile goods like containers. For exam­
ple, if each of appellants’ containers is in California for three weeks a 
year, the number present on any arbit rarily selected date  would be 
roughly %2 of the total entering the State  tha t year. Taxing %2 of the 
containers at full value, however, is the same as taxing all the  containers 
at %2 value. Thus, California effectively apportions its tax to reflect the
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third ly, since it falls evenhandedly on all personal proper ty in 
the  State ; indeed, as an ad valorem tax  of general applica ­
tion, it is o f necessi ty nond iscrim inatory. The  tax, finally, is 
“fai rly rela ted to the  services  provided by” California, services 
th at  include not  only police and  fire protection , bu t the  
benefi ts of a trained  work force and  the advantages of a 
civilized society.

These  observat ions  a re not  withou t force. We may assume 
tha t, if the containers at  issue here were ins trum entalit ies of 
pure ly inters tat e commerce, Complete  Au to  would app ly and 
be satisfied, and  our Commerce Clause  inqu iry would be a t an 
end. Appel lants’ containers,  however, are ins trum entalit ies of 
foreign commerce, both  as a matt er  of fa c t9 and as a ma tte r 
of law.10 The premise of appe llees ’ argu ment is th at  the 
Commerce Clause  analysis is identical, regardless of whether

containers’ “average presence,” i. e., the time each container spends in the 
State per year.

9 As noted above, the trial court found tha t appellants’ containers are 
“instrumentalities of foreign commerce” tha t are “used constantly and 
exclusively for the transpor tation of cargo for hire in foreign commerce.” 
App. 35, 36.

10 Appellants’ containers entered the United States pursuant to the Cus­
toms Convention on Containers, see n. 1, supra, which grants containers 
“temporary admission free of import duties and import taxes and free of 
import prohibitions and restrictions,” provided they are used solely in 
foreign commerce and are subject to re-exportation. 20 U. S. T.,  at  304. 
Similarly, 19 CFR § 10.41a (a) (3) (1978) designates containers “instru­
ments of international traffic,” with the result tha t they “may be released 
without entry or the payment of d uty” under 19 U. S. C. § 1322 (a). See 
19 CFR § 10.41a (a )(1) (1978). A bilateral  tax convention between 
Japa n and the United States associates containers with the vehicles tha t 
carry them, and provides tha t income “derived by a resident of a Con­
tract ing State . . . from the use, maintenance, and lease of containers and 
related equipment . . .  in connection with the operation in international 
traffic of ships or aircra ft . . .  is exempt from tax  in the other Contracting 
Stat e.” Convention Between the United States of America and Japan 
for the Avoidance of Double Taxation, Mar. 8, 1971, [1972] 23 U. S. T. 
967, 1084-1085, T. I. A. S. No. 7365.
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int ers tate or foreign commerce is involved. This  premise , we 
have concluded, must be rejected . When cons truing Congress ’ 
power to “regulate Commerce with foreign Nat ions,” a more 
extensive const itutional  inqu iry is requi red.

When  a Sta te seeks to tax the  inst rum entalit ies of foreign 
commerce, two addi tional considerations, beyon d those art ic­
ulated in Complete Auto,  come into play. The  first  is the  
enhanced risk of multipl e taxa tion . It  is a commonplace of 
constitu tional jurisprudence th at  multiple  taxa tion  may well 
be offensive to the  Commerce Clause. E. g., Evco v. Jones, 
409 U. S. 91, 94 (197 2); Central R.  Co. v. Pennsylvania, 370 
U. S. 607, 612 (1962); Standard Oil Co. v. Peck,  342 U. S. 382, 
384-385 (1952); Ott , 336 U. S., a t 174; J. D. Ada ms Mfg . Co. 
v. Storen, 304 U. S. 307, 311 (1938). In order  to preven t 
mul tiple taxa tion  of inters tate commerce, this  Court  has 
required that  taxes be appo rtion ed among taxing jurisdictions , 
so th at  no ins trumenta lity  of commerce is subjected to more 
tha n one tax on its full value.  The  corollary  of the  appor­
tionment  principle , of course, is th at  no jurisdic tion may tax 
the  inst rum entalit y in full. “The rule which perm its taxa tion  
by two or more stat es on an apportionm ent  basis precludes 
taxatio n of all of the  p roperty  by the  state  of the domicile. . . . 
Otherwise ther e would be multipl e taxatio n of inters tate 
operations.” Standard  Oil Co. v. Peck, 342 U. S., a t 384—385; 
Brani fl, 347 U. S., at  601. The  basis for  this Co urt ’s approval  
of apportioned prop erty  taxat ion, in other words, has been its 
abil ity to enforce full app ortionm ent  by all po ten tia l taxing 
bodies.

Yet  neither this Cou rt nor this  Nat ion can ensure full 
apportionm ent  when one of the  taxing entiti es is a foreign 
sovereign. If  an ins trumenta lity  of commerce is domiciled 
abroad , the  country  of domicile may  have  the righ t, consis t­
ent ly with the  custom of nations, to impose a tax  on its full 
value.11 If  a Sta te should  seek to tax  the  same instrumen-

11 Ocean-going vessels, for example, are generally  taxed only in the ir
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tal ity  on an apportioned basis, mul tiple taxatio n inev itab ly 
result s. Hence, whereas the  fact  of app ortionm ent  in int er­
sta te commerce means  t ha t “multip le burdens logically cannot 
occur,” Washing ton Reven ue Dept.,  435 U. S., a t 746-747, the  
same conclusion, as to foreign commerce, logically can not  be 
drawn. Due  to the  absence  of an autho rita tive trib una l 
capable of ensur ing that  the  aggregation of taxes is computed 
on no more than one full value, a sta te tax, even though 
“fair ly app ort ion ed” to reflect an ins trume nta lity ’s presence 
with in the  Sta te, may  subject  foreign commerce “ ‘to the  risk 
of a double tax  burden to which [domestic] commerce is no t 
exposed, and which the commerce clause forbids.’ ” Evco  v. 
Jones, 409 U. S., at  94, quoting  J. D. Adam s Mfg . Co., 304 
U. S., at  311.

Second, a sta te tax  on the  ins trum entalit ies  of foreign 
commerce may  impair federal uniform ity in an area  where 
federa l uniform ity is essential. Foreign commerce is pre ­
emin ently a matt er  of nat ional concern. “In inte rna tional  
relat ions  and with  respect to foreign intercourse  a nd trade the  
people of the United  Stat es act  through a single government 
with unified a nd adequa te natio nal  power.” Board of Trus tees  
v. United Sta tes,  289 U. S. 48, 59 (1933) . Although the 
Constitu tion , Art. I, § 8, cl. 3, grants  Congress power to 
regulate commerce “with foreign Nations” and  “among the  
several Sta tes” in para llel phrases,  there is evidence th at  the  
Founders inten ded the  scope of the  foreign commerce power 
to be the  greater .12 Cases of this  Cour t, stressing the need

nation of registry; thi s fact in pa rt explains  the  phenomenon of “flags of 
convenience” (a term  deemed derogatory in some quart ers ), whereby ves­
sels are  registered und er the  flags of countr ies th at  permit  the  operation  
of ships “a t a nominal  level of taxation.” See B. Boczek, Flags of Con­
venience 5, 56-57 (1962). Aircraf t engaged in inte rnat iona l traffic, ap ­
parently, are  likewise “subject  to taxatio n on an unapportioned  basis by 
the ir country  of origin.” Note , 11 Stan. L. Rev., at  519, and  n. 11. See, 
e. g., S AS,  56 Cal. 3d, at  17, and  n. 3, 363 P. 2d, at  28, and  n. 3.

12 E. g., The Federal ist No. 42, pp. 279-283 (J.  Cooke ed. 1961) (Madi-
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for unifo rmity in treatin g with oth er nations, echo this  dis­
tinc tion .13 In approving sta te taxes on the ins trum entalit ies 
of inters tate commerce, the  Court consistently has dis tin­
guished ocean-going traffic, supra, p. 8; these cases reflect an 
awareness th at  the  taxa tion  of foreign commerce may neces­
sita te a uniform national  rule. Indeed, in Pul lman’s Palace, 
supra, the Cou rt wrote that  the  “ ‘vehicles of commerce by 
water being inst ruments  of intercomm unica tion with other 
nations, the  regulat ion of them  is assumed by the  nationa l
son ); 3 M. Farrand,  The  Records  of the Federal Convention of 1787, at  
478 (1911) (Madison ). See Note, Sta te Taxation of Intern ationa l Air 
Carr iers, 57 Nw. U. L. Rev. 92, 101, and  n. 42 (1962); Note,  11 Stan . L. 
Rev., see n. 6, supra, at  525-526, and n. 29; Abel, The  Commerce Clause 
in the Con stitu tional Convention and  in Con tempora ry Comment,  25 
Minn. L. Rev. 432, 465-475 (1941) (concluding, aft er an exhaustive  sur ­
vey of contemporary mate rials : “Despi te the  formal paralle lism of the 
gran ts, the re is no tenable reason for believing th at  anywhere nearly so 
large a range of action was given over commerce ‘among the severa l sta tes ’ 
as over th at  ‘with foreign nations.’ ” Id.,  at  475).

13 E. g., But tfie ld v. Stranahan,  192 U. S. 470, 492-493 (1904) (“exclu­
sive and absolute” power of Congress over foreign commerce); Bow man  v. 
Chicago & N. R.  Co., 125 U. S. 465, 482 (1888) (“I t may  be argued 
[th at ] the inference to be drawn from the  absence of legislation by Con­
gress on the subject excludes sta te legislation affecting commerce with 
foreign natio ns more strongly tha n th at  affecting commerce among  the 
States.  Laws which concern the  exte rior relations of the  United  States 
with other nations and governments are general in the ir na ture, and 
should proceed exclusively from the legislative autho rity  of the  nat ion .”) ; 
Henderson v. Mayor of New  York, 92 U. S. 259, 273 (1875) (regula tion 
“mus t of necessity be nation al in its chara cte r” when it affects “a subjec t 
which concerns our internatio nal relations , in rega rd to which foreign 
natio ns ought to be considered and  the ir rights respected.”) ; Gibbons  v. 
Ogden, 9 Whea t. 1, 228-229 (1824) (Johnson, J., conc urrin g). See also 
Atlant ic Cleaners & Dyers , Inc.  v. United States, 286 U. S. 427, 434 
(1932).  In  National League of Cities v. Usery, 426 U. S. 833 (1976),  the  
Cou rt noted  th at  Congress’ power to regulate inte rstate  commerce may be 
res tric ted  by considera tions of federalism and sta te sovereignty . It  has 
never been suggested that  Congress’ power to regula te foreign commerce 
could be so limited.
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legislature.’ ” 141 U. S., a t 24, quot ing Railroad Co. v. Mary­
land, 21 Wall. 456, 470 (1874). Final ly, in discussing the 
Import-Export Clause, this Court , in Michelin  Tire Corp. v. 
Wages, 423 U. S. 276, 285 (1976), spoke of the Fram ers’ 
overriding concern that  “the Federal Government mus t speak 
with one voice when regulating  commercial relations with 
foreign governments.” The need for federal uniformity is no 
less param ount  in ascer taining the  negat ive implications of 
Congress’ power to “regulate  Commerce with foreign Nat ions” 
under the Commerce Clause.14

A state tax on inst rumenta lities of foreign commerce may 
frus trate the  achievement  of federal uniformity in several 
ways. If the State imposes an apportioned tax, international

14 The policies animating the  Impor t-Export  Clause and the  Commerce 
Clause are much the  same. In Michelin, the  C ourt  noted  t ha t the  Import- 
Export Clause met three main concerns: “ [T]he Federal Government must 
speak with one voice when regulat ing commercial relations with foreign 
governments . . . ; import revenues were to be  the major source of revenue 
of the Federal  Government and should not be diverted to the  Sta tes;  and 
harmony among the States might be disturbed unless seaboard Sta tes . . . 
were prohibited from levying taxes on [goods in tran si t] .” 423 U. S., at 
285-286 (footnotes  omitte d).  Abel, see n. 12, supra, observed th at  the 
Commerce Clause was directed to simila r concerns. See 25 Minn. L. Rev., 
at 448, and n. 67, 452, and n. 81, 456-457, and n. 110 (need to  deal in 
unified manner with foreign na tio ns ); id., at  446-451 (need to preserve 
federal rev enu e); id., at  448-449, and nn. 69-70, 470-471, 472-473 (need to  
prevent disharmony  among States on account of import dut ies) . In  
Washington Revenue Dept. , supra,  we noted tha t the thi rd Michelin factor— 
preserving harmony among the  States—man date d the  same inqu iry as to 
the effect of a sta te tax as the inters tate  Commerce  Clause. See 435 U. S., 
at 754-755. In this  case, similarly, the first Michelin facto r—the  need to 
speak with one voice when regulat ing commercial relations with foreign 
governments—mandates the same inquiry as to the  effect of a sta te tax  
as the foreign Commerce Clause. In Washington  Revenue  Dep t., the 
Cour t, holding that  the sta te tax at  issue did not  prevent “speaking with 
one voice,” noted: “No foreign business or vessel is taxed.” 435 U. S., 
at  754.
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disputes over reconciling a pportionme nt formulae  m ay arise.15 
If a novel s tate  tax creates an asymmetry in the internation al 
tax struc ture , foreign nations disadvantaged by the  levy may 
retal iate again st American-owned instrumental ities  present in 
their  jurisdictions. Such reta liat ion of necessity would be 
directed at American transporta tion  equipment in general, not 
jus t that  of the taxing State , so that  the Nation as a whole 
would suffer.16 If othe r Sta tes  followed the  taxing State ’s 
example, various inst rumenta lities of commerce could be sub­
jected to varying degrees of multiple  taxat ion, a resu lt th at  
would plain ly prevent this Nat ion from “speaking  with one 
voice” in regulat ing foreign commerce.

For these reasons, we believe that  an inqui ry more e laborate 
than  th at  mandated by Complete Aut o is necessary when a 
State seeks to tax the  instrume ntal ities  of foreign, rather than  
of inter stat e, commerce. In addit ion to answering the  nexus, 
apportionm ent, and nondiscrimination questions posed in 
Complete  Auto , a court  mus t also inquire, first, whether the 
tax, notw ithstanding apportionment, creates a substantial  risk 
of inte rnat iona l multiple taxa tion, and, second, whether the

15 See Developments in the Law—Federal Limitations on Sta te Taxation 
of In ter sta te Business, 75 Harv . L. Rev. 953, 986 (1962) (noting the  diffi­
culty of allocating “international bridge t ime ” for a ircraf t engaged in inte r­
national commerce, with consequent risk of mult iple taxa tion from over­
lapping  apportionment formulae, and concluding th at  apportioned state  
taxat ion of foreign-owned airc raft  should be forbidden).

16 Cf. Chy Lung v. Freeman, 92 U. S. 275, 279 (1875) (invalidating 
California ’s bond requirement  for Chinese immigra nts ):

“ [I ]f  this plaintiff and her twenty companions had been subjec ts of the  
Queen of Great Brita in, can any  one doubt  that  this mat ter would have 
been the  subject of internatio nal inquiry,  if not  of a direct  claim for 
redress? Upon whom would such a claim be made ? 'N ot  upon the  State 
of California ; for, by our Constitu tion,  she can hold no exterior relations 
with other nations.  It  would be made upon the government of the  United 
States . If that  government should get into a difficulty which would lead 
to war, or to suspension of intercourse, would Califo rnia alone suffer, or 
all the  Union?”
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tax prev ents  th e Fede ral Governm ent from “speaking  wi th one 
voice when regulat ing commercial rela tiouajwith foreign gov­
ernments. ” If a s tat e tax  contravenX seithercji these  precepts , 
it is unc ons titu tion al under the  Commerce Clause.

C
Analysis of Cal ifornia’s tax  under these princ iples  dic tate s 

th at  the  tax, as appl ied to appel lan ts’ conta iners , is impermis­
sible. Assuming, arguendo,  th at  the  tax  passes muster under 
Complete  Auto,  it cannot  withsta nd scru tiny  und er eith er of 
the  additional  test s th at  a tax  on foreign commerce mu st 
satisfy .

First, Cal iforn ia’s tax resu lts in mul tiple taxatio n of the  
ins trum entalit ies of foreign commerce. By stipula tion , appel­
lan ts’ containers are owned, based, and  registered in Japa n;  
they are  used exclusively in inte rna tional  co mmerce ; and they 
remain outside Japan only so long as needed to complete the ir 
inte rna tional  missions. Und er these  circumstances, Japa n has 
the  right and the power to tax  the  containers in full. Cali ­
forn ia’s tax, however, create s more tha n the  risk of multip le 
tax ation; it produces  mul tiple taxa tion  in fact. Appel lan ts’ 
containers not only “are subject to  prope rty tax  . . .  in Jap an ,” 
App. 32, bu t, as the  tria l court found, they “are, in fact , taxed 
in Japa n.” Id.,  at  35. Thus , if appellees ’ levies were sus­
tained, appellants “would be pay ing a  double tax.” Id. , a t 23.17

17 The stipulation of facts, App. 32, like the trial  cour t’s finding, id., at 
35, states tha t “ [a] 11 containers of [appellan ts] are subject to prope rty 
tax and are, in fact, taxed in Japa n.” The record does no t furth er elabo­
rate  on the natu re of Jap an’s property tax. Appellants have uniformly 
insisted, Brief 9, Tr. of Oral Arg. 3, tha t Jap an’s property  tax is unap­
portioned, i. e., tha t it is imposed on the containers’ full value, and we so 
unders tand the trial court ’s finding. Although appellees do not seriously 
challenge this understanding, Brief 10-11, and n. 2, amicus curiae Multistate 
Tax Commission suggests that the record is inadequate to establish double 
taxation in fact:  Japan , amicus says, may offer “credits . . .  for taxes paid 
elsewhere.” Brief 8. Amicus provides no evidence to  support this theory.
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Second, Ca liforn ia’s tax  prevents this  Na tion from “speaking 
with one voice” in regulating  foreign trade . The desirabili ty 
of uniform treatm ent of c ontainers used exclusively in foreign 
commerce is evidenced by the  Customs Convention on Con­
tainers, which the Uni ted Sta tes  and Japan have signed. See 
n. 10, supra. Under  this  Convention, containers tempora rily 
imported are adm itted free of “all dutie s an d taxes whatsoever 
chargeable by reason of imp ortatio n.” 20 U. S. T., at  304. 
The Convention reflects a nat ional policy to remove impedi­
ments to the  use of containers as “ ins trum ents of inte rna tional  
traffic.” 19 U. S. C. § 1322 ( a) . Cali fornia’s tax, however, 
will fru strate  att ain me nt of federal uniformity.  I t is stip u­
lated th at  American-owned containers are not taxed in Japan. 
App. 35. California ’s tax thu s creates an  a symmet ry in inter­
nat ional mari time  taxa tion operating to Ja pa n’s disadvantage. 
The risk of re talia tion  by J apa n, unde r these circumstances, is 
acute, and such reta liation of necessity would be fel t by the 
Nat ion as a  whole.18 If other States follow Cal iforn ia’s exam-

Both  the  Solicitor General, Brief for Uni ted States as Amicus Curiae 19 
n. 9, and  the  Depar tment  of Sta te, id., at  17a, assure us th at  Japan taxes 
app ella nts ’ containers at  the ir “full value ,” and we accept this interp ret a­
tion of the tria l court’s factual finding.

Because Cali forn ia’s tax  in this case creates  mul tiple taxatio n in fact, 
we have no occasion here  to decide unde r what circumstances the  mere 
risk of multiple taxa tion  would inva lida te a sta te tax, or whethe r this  risk 
would be evaluated differently  in foreign, as opposed to inters tate , com­
merce. Compare Moorman Mjg . Co. v. Bair, 437 U. S. 267, 276-277 
(1978), and Washington Revenue Dep t., 435 U. S., at  746, with , e. g., 
Central R.  Co., 370 U. S., a t 615; Ott,  336 U. S., at  175; and  Northwes t 
Airlines, 322 U. S., at  326 (Stone, C. J ., d issen ting) .

18 Re talia tion by some nations could be automat ic. West German y’s 
wealth  tax  sta tute, for example, provides an exemption for foreign-owned 
inst rumenta lities  of commerce, bu t only if the  owner’s country  grants a 
reciprocal exemption for German-owned inst rumenta lities . Vermogen- 
steuergesetz (VStG) §2 , TT 3, reprinted in I Bundesgesetzb latt (BGB1) 
949 (Apr.  23, 1974). The  European Economic Com munity (E EC ), when 
apprised of California ’s tax  on foreign-owned containers, apparen tly  deter-
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pie (Oregon already has done so),19 foreign-owned containers 
will be subjected to various  degrees of multip le taxation, 
depending on which American por ts they enter. Thi s result, 
obviously, would make “speak ing with one voice” impossible. 
California, by its uni late ral act, cannot be permit ted to place 
these impedim ents  before this  Na tion’s co nduct of its foreign 
relations and its foreign trade.

Because C aliforn ia’s ad valorem  tax, as applied to ap pel lan ts’ 
containers, results in m ultiple  taxat ion of the  in strumen tali ties  
of foreign commerce, and because it  preven ts the  Federal 
Government from “speak ing with  one voice” in internatio nal  
trade , the  tax is inc onsistent with Congress’ power to  “regula te 
Commerce with foreign Nat ions .” We hold  the  tax, as applied, 
unconstitu tion al under the  Commerce Clause.

D
Appellees proffer severa l object ions to this  holding. They 

contend, first, th at  any  multipl e taxatio n in this  case is 
att ributa ble , not to Califo rnia, bu t to Jap an.  California, they 
say, is ju st trying to take  its shar e; it should  n ot be foreclosed 
by Ja pa n’s election  to tax  the  containers in full. Cali fornia’s 
tax, however, must be eva luated in the  realis tic framework of 
the  custom of nations. Jap an has the  r igh t and  the  power to 
tax app ella nts ’ containers at  the ir full value;  noth ing could 
preven t it from doing so. Appellees’ argument  may have  
force in the  inte rstate  commerce context. Cf. Moorman  M jg. 
Co. v. Bair, 437 U. S. 267, 277, and n. 12 (1978). In  inte rstate  
commerce, if the  domic iliary Sta te is “to blam e” for exacting 
an excessive tax, this  Cou rt is able to insis t upon rationaliza­
tion of the app ortionm ent . As noted above, however, this  
Court is powerless to correct malappor tionment  of taxes 
imposed from abroad in foreign commerce.

mined to consider “suitable coun ter-m easures.” Press  Release, 521st Coun­
cil Meeting—Transport (Luxembourg, Jun e 12, 1978), p . 21.

19 Ore. Op. Atty. Gen. No. 7709 (Jan. 31, 1979) (citing decision below).
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Appellees contend,  secondly, th at  any  multipl e taxatio n 
created by Cali fornia’s tax can be cured by congressional  ac­
tion or by internatio nal  agreement.  We find no merit in this 
contention. The premise of appellees’ argumen t is th at  a 
State is free to impose demonstrable burdens on commerce, so 
long as Congress has not  pre-empted the field b y affirmative 
regula tion. Bu t it long has been “accepted constitu tional 
doctrine th at  the commerce clause, with out  the  aid of Con­
gressional legislation . . . affords some protection from sta te 
legislation  inimical to the  nat ional commerce, and th at  in 
such cases, where Congress has no t acted, this  Court, and not 
the  sta te legislature, is unde r the commerce clause the  final 
arb iter  of the  competing demands of sta te and  nat ional 
inte rests.” Southern Pacific Co. v. Arizona,  325 U. S. 761, 769
(1945). Accord, Hughes v. Oklahoma, —  U. S .---- , and  n. 2
(1979); Boston Stock Exchange v. Sta te Tax Com m’n, 429 
U. S. 318, 328 (1977). Appellees’ argument, moreover, de­
feats, rat her than supports, the  cause it  aims to promote. For  
to say th at  California has created a problem susceptible only 
of congressiona l—indeed, only of inte rna tion al—solution is to 
concede th at  the taxa tion of foreign-owned containers is an 
area where a uniform federal rule is essentia l. California  may 
not tell this  N ation  or Japa n how to run the ir foreign policies.

Thi rd, appellees argue that , even if Cal iforn ia’s tax resul ts 
in mul tiple taxation,  th at  fact, after Moorman,  is insufficient 
to condemn a sta te tax under the  Commerce Clause. In 
Moorman,  the Court refused to inva lidate Iowa’s single-factor 
income tax apportio nme nt formula , even though it posed a 
credible thr ea t of overlapping taxa tion  because of the  use of 
three-fa ctor formulae by other States. See also the  several 
opinions in Moorman  in dissent.  437 U. S., a t 281, 282, and 
283. Th at  case, however, is qui te different from this  one. 
In Moorman,  the  existence of m ultip le taxa tion, on the  record 
then before the Cour t, was “speculative,” id., at  276; on the 
record of the present case, multipl e taxa tion  is a fact. In 
Moorman, the problem arose, not  from lack of ap port ionm ent,
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bu t from mathematica l imprecision in app ortionm ent  formu­
lae. Yet, this Court  consis tently had held th at  the Commerce 
Clause “does not  call for mathem atical exactness nor for the  
rigid appl ication of a par ticu lar form ula;  only if the  re sulting 
valuation is palp ably excessive will it be set aside.” No rth ­
west Airlines v. Minneso ta, 322 U. S., at  325 (Stone , C. J., 
dissenting). Accord, Moorman,  437 U. S., at  274 (citing 
cases). See Hellerste in, Sta te Taxatio n Under the Commerce 
Clause: An Historical Perspective, 29 Vand. L. Rev. 335, 347 
(1976). This  case, by contrast , involves no mere ma the ma t­
ical imprecision in app ort ion me nt;  it involves a situation 
where true app ort ionment does not exist and cannot  be' 
policed by this  Court  at  all. Moorman,  finally, concerned 
inters tate  commerce. This  case concerns foreign commerce. 
Even a slight overlapping  of tax—a problem th at  mig ht be 
deemed de min imis in a domest ic context—assumes impo r­
tance when sensitive ma tters of foreign relat ions  and nat ional 
sovereignty are concerned.20

20 Appellees’ reliance on Bob-Lo Excursion Co. v. Michigan, 333 U. S. 
28 (1948), is also misplaced. In th at  case, the  a ppe llan t, a Michigan cor­
pora tion, transp orted  passengers from De tro it to an amusemen t park on 
an island in t he  Province of O ntar io; the app ella nt refused  to accept Negro 
passengers and was prosecuted under a Michigan civil rights sta tut e. In 
susta ining  the  statut e’s appl icat ion against Commerce Clause atta ck,  the  
Co urt  emphasized that  the  app ella nt conducted  “foreign  commerce” in 
name only. The sole business on the  island was the amuseme nt park, and  
it  cate red solely to American patrons . There  were “no establ ished means 
of access from the Canadian shore to  the  island,” id., at  36, and the island 
was “economically and  socially . . .  an amusemen t adjunc t of the  city  of 
De tro it.” Id.,  at  35. The  “highly closed and  localized ma nner” in which 
the  business was run insu lated it “from all commercial or social in ter­
course and traffic with the  people of ano ther country  usually characteris tic 
of foreign commerce.” Id.,  at  36. The  Court  noted  th at  the possibi lity 
of conflicting Canadia n regulation was “so remote th at  it [was]  hardly  
more than  conceivable,” id., at  37, and  concluded that , on the facts of the  
case, it was “difficult to imagine wha t nationa l inte rest  or  policy, whe ther  
of secur ing uniform ity in regu lating commerce affecting relat ions with for­
eign natio ns or otherwise,  could reasonably be found to be adversely

46-73 0 0 - 7 9 - 4
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Finally, appellees present policy argum ents. If  California  
cannot tax appellants’ containers, they complain, the  Sta te 
will lose revenue, even though the  containers plainly have  a 
nexus with California ; the  Sta te will go uncompensated  for 
the services it undeniably renders the  containers; and, by 
exempting app ellants’ containers from tax, the  Sta te in effect 
will be forced to discr imina te against domestic, in favor of 
foreign, commerce. These  a rgum ents  are no t withou t weight, 
and, to the  extent appellees cannot recoup the  value  of thei r 
services through user fees, they may indeed be disadvantaged 
by our decision today. These arguments, however, are di­
rected  to the  wrong forum. “Wha teve r subjec ts of this  [the 
commercial] power are in the ir nature  nation al, or a dm it only 
of one uniform system, or plan  of regula tion, may jus tly  be 
said to be of such a nature  as to require exclusive legislation 
by Congress.” Cooley v. Board  of  Wardens, 12 How. 299, 319 
(1851) . The  problems to which appellees refer are  problems 
th at  adm it only of a federal remedy. The y do no t adm it of 
a u nila tera l solution by a State .

The judgmen t of the  Suprem e Court of California  is 
reversed.

It  is so ordered.

Substan tial ly for the reasons set forth  by Just ice  Manuel in 
his opinion for the  unanimous Supreme Cou rt of California, 
Mr. J ustice Rehnquist is of the opinion th at  the  judg men t 
of tha t court should be affirmed.

affected by apply ing Mich igan’s sta tu te  to these facts or to outweigh her 
inte res t in doing so.” Id., at  40.

Bob-Lo  is consisten t with bo th the  analysis and  the  resu lt in the present 
case. Whereas in Bob-Lo the risk that  foreign commerce would be bu r­
dened by inconsistent inte rnational regulat ion was “re mote,” the  risk th at  
foreign commerce will be burdene d by international multiple taxa tion here 
has been realized in fact. And whereas the  Michigan  sta tu te  posed no 
th re at  at  all t o the Federal Governm ent’s ab ility  to “speak with  one voice” 
in regulat ing foreign trade,  the impa irment of federal uniform ity worked 
by Cali fornia’s s tat ute  is substantia l.
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STATE TAXES CREATE SUBST ANTIA L RISK  OF MUL TI PL E TAXATIO N

Senator Cook. It  is indisputable tha t such State taxes create “a 
substantial risk of international multiple  taxat ion.” Indeed, interna­
tional  multiple taxat ion is the inevitable result, if not the fundamen­
tal  purpose, of the unitary tax system when applied  to international 
operations by a State. That a tax ing State  considers foreign taxes or 
income malapport ioned or unfair is constitutionally irrelevant, ac­
cording to the Supreme Court. Because neither the taxing  State of this 
Union nor the Congress has the power to amend a foreign nation ’s 
domestic tax laws, it is necessary that  the United States “speak with 
one voice when regulating commercial relations with foreign govern­
ments.” Only Congress has the power under the Constitution to  regu­
late commerce with foreign nations. Therefore, the standard for taxing 
internationa l operations, whatever it may be, must be established by 
Congress. Of course, Congress has already established the standard in 
section 482 of the Inte rnal Revenue Code. Now it remains for Congress 
to enforce tha t standard through enactment of those applicable pro­
visions of Senator Mathias’ bill.

More recently, Mr. Chairman, the Supreme Court has agreed to 
hear the case which came up from appeal from the Vermont Supreme 
Court. This is a decision against Mobil Oil Corp., whether it is con­
stitutional for a State to tax dividends from foreign subsidiaries and 
investments received by corporations tha t are  not in any way based in 
tha t State. Obviously, if Congress does not establish a proper one voice 
in tax ing interna tional  operations, it  appears tha t the Supreme Court 
may.

It  would be foolhardy for Congress to endure decades of litigation 
as the endless variations and permutations  of the worldwide combined 
reporting method of taxation by the several States are considered in 
the courts. Delay in dealing with this issue, as a nation, only invites 
retalia tion by other countries who may follow the example, for in­
stance, of California,  in taxing the worldwide operations of those U.S. 
multina tionals who do business within  their  jurisdictions.

The United  States, with the most multinationals, has the most to 
lose if this innovation becomes customary under interna tional  law 
and practice.

Therefore, Mr. Chairman, we urge the Congress to deal decisively 
with the  problem, as I have outlined i t in this statement. I would hope 
that  action by the Senate on the Mathias bill would take place in the 
immediate future.

Thank you.
[Senator Cook’s prepared statement follows:]

P repared Sta teme nt  of H on . Marlow W. Cook, E sq .

THE TH IRD  PROTOCOL FUR THER AMEND ING THE TAX CONVE NTION BETWEE N TH E GOVERN­
ME NT  OF THE UN ITED STATES OF AME RICA  AND TH E GOVERNMENT OF TH E UNITED
KINGDOM OF GREAT BRITAIN AND N ORT HER N IRELAND

Mr. Chai rman, Members of the Committee . I thank you for this oppor tunity 
to comment on the Third Protocol fu rth er  amend ing the  T ax Convention between 
the United Sta tes  and the United Kingdom, signed at  London on March 15, 
1979. and transm itted  by the Pre sident  f or  Senate advice and consent  to rati fica ­
tion on April 12,1979.
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My name is Marlow W. Cook, with  the  law  firm of Cook & Henderson in Wash ­
ington, D.C. These comments ar e subm itted in behalf of Brown & Williamson 
Industr ies,  Inc., a Kentucky-based subs idia ry of BAT Industr ies,  Limited. Our 
stat ement  is limite d to a single iss ue : The power of the  several Sta tes  of the  
United States to apply the worldwide  combined repo rting  system of tax  assess­
ment to Bri tish  m ultin ational companies.

As membe rs of this  committe e are  well awar e, the Senat e gave advice and con­
sent to ratif icat ion to the  Tax  Convention on Jun e 27, 1978, with  a reser vatio n 
as to Artic le 9 (4 ).  Tha t provision would have res tric ted  the power of the several 
Sta tes to ap ply the “unitar y method ” o r worldwide combined reporti ng system of 
taxa tion . The Sena te’s rese rvat ion stipulates that  Article 9 (4 ) shal l not apply 
to any poli tica l subdivis ion or local au tho rity of the United  State s. The Thi rd 
Protocol, accordingly, modifies Artic le 9 (4 ) to conform to the reservat ion.

There fore, Mr. Chairman, the  Senat e today  has the opp ortunity  to reflect on 
its own handiw ork. Under the  te rms of the Thi rd Protocol,  the  fifty Sta tes of t his  
Union a re not prohibited from devising  v arious and sundr y plans  for the appli ca­
tion of the  worldwide  combined reporti ng system of tax  asses smen t to Brit ish 
mul tina tion al corpora tions. Most regr etta bly, some States may consider the Sen­
ate ’s rese rvat ion an open invi tation to join Califo rnia, Alaska, and Oregon in 
ass erti ng juris dicti on, for income tax  purposes, over the  worldwide profits  of 
mu ltinatio nals  under one form ula or an othe r.

As Sen ator  Russell Long has observe d so often, to the delight of so many 
audiences, the  best political stra tegy has  to  be :

“Don’t tax  you. Don’t tax me. Tax  th at  other fellow behin d th at  tree .”
Unf ortu nate ly, the term, “worldw ide combined repo rting  system of tax ation ,” 

canno t be defined with any degree of precision und er United  Sta tes law. The re 
may be as many diverse appl icati ons of th at  concept of tax ati on  as there  are  
taxing jurisdic tion s with the ambi tion to reach foreign-source income. All such 
methods, however, do have  one common ele me nt: They tax  “th at  oth er fellow 
behind th at  tree.”

It  may be useful, as an illu stration, to describe briefly the  effort  of the Fr an ­
chise Tax  Board of the State of Calif ornia , acting in its  discretion under 
Cal iforn ia law, to tax  foreign -source  income using  the world wide combined re­
port ing system.

The Fran chis e Tax Board has  demanded from foreign corp orati ons doing 
busine ss in Califo rnia, eith er thro ugh  a branc h or a subsidiar y, infor mati on on 
worldwide sales, prop erty  holdings and payroll. The taxing autho riti es of Cali ­
for nia  now regard business as being unified if it meets the tes t of more tha n 
50 perc ent common ownership only, noth withsta nding the  fac t th at  it may be 
ope rati ng in many dis parat e en terp rise s in  scores of  different countries.

Using a worldwide combined reportin g formu la th at  Cali forn ia alone may 
consider equitabl e, the global profits of businesses are  sub jec t to Cali forn ia 
tax ation af ter Cali fornia sales, prop erty  holdings and payr olls are  compared to 
worldw ide sales, property, and p ayrolls .

As anyone can plainly see, the  motive of the Calif ornia  tax  author ities is to 
reach foreign-source income th at  the Secretary  of the  Treas ury  has determined, 
for Fed eral  income tax  purposes, proper ly should be allocated und er section 
482 of the Int ern al Revenue Code to foreign operation s and not taxe d by the 
United  States .

Thus, the incomprehensible resu lt of the California inn ov ati on : the polit ical 
subdivisions  of our count ry ar e claiming a broader tax  base, for  income tax' 
purposes, than  Congress has perm itted the Federal Government under  the code. 
The sum of the par ts, inescapa bly under this scheme, is  g rea ter  tha n the whole.

In plain terms. Mr. Chai rman , the Senat e’s r eser vati on to the United States - 
United Kingdom Tax  Convention, can superfici ally be interp reted as an inv ita­
tion for  each of the  fifty Sta tes to estab lish unila terally its  own tax policy for 
overseas operations  of foreign corpo rations doing business within  its juri sdic tion.

The re are  a number of fac tor s which would dis tor t income allocat ion if each 
Sta te of the United Stat es is allowed to have rega rd to  worldwide profits of a 
foreig n multinat ional. The following summa ry is only illu str ati ve  of such dis tor ­
tions. and can not b e considered e xh au sti ve :

Fir st,  sales values are  deter mined by a number of fac tors  which have  no con­
ceivable refere nce to U.S. experien ce. For  example, in many under-developed 
coun tries  and in some more adva nced  countr ies, sales tax es form a much high er 
percentage  of to tal sales valu e than  do those in thi s cou ntry.

Second, payroll  costs will var y significantly between countrie s depending upon 
the  relativ e prosperity  of th e count ries  involved.
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Third, prop erty  values  in under-developed countrie s are  fa r lower  tha n in the  
more advanced coun tries.

Four th, curr ency exchange ra te  fluctuati ons can have a mark ed effect on 
profits.

Fift h, profits earned in some developing coun tries  and  in some nonm arket, 
or communist countr ies, may be sub sta ntial hut not avai labl e to the organiza­
tion outsid e those c ountries  by r eason of exchange contro l regulations.

Sixth , mino rity share hold ings  and local law often have an effect on profit 
distr ibution , partic ula rly  in under-developed countrie s where  governments have 
appropr iate d sub sta ntial min ority  in teres ts.

In summary, Mr. C hairman , no system of world wide combined repo rting taxa ­
tion can be estab lishe d by a Sta te on worldwide operation s of a foreign multi­
national  w ithout sub sta ntial risk  of a rb itr ar y and u nrea sona ble tax ation of profits 
not proper ly all ocable to o pera tions within th at  S tate.

Of course  the Sena te did not inten d such results  in adop ting the  rese rvat ion 
to the I’nited States-U nited  Kingdom Tax Convention. For tun ate ly, the Congress 
has pending legislatio n w hich would resolve the  problem.

As introd uced by Sen ator  Math ias, S. 983 would esta blis h the  prop er limi ts 
on the abil ity of a Sta te to apply  the combined or consolidated method of ta xa ­
tion to the operation s of a foreig n mu ltin atio nal  corporat ion.  Thro ugho ut debate  
on the United  State s-United Kingdom Tax Convention in Jun e of 1978, Sena tors 
made refere nce to the need for  such legislation.  If is now imp erat ive th at  Con­
gress proceed to the imme diate  consi derat ion of Senator  Ma thia s’ bill.

The enac tmen t of legislation  to limi t prop erly  the  scope of Sta te tax ation of 
foreign-source  income is necess ary, as a p rac tica l matter , to o btain timely rat ific a­
tion of the Third Protocol by Par liam ent . Lead ers of the  curre nt govern ment of 
the United  Kingdom have  exp ressed d ist res s o ver the  va gue and indefinite a utho r­
ity of the  sever al Sta tes of the  Unite d States to tax  worldwid e profits of British 
multina tionals. And no wonder, if Par liame nt were carefu lly to eva lua te the  
various options avai labl e to the State s, und er the Senate’s rese rvat ion and  the  
Third Protocol, it would be lite ral ly yea rs before  an inte lligent assessmen t of 
the Sta tes ’ i nhe rent  power to  ta x could be made.

Any repo rt to the  Senat e by thi s disti ngu ishe d comm ittee on the  Third 
Protocol,  there fore,  should contain cle ar language  outlining the  pra ctic al necessi ty 
of domestic legislation along the lin es of  S enator M ath ias ’ bill.

Mr. Chairm an, the  ena ctme nt of legislation such as S. 983, insofa r as applica tion 
of Sta te tax atio n to world wide  operation s is concerned, is much more than a 
pra ctic al necessity  : it is m andated  by th e United Sta tes Constituti on.

In a land mar k case decided April 30, 1979, the U.S. Supreme Court  has  ruled  
th at  a Sta te of the  United  Sta tes  may not tax  the  ins tru me nta liti es of foreign  
commerce if the tax  “. . . cre ates a sub sta ntial risk  of int ern ati on al mult iple 
tax atio n, and  . . . prev ents  the  Fed eral  Government from ‘speak ing with  one 
voice when regulat ing commercial rela tion s with  foreig n gove rnme nts.’ ”

The Court  concluded. “If  a Sta te tax  contravenes eit her of these precep ts, it 
is unco nsti tutional und er the  Commerce Clause.” .Japan Line, Ltd.  v. County of 
Los Angeles, No. 77-1 378, decided April 30,197 9, Slip Opinion 16-17.

Although I will not tak e the time  of his Committee to discuss in detail the 
holding  of the Court in this case, I requ est that  the  tex t of the Cou rt’s opinion 
be prin ted  in the record of these  hea ring s following my testimony. Our ana lysi s 
is that  the worldw ide combined repo rting method of tax ation,  as applie d by 
Cali fornia, and probably  Oregon and  Alaska, is unc ons titu tion al when applied to 
the  wo rldwide opera tions of foreign corpo rations.

It  is indi sput able  th at  such St ate  tax es crea te “. . . a sub sta nti al risk  of 
int ern ational multiple tax ation . . . .” Indeed, int ern ation al mult iple tax ation is 
the inev itab le resul t, if not the  fun dam ent al purpose,  of the un ita ry tax  system 
when applie d to int ern ationa l operations  by a  State . Th at a tax ing  Sta te c onside rs 
foreign  tax es or income mala pportione d or unf air , is constitu tion ally  irre levant , 
according to the  Supreme Court. Becau se nei the r the tax ing  Sta te of this Union 
nor the  Congress has the  power to amend a foreign na tion’s domestic  tax  laws, 
it is necessary th at  the United  Sta tes  “. . . . speak with  one voice when regula ting  
commercial rela tion s with  foreign  governme nts.” Only Congress has  the  power, 
und er the  Consti tution, to “regulat e Commerce w ith Forei gn Nati ons. ” Therefore, 
the  sta nd ard  for  taxing intern ati on al opera tions, wha teve r it may be, must be 
esta blished by Congress. Of course, Congress ha s alre ady  establish ed the sta nd ard  
in section 482 of the Intern al  Revenue Code. Now it rema ins for  Congress to  
enforce th at  s tan da rd  thro ugh  e nactme nt of those provisions of Sen ator  Ma thias’ 
bill th at  apply.
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More recently the Supreme Court has agreed to decide in an appeal from a Vermont decision against Mobil Oil Corporation whether it’s constitutional for a State to tax dividends from foreign subsidiaries and investments received by corporations  that  aren’t based in the State. Obviously if Congress does not establish a proper one voice in taxing interna tional operations it appears the Supreme Court will.
It  would be foolhardy for Congress to endure decades of litigation as the endless variat ions and permutations of the worldwide combined reporting method of taxation by the several States are considered in the courts. Delay in dealing with this issue, as a Nation, only invites retalia tion by other countries who may follow the example of California in taxing the worldwide operations of those U.S. multinationals who do business within their jurisdictions.The United States, with the most multinationals, has the most to lose if the California innovation becomes customary under interna tional law and practice.Therefore, Mr. Chairman, we urge the Congress to deal decisively with the problem, as I have outlined it in this statement, at the earliest opportunity. Before Parliam ent is forced to deal with the uncertain ty created by the Senate’s reservation and this third  Protocol, Congress must enact the necessary Federal legislation to ensure fair  t reatment of British multinationals by this country.
Thank you.
Senator  Stone. Senator, what you are asking for, then, is report  

language?
Senator Cook. Absolutely.
Senator  Stone. Thank you very much for your statement and for 

your brevity, too.
Senator Cook. Thank you. I did try.
Senator Stone. Our next witness is Mr. David H. Brockway, in­

ternat ional tax counsel for the Joint Committee on Taxation.
STA TEM ENT  OF DAVID H. BROCKWAY, INTERN ATIONA L TAX  

COUNSEL, JOINT COMMITTEE ON TAXATIO N, ACCOMPANIED BY 
HOW ARD M. W EIN MA N, LEG ISLATION ATTORNEY, AND THOMAS 
B. JOYCE, ACCOUNTANT, JOINT COMMITTEE ON TAX ATION

Mr. Brockway. Thank you, Air. Chairman.
I am accompanied this morning by Howard Weinman and Tom

Joyce of our staff, who also work on international tax matters and 
who have worked on these treaties.

Given the  fact tha t we are now operat ing on the 5-minute rule, I 
will tr y to keep my comments very brief. In  your opening statement, 
you did summarize the treaties,  so I will not try to go over them now.

CONTROVERSY OF DRILL ING  CONTRACTOR IT EM

Let me make some general comments on the  treaties and summarize 
the one issue t hat  is presented in the treaties, the drill ing contractor 
item.

We have analyzed the treaties thoroughly. As in  the past, we have 
prepared pamphlets on all the treaties, and these are in your briefing 
booklets. The treaties do no t contain any provisions tha t the Senate 
or the committee has objected to in the past. The treaties contain no 
provisions of any significance tha t are not substantially similar to 
provisions in other treaties, other than the one issue tha t is of con­
troversy this morning.

In  our preparation  of the treaties, we had conversations with a 
number of experts in the area of international taxation and with 
groups affected by the treaties.  There appears  to be a general con-
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sensus tha t the treaties are sound, tha t they are favorable to the 
United States, and tha t it would be appropriate for them to be a p­
proved by the committee and the Senate.

The one controversial issue involves the dril ling  contractors operat­
ing in the United Kingdom sector of the North Sea. This is in the proto­
col to the United  Kingdom treaty , which was considered by the com­
mittee last year and approved by the Senate with a reservation.

The approval of th is protocol is necessary before the t reaty  will go 
into effect. The Brit ish have indicated tha t they will not rat ify  the 
trea ty unless certain modifications are made as concessions for the 
Senate’s reservation regarding  the State taxat ion issue. The one prin­
cipal concession which they requested was the provision dealing with 
the contractors. They wanted the right to be able to tax U.S. drillers 
operat ing in the North Sea.

Senator Stone. Aft er 30 days, I believe.
Mr. Brockway. Yes; aft er 30 days. As a practica l matter , I believe 

in order for the companies to be able to move th eir  rigs into the area 
for drilling, e ither they or affiliates will be there for a 30-day period. 
So this will mean, basically, assuming tha t Great  Britain adopts a 
tax—and I think it is likely tha t it will because i t has asked for this 
reservation—tha t these companies will be subject to the tax.

TAXATION OF BRITISH RIGS OFF GULF COAST

The provision is reciprocal. It  also means tha t we can tax the-----
Senator  Stone. The Brit ish rigs off Flor ida in the gulf coast?
Mr. Brockway. Yes; exactly, in the gulf  coast.
Senator  Stone. Are there any ?
Mr. Brockway. I don’t know whether Britain has any there. In 

1969, the code was amended in order to make sure tha t we could 
tax foreign companies operating  off our Continental Shelf. This was 
to protect them from those foreign companies that do operate there 
which may not be paying tax  at the same level as the U.S. companies.

I understand from the affected industry that  we have much grea ter 
activities overseas in foreign countries than  they have here. But never­
theless, the provision is reciprocal. I think  there are some taxpayers 
who are concerned about the other direction.

F or the U.S. companies operat ing in the United Kingdom sector 
of the North Sea, the provision will permit the Briti sh to tax this 
income. The companies will be entitled to a foreign tax credit on thei r 
tax, but there is at least some possibility tha t some of the companies 
will not be able to get full use of the foreign tax credits because of 
our overall tax credit limitations . As a result, it is probable tha t at 
least some of them will have an aggregate  tax increase—combined 
United States and British.

I think their  objection—and I think  i t is accurate—is that they are 
the ones that, would bear the  b runt  of a concession in order to get the 
trea ty ratified. I think  the argument in opposition is that it is not 
inappropr iate for Great Britain to desire to tax this group. It is not 
an inappropr iate provision in the treaty because the companies do 
have significant operations in the United* Kingdom. It  is just a ques­
tion of what one can secure in negotiations. Treasury obviously con­
cluded that this was a worthwhile concession in order to  get the overall 
agreement and this is an issue the  committee has to decide.
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SENATE  RESERVATION WILL PRE VENT BR ITISH  RA TIF ICA TIO N

I think it  is fa ir to say tha t if the  committee does recommend a res­
ervation on this issue and the Senate does make a reservation, the 
British  will not ratify the treaty , or are very unlikely to rati fy the 
treaty without either fur ther  concessions from the United States, 
whicn may deny benefits that other taxpayers are presently getting, 
or, especially in light of the past history of th is t reaty  and the 4 or 5 
years i t has been going on, they may just walk away entire ly from the 
treaty.

So, you are presented with a situat ion tha t some taxpayers  will pay 
some probable tax increase. But the offsetting risk is that  quite a 
number of U.S. taxpayers will lose a great deal of benefits. Our esti­
mates are that  i f the treaty is ratified this year, the present tre aty will 
result in United Kingdom tax refunds to U.S. taxpayers of approxi­
mately $500 million for the retroactive period, and about $100 million 
a year thereaf ter.

This is what is at risk on this treaty’ and the protocol. This is not 
to say tha t the dollar amounts are the issue on which this matter 
should be decided. I  think the fairness of this  provision has to be de­
cided on its own merits. But the committee also has to realize tha t 
there are a number of o ther taxpayers who would be affected by a res­
ervation and the fairness of the loss of thei r treaty  benefits must also 
be taken into account.

PROTOCOL ALLOWS PETROL EUM  REV ENU E TAX CREDITABLE TO BR ITI SH

Senator J avits [presiding]. I ga ther you have already made it clear, 
Mr. Brockway, that the new protocol will allow this petroleum revenue 
tax to be creditable only on British  oil income, and not on OPEC oil 
income.

Mr. Brockway. Exactly.
When the United Kingdom treaty  was on the floor last Congress, 

Senator  Kennedy raised a proposed reservation tha t would have had 
tha t effect. Treasury  discussed this with the British and they indicated 
tha t they  had no problem with such a provision. They gave assurances 
tha t they would negotiate along these lines. This is contained in this 
protocol.
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OPERATORS SU BJEC T TO BR ITISH  TAX PAST 30  DAYS

Senator  J avits. I  noticed that if the operators d rill for more than 30 
days in any year, they are subject to British tax. I gather that  the 
Treasury is quite adamant against renegotia ting tha t provision. Is 
tha t correct? I)o you know, or will Mr. Lubick have to respond to 
that?

Mr. B rockway. That is my understanding,  but Mr. Lubick will be 
better able to tell you for certain.

Senator  J avits. Wha t is your opinion on the matte r of this 30-day 
period ? Is that arb itra rily  too short?

Mr. B rockway. I think  that under our s tatuto ry law, we would tax 
without regard to any time period. We would tax if they were here 
for a year or for only one day. The British  might decide to do t ha t 
themselves. It would be a decision as to what the Brit ish would ask and 
what kind of agreement one could get regarding the period. I think  
the net effect of this  protocol is that if these companies go into the 
United Kingdom sector and undertake any activities, they would 
come under  this provision. So it might just as well have been one day.

Senator J avits. So, then, the 30 days really is not unreasonable. As 
you say, under our laws, there is no provision relating to a minimum 
time period at all.

Mr. Brockway. There is no time limit under the statute. Under a 
model treaty, we would give up to 2 years. That  is our negotiating 
position. It is just a matte r of working out what both sides want and 
seeing who is affected.

[Mr. Brockway’s prepared statement follows:]
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PREPARED STATEMENT OF DAVID H. BROCKWAY, INTERNATIONAL TAX COUNSEL, HOWARD M. WEINMAN, LEGISLATION ATTORNEY, AND THOMAS B. JOYCE, ACCOUNTANTSTAFF OF THE JOINT COMMITTEE ON TAXATION

It is our pleasure to appear before you to provide staff assistance on the four tax treaties and two protocols which are currently under consideration by your Committee. As in the past, our staff has prepared separate pamphlets on each of the treaties and protocols before you; these pamphlets give an article-by- article description of each treaty or protocol and generally indicate those provisions which differ significantly from those normally found in U.S. tax treaties. The introductions to each of these pamphlets highlight the provisions of the proposed treaties which present significant policy issues. In addition, we have, together with the staff of the Foreign Relations Committee, prepared a brief pamphlet summarizing the tax treaty process, the various tax treaties before the Committee today and those which are likely to be before the Committee within the next year.
These proposed treaties and protocols are, for the most part, noncontroversial. The one issue of particular controversy deals with the treatment of U.S. independent drilling contractors operating in the U.K. sector of the North Sea, and it arises in connection with the proposed protocol to the pending income tax treaty with the United Kingdom. The International Association of Drilling Contractors has requested that the Senate reserve on this provision. This issue is discussed below in connection with the proposed U.K. protocol, and it is discussed in more detail in the article-by-article analysis contained in the staff pamphlet on the protocol (pp. 9-12) .

Proposed Third Protocol to Pending Income TaxTreaty with the United Kingdom
Importance of Ratification

The protocol to the pending tax treaty deals with issues which arose during the previous consideration of the treaty by the Senate and with other matters raised during discussion of those issues between the United States and the United Kingdom.Ratification of the proposed protocol is important because the pending income tax treaty with the United Kingdom, which the com­mittee and the Senate approved last year (with a reservation
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which is confirmed in the protocol), will not go into effect 
until and unless the protocol is ratified. Ratification of the 
pending treaty is very important to a large number of U.S. tax­
payers. Among the very significant benefits provided to U.S. 
taxpayers under the pending treaty are the refunds of the U.K. 
Advance Corporation Tax to U.S. investors in U.K. corporations.
The net payments by the United Kingdom to U.S. investors under 
these provisions are estimated at $465 million for 1973-1979, 
the period of retroactivity, and approximately $90 million a 
year thereafter.

Moreover, prompt action on the proposed protocol is important 
for at least two reasons in addition to the desire of both 
countries and affected taxpayers to have the new treaty in 
place as soon as possible. First, the protocol faces some 
opposition in the U.K. Parliament and significant delay in 
ratification of the protocol may endanger the changes for rati­
fication of the pending treaty by the United Kingdom. The second 
cause of some time pressure for the Senate to act on this pro­
tocol relates to the retroactive aspects of the pending treaty. 
While there are no particular deadlines by which the treaty 
and protocol must go into effect without causing substantial 
additional disruption and confusion, the longer the delay the 
greater the problems that will arise. For example, the refunds 
of the U.K Advance Corporation Tax which the British agree under 
the treaty to pay to U.S. shareholders of U.K. corporations are 
payable for dividends paid since 1973 to U.S. portfolio investors 
and since 1975 to U.S. direct investors. Besides the difficulties 
in arranging for refunds on dividends paid several years ago, the 
uncertainty as to whether the treaty will be ratified causes U.S. 
parent companies problems in deciding on the most advantageous 
dividend policy from an aggregate U.S./U.K. tax standpoint. 
Similarly, administrative difficulties will also be presented to 
the IRS and affected U.K. taxpayers in connection with retro­
active refunds under the treaty of U.S. withholding tax paid by 
U.K. direct investors in U.S. companies with respect to dividends 
paid since 1975 (the pending treaty lowers the rate to 5 percent 
from the 15-percent rate in the existing treaty) and refunds 
of the U.S. insurance excise tax on premiums paid since 1975 
by U.S. insureds to British insurers (exempted under the pending 
treaty).

Provisions of the protocol
The three most significant issues dealt with by the protocol 

relate to the use by states of the unitary method of taxation, 
creditability of the British Petroleum Revenue Tax, and taxation 
of U.S. drilling contractors in the North Sea.
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' state taxation/unitary method (Article 9 (4)).— The Senate approved the treaty subject to a reservation proposed by Sen.Church which deleted the state taxation provision (Article 9(4)). That article would have prohibited in the case of British multi­nationals the use by state taxing authorities of the world­wide combination/unitary method of apportionment to determine the income attributable to sources within, and thus taxable by, the state. That method is employed by several western states (particularly California).
The protocol follows the Senate's reservation and deletes the provision from the treaty insofar as it would have applied to the states. This is the result Sen. Church advocated. The limitation still applies to the Federal Government, but since the Federal income tax laws use the arm's-length method rather than the prohibited unitary method of apportionment, this is of no present practical consequence.
PRT.— The protocol places a per-country limit on the PRT provision of the pending treaty. The PRT provision requires the United States to grant a foreign tax credit for the U.K. Petroleum Revenue Tax paid by the U.S. oil companies. The protocol modifies the proposed treaty so that it only requires the United States to allow the credit for the PRT against the U.S. taxes imposed on U.K. source oil income of the companies. Treasury and the United Kingdom agreed to make this modification after Sen. Kennedy raised the matter during the Senate's considera­tion of the treaty last year. The objection to the treaty as originally drafted was that the oil companies could credit the PRT against their oil income from OPEC countries. The change made by the protocol satisfies Sen. Kennedy's concerns.
Offshore activities.— As a concession to the British for the U.S. refusal to accept the state taxation provision contained in Article 9(4) of the proposed treaty, the proposed protocol adds a new provision intended to deal primarily with the activities of certain U.S. independent drilling contractors and service and supply companies who operate on a temporary basis in the U.K. sector of the North Sea. Although the matter is not completely clear, these U.S. companies are of the opinion that under the proposed treaty (and also the existing treaty) they could not be taxed by the United Kingdom. This proposed protocol amends the proposed treaty to make it clear that the United Kingdom would not be prevented from taxing the activities of these companies under its domestic laws.
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While this provision was added to the protocol at the request 
of the British, the provisions are reciprocal. That is, the 
protocol also makes it clear that British activities on the U.S. 
continental shelf may be taxed by the United States. The Internal 
Revenue Code was amended in 1969 so that foreign companies operat­
ing on the U.S. continental shelf would be fully subject to U.S. 
tax on the same basis as U.S. companies operating on the shelf 
(sec. 638).

The U.S. Association of Independent Drilling Contractors 
objects to these new provisions of the protocol. They argue 
that it is inappropriate for one industry to be singled out and, 
as a concession to the British, be denied a treaty benefit they 
have traditionally enjoyed. In addition, the contractors argue 
that it may be a precedent for other treaties.

The extent, if any, to which the imposition of British tax 
on the U.S. drilling contractors would increase their aggregate 
worldwide (i.e., combined U.S. and U.K.) tax liability is not 
clear. These U.S. contractors would generally be eligible for 
a U.S. foreign tax credit for any British taxes they might 
pay. With no other changes, a full U.S. foreign tax credit would 
mean that their aggregate worldwide tax payments would not be 
increased at all by the imposition of the British tax because 
for each dollar of British tax paid, there would be a correspond­
ing dollar reduction in their U.S. tax. In other words, the 
U.S. Treasury, not the U.S. contractors, would bear the cost of 
the concession in that situation. However, a contractor would 
not get the benefit from the foreign tax credit to the extent 
that it is continuously in an excess foreign tax credit position.

However, even if the drilling contractors are able to get 
a full dollar-for-dollar reduction of their U.S. tax as the result 
of the foreign tax credit, they might lose the benefits of U.S. 
investment tax credits they are presently claiming because the 
foreign tax credit for the British taxes would reduce the U.S. 
tax against which they are presently claiming the investment 
tax credit. (The investment tax credit is limited to 60 percent, 
rising to 90 percent by 1982, of the taxpayer's U.S. tax liability 
after reduction by the foreign tax credit.) They would not, 
of course, be able to use their resulting excess U.S. investment 
tax credit against their British tax liability.

For example, if in 1982 a drilling contractor was not taxable 
in the United Kingdom and was subject to U.S. taxes (before invest 
ment tax credits) of $200, its maximum allowable U.S. investment 
tax credit would be $180 (90 percent of $200). If, however, it 
had that amount of credits, its net U.S. taxes would be $20. If 
it paid U.K. taxes of $100 and those U.K. taxes were fully credit­
able against its U.S. taxes, its U.S. tax liability (before invest 
ment tax credit) would be $100 and its maximum allowable invest­
ment tax credit would be $90. Its net U.S. tax would be reduced 
to $10, but its total taxes paid to both the United States and 
the United Kingdom would be increased to $110. Even though U.K.
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taxes are fully creditable, the taxpayer's overall liability is increased by $90 because of the decrease in the investment tax credit limitation. This extra liability is paid entirely to the United Kingdom, and an additional $10 is shifted from the U.S. to the U.K. Treasury.
In making its decision as to whether it should recommend to the Senate that the reservation recommended by the independent drilling companies be adopted, it is important for the Committee to take into account the possible British reaction. There is the possibility that the British, faced with such a reservation, would refuse to accept the treaty and protocol unless the treaty were renegotiated to provide them with other concessions. These would involve further reductions in the U.S. taxes imposed on the U.S. activities of U.K. residents or the denial of benefits provided under the proposed treaty to other U.S. tax­payers. One likely candidate here would be the ACT refunds which the U.K. Treasury is obligated to make under the proposed treaty to U.S. direct investors in U.K. subsidiaries. Another possibility— one that is at least as likely in my opinion— is that the British would simply refuse to ratify the treaty, costing indirect investors as well as direct investors the British ACT refunds. The potential benefits which these U.S. taxpayers could possibly lose if the reservation is adopted far exceed the benefits that the affected independent drilling companies stand to lose if the reservation is not. This does not, of course, necessarily dictate the Committee's decision—  the fairness of the protocol provision must be considered as well and it must be considered on its own merits. Nevertheless, the Committee must also consider the fairness to these other U.S. taxpayers whose treaty benefits might be lost if a reserva­tion were adopted.
Social Security Taxes

The Treasury technical explanation and the Foreign Relations Committee report mistakenly state that the pending treaty applies to social security taxes of the two countries. The pending treaty does not, however, apply to these taxes. This is con­firmed in a recent exchange of correspondence between the tax authorities of the two countries.
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Protocol to Existing Income Tax Treaty
with France

The proposed protocol to the income tax treaty between the 
United States and France was signed on November 24, 1978. A 
clarifying Exchange of Notes was signed on the same day. The 
protocol would amend the current U.S.-France income tax treaty, 
which entered into force on July 11, 1968. (The treaty was 
previously amended by another protocol which entered into force 
on January 21, 1972.)

The primary reason for negotiation of the protocol was a 
change in French domestic law which, effective January 1, 1979, 
for the first time subjected U.S. citizens resident in France to 
French tax on their worldwide income, including income from the 
United States. Prior to that time, these individuals were 
taxed by France on only their French-source income. This change 
could have resulted in significant double taxation of these indi­
viduals by France and the United States. The proposed protocol 
alleviates the impact of the new French law, essentially by divid­
ing the tax revenue from U.S.-source income of these individuals 
between the U.S. and French Treasuries. In general, France 
agrees not to tax these individuals on some of their U.S.-source 
business income, and to give a credit for some of the U.S. tax 
on their U.S.-source investment income. The United States in turn 
agrees to treat some of this income as from French sources, which 
would make French taxes on the income eligible for the U.S. foreign 
tax credit against their U.S. tax liability. Special rules are 
prescribed for taxing the income of partners of partnerships 
with income from U.S. sources and retirees whose pensions are 
attributable to U.S. sources.

In the course of their negotiations concerning the double 
taxation issue, the U.S. and French representatives also agreed 
on a number of other changes to the existing treaty. Some of 
these changes deal with specific problems which have arisen 
in the administration of the treaty, while others generally 
modernize the treaty, bringing it into closer conformity with 
the current U.S. model income tax treaty. These changes are:
(1) The United States generally agrees to exempt French insurers 
from the U.S. excise tax on foreign insurance of U.S. risks;
(2) the wording of the geographical scope of the treaty is clari­
fied so that the treaty expressly covers income from natural 
resources on each country's continental shelf; (3) the provisions 
governing shipping and air transport are revised to bring them 
into closer conformity with the U.S. model income tax treaty;
(4) interest paid to banks is exemoted from the 10-oercent with- 
holdina tax allowed under the existing treaty; (5) social security 
payments made by either country to a U.S. citizen are exempted 
from tax by the other country; and (6) the 11 saving clause" of 
the treaty, which generally allows the United States to tax its 
own citizens and residents without regard to the treaty, is 
clarified so that it expressly applies to certain former U.S. 
citizens who expatriated to avoid U.S. tax.



60

Estate and Gift Tax Treaties with the
United Kingdom and France

The proposed estate and gift tax treaties with the United 
Kingdom and France are the first negotiated by the United States 
since the comprehensive revision of U.S. estate and gift taxes 
as part of the Tax Reform Act of 1976. The new treaties are 
similar in concept to the last estate tax treaty negotiated by the 
United States, the treaty with The Netherlands, which entered 
into force in 1971. However, the new treaties take into account 
the recent revisions in U.S. law.

Both treaties are intended to avoid double taxation by 
the United States and the other treaty partner of estates and 
gifts. The treaties generally are intended only to benefit tax­payers. They impose no new taxes. However, under the "saving 
clause" in each treaty, they do not prevent U.S. taxation of its citizens domiciled abroad, after allowance of a foreign tax credit.

Estate and Gift Tax Treaty with the United Kingdom
The proposed treaty was signed by the United States and the United Kingdom on October 19, 1978. The portion of the proposed 

treaty dealing with estate taxation is intended to replace the 
existing estate tax treaty between the United States and the 
United Kingdom, which has been in force since July 25, 1946.
There is no existing gift tax treaty between the two countries.

General principles
The intent of the proposed estate and gift tax treaty between the United States and the United Kingdom is to alleviate double 

taxation on the estates and gifts of citizens and domiciliaries of both countries by modifying the jurisdictional rules of estate and gift taxation with respect to these individuals. The treaty 
modifies these rules in two ways.

First each country has primary tax jurisdiction over the 
estates and gifts of its domiciliaries. However, real property and business assets which are located in the other country 
("situs country") are generally subject to primary tax jurisdiction 
in the situs country. The treaty still allows taxation on the 
basis of citizenship, as provided by U.S. domestic law. If a 
decedent who was a U.S. citizen was domiciled in the United 
Kingdom and all his property was located there, the United States 
will allow a credit for the U.K. estate tax but, if the U.S. 
estate tax exceeds that amount, the United States will still 
collect the difference.
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The second modification is that in situations where both 
countries under their own domestic law consider an individual to 
be a domiciliary, the individual will be treated as having only 
one country of domicile for purposes of the taxes covered by 
the treaty. The treaty sets forth several criteria to determine 
which country is the country of domicile.

Division of primary taxing jurisdiction

Both countries impose estate and gift taxes on the worldwide 
assets of their domiciliaries and on the property of nondomiciliaries 
located within their borders. Double taxation usually occurs in 
situations where a decedent was either domiciled in both countries 
or was domiciled in one country and owned property located in 
another country.

Since each country has its own definition of what constitutes 
domicile in that country, it is possible that the definition of 
domicile in the two countries could overlap and a person could 
thus be considered a domiciliary of both countries. As such, 
his estate would be subject to worldwide taxation by both countries.

When the decedent is considered domiciled in only one 
country but owned property in the other country at the time of 
his death, that property is subject to tax in the situs country 
regardless of the decedent's domicile. Thus, the country of 
domicile will tax the property, since it is included in the world­
wide assets of the estate, and the situs country will tax the 
property because it was located within its boundaries at the time 
of the decedent's death.

In both of these situations, unless one of the two countries 
gives up its right to tax the property or allows a credit for 
the estate taxes paid to the other country, the estate will be 
subject to double taxation. A similar situation exists for gifts.

The proposed treaty will alleviate double taxation on gifts 
and estates of U.S. citizens and domiciliaries and U.K. domiciliaries 
by permitting each asset held by an estate or each gift to be 
subject to primary tax jurisdiction in only one of the two countries. 
This is accomplished in the treaty by allowing both countries 
to impose their tax but requiring one of the countries to allow 
a credit against its tax for the taxes paid to the other country.
In most situations, the treaty allows the country of domicile 
to assert primary tax jurisdiction. However, the situs country 
is given a priority of taxation in the case of real property 
and business property (i.e., assets of a permanent establishment 
or a fixed base) which are located in that country.

46-730 0 - 7 9 - 5
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Determination of domicile
General.— The treaty provides that the domicile of an individual will be determined separately under the laws of each »country. If only one of the two countries treats the individualas a domiciliary under its domestic laws, then that is the countryof domicile for purposes of the treaty. However, if both countriestreat the individual as a domiciliary under their domestic laws,then the treaty sets forth an extensive set of rules to deter-mine the individual's domicile for purposes of establishingprimary tax jurisdiction under the treaty. The approach usedin this set of rules is to recognize that where an individualdomiciled in both countries is a national of one of the twocountries and has been resident for only a limited period oftime in the other country, his ties with the country of residenceare not sufficient to justify the assertion of primary taxjurisdiction by that country. However, where an individual hasbeen domiciled in both countries for a substantial period of time,the country with which he has his closest ties (such as the placeof his permanent home) has the greater claim to domicile and,thus, primary tax jurisdiction will generally be allowed to thatcountry.
U.S, wives of U.K. domiciliaries.— Following the negotiation of the treaty, certain American women who are resident in the United Kingdom and who are married to U.K. nationals expressed concern about their treatment under the proposed treaty. Their concern related to a problem which arose and was resolved in connection with the pending income tax treaty. Under U.K. law prior to 1974, women of other nationalities who resided in the United Kingdom were conclusively presumed to be U.K. domiciliaries—  and subject to tax on their non-U.K. assets— if they were married to U.K. nationals domiciled in the United Kingdom. In contrast, where the man was the foreign national resident in the United Kingdom and married to a resident U.K. national, domicile depended on all the surrounding facts and circumstances. U.K. law was amended in 1974 to eliminate their discriminatory treatment of foreign women who married U.K. nationals after 1974 by applying the facts and circumstances test in that situation also. The statutory change did not, however, apply to marriages occurring prior to 1974.
The second protocol to the income tax treaty resolved this problem for income tax purposes by applying the new non-discriminatory rules to U.S. women who married U.K. nationals before 1974. A similar resolution was not made in connection with the proposed estate and gift tax treaty for two reasons. First, in most cases
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the American women who are affected by this change would be 
U.K. domiciliaries under the facts and circumstances test in 
any event, and therefore this change would not, as a practical 
matter, change their tax treatment. Second, in contrast with 
the pending income tax treaty, it is not always the case that 
treatment as a U.K. domiciliary is disadvantageous for U.S. 
wives of U.K. domiciliaries. The United Kingdom allows an 
unlimited marital deduction for transfers between spouses if 
both are U.K. domiciliaries. If one spouse is not a U.K. 
domiciliary, however, U.K. law only provides a limited marital 
exemption. Thus, if a wife leaves property to, or inherits 
property from, her U.K. domiciliary husband the transfer would 
be totally exempt from U.K. estate tax if she were treated as 
a U.K. domiciliary. However, because U.K. estate taxes are 
higher than U.S. estate taxes, she would pay more tax as a U.K. 
domiciliary on her property (not already subject to U.K. situs 
taxation) which she transfers to anyone but her husband. Thus, 
the domicile rule could result in more or less tax depending on 
her personal estate and gift planning.

A related item of concern expressed by these women is 
the "tie-breaker" test employed to determine the country of 
domicile for purposes of the treaty in the case of individuals 
who are treated by both countries as domiciliaries under their 
domestic laws. This concern only applies in the case of those 
who do not want to be treated as U.K. domiciliaries. Under the 
first test to determine domicile under the treaty, these women, 
as U.S. citizens, would be treated as U.S. domiciliaries and 
not U.K. domiciliaries if they were considered to have been 
domiciled in the United States at any time within the three 
years prior to death and they were not resident in the United 
Kingdom in 7 or more of the 10 years preceding death. If treat­
ment as a U.S. domiciliary cannot be established by the first 
test, such a woman would be treated as a domiciliary of the country 
in which she had a permanent home available. If domicile cannot 
be determined under that second test, either because she had a 
permanent home available in both countries or in neither, 
she would be treated for purposes of the treaty as being domiciled 
in the country "with which [her] personal and economic relations 
were closest (centre of vital interests)." These women requested 
that this test be modified so that it would not depend on the 
individual's personal relations with the two countries but only 
her economic relations. This change would be unacceptable to 
the British because all their estate tax treaties are dependent 
upon both personal and economic relations in the event that 
it is necessary to use this tiebreaker test and because that is the 
test used in the OECD model tax treaty. It is also a standard
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provision in U.S. estate tax treaties (including the U.S. model estate tax treaty), and it is employed in the present U.S.-U.K. estate tax treaty. Since it is the international norm, it is doubtful that it will be possible to change this test in 
U.S. tax treaties.

Estate and Gift Tax Treaty with France ______
The proposed treaty was signed by the United States and France on November 24, 1978. The portion of the proposed treaty dealing with estate taxation will replace the existing estate tax treaty and protocol between the United States and France, which have been in force since October 17, 1949. There is no existing gift tax treaty between the two countries.
In general, the proposed treaty with France is similar to the proposed treaty with the United Kingdom in its purpose, 

operation, and effect.
As in the case of the proposed U.K. treaty, the purpose of the proposed estate and gift tax treaty between the United States and France is to alleviate double taxation on estates and gifts of French and U.S. domiciliaries and U.S. citizens by modifying the jurisdictional rules of estate and gift taxation with respect to these individuals. The countries agree that an individual's country of domicile has primary tax jurisdiction on the estates and gifts of its domiciliaries. However, real property, business assets and tangible personal property which are located in the other country ("situs country") are generally subject to primary tax jurisdiction in the situs 

country.
The proposed French treaty differs from the proposed treaty with the United Kingdom in allowing primary jurisdiction to the situs country in the case of all tangible personal property, rather than only such property which is the business property of a permanent establishment. Under the U.K. treaty, primary tax jurisdiction over personal property not part of a permanent establishment is conferred on the country of domicile. However, like the U.K. treaty, the French treaty permits one country to tax on the basis of citizenship after allowing a credit for tax paid to the other country on the basis of domicile.
Also as in the case of the U.K. treaty, the French treaty modifies the domestic law jurisdictional rules of the two countries in situations where, under those laws, an individual is considered to be a domiciliary of both countries. In such circumstances, the countries agree to treat the individual
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as having only one country of domicile for purposes of the taxes 
covered by the treaty. The treaty sets forth several criteria 
for purposes of determining which country is the country of domi­
cile which in general apply concepts similar to those in the pro­
posed U.S.-U.K. treaty.

Income Tax Treaty with Hungary
The proposed treaty was signed on February 12, 1979, and 

was amplified by an Exchange of Notes signed the same day. No 
similar treaty between the two countries is in force at the 
present time.

The proposed treaty is similar to other recent U.S. income 
tax treaties and to the model income tax treaty of the Organiza­
tion of Economic Cooperation and Development (OECD) in virtually all respects.

As with the other U.S. tax treaties, its principal purpose 
is to reduce or eliminate potential double taxation of income 
earned by citizens and residents of either country from sources 
within the other country. The proposed treaty is intended to 
promote closer economic cooperation between the two countries 
and to eliminate possible barriers to trade caused by overlapping 
taxing jurisdictions of the two countries.

As in the other U.S. tax treaties, these objectives are 
principally achieved by each country agreeing to limit, in certain 
specified situations, its right to tax income derived from its 
territory be residents of the other. For example, the treaty 
contains the standard tax treaty provision that neither country 
will tax the business income derived from sources within that 
country by residents of the other unless the business activities 
in the taxing country are substantial enough to constitute a 
branch or other permanent establishment or fixed base (Article 7). 
Similarly, the treaty contains the standard "commercial visitor" 
exemptions under which residents of one country performing per­
sonal services will not be required to file tax returns and pay 
tax in the other unless their contacts with the other exceed 
certain specified minimums (Articles 13 through 18). Also, the 
proposed treaty provides that interest, royalties, capital gains 
and certain other income derived by residents of either country 
from sources within the other are generally to be taxed only 
by the country of residence and not by the country of source 
(Articles 10, 11, 12 and 19), and that dividends received by 
residents of one country from sources within the other are to 
be taxed at reduced rates by the country of source (Article 9).

In situations where the country of source retains the right 
under the proposed treaty to tax income derived by residents of 
the other country, the treaty generally provides for the relief 
by the country of residence of the potential double taxation 
(Article 20) through a foreign tax credit (in the case of the 
United States) or an exemption (in the case of Hungary).

*
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The treaty contains the standard provision (the "saving clause") contained in U.S. tax treaties that each country retains the right to tax its citizens and residents as if the treaty had not come into effect (Article 1). In addition, it contains the standard provision that the treaty will not be applied to deny any taxpayer any benefits he would be entitled to under the domestic law of either country or under any other agreement between the two countries (Article 24); that is, the treaty will only be applied to the benefit of taxpayers.
The treaty also contains standard nondiscrimination provisions and provides for exchanges of information and administrative cooperation between the tax authorities of the two countries to avoid double taxation and prevent fiscal evasion with respect to income taxes.

Income Tax Treaty with Korea
The proposed treaty was signed on June 4, 1976, and was amended by an Exchange of Notes signed the same day. No similar treaty is in force between the two countries at the present time.
The proposed treaty is substantially similar to other recent United States income tax treaties and to the model income tax treaty of the Organization for Economic Cooperation and Development (OECD). The proposed treaty establishes maximum rates for the U.S. and Korean withholding taxes on passive income payments flowing between the two countries. Also, a resident of one country will not be subject to tax in the other country on business profits unless those profits are attributable to a permanent establishment which the resident maintains in the other country. Similarly, for business visitors from one country temporarily present in the other, the host country may tax the vistors only if certain tests (based on time spent or amounts earned) are met.
The proposed treaty contains a special provision (Article 25), not found in other income tax treaties, which provides a special exemption from U.S. social security taxes for Korean residents who are working on a temporary basis in Guam. A similar exemption is provided in the Internal Revenue Code for Philippine residents temporarily present in Guam.
While the Korean treaty was pending before the Senate in the last Congress, several Senators expressed concern to the Treasury Department over the absence of a domestic registration, of "flag," requirement in the shipping article. However, it is understood that these concerns were allayed by Treasury's assurances that the proposed treaty would not create a tax incentive to register ships under foreign flags of convenience,
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.r a b h e r t h a n  t h e U.S. flag, and in many instances would assist 
gnrf'/?9  s h l p p e r s * T h e  treaty only applies to U.S. citizens
or anv nthp^fn X t  d °6 S  n O t  b e n e f i t  a Liberian, Panamanian,or any other foreign company even if the company is wholly 
owned by U.S. residents. *

If, on the other hand, 
subject to U.S. tax on its 
of foreign incorporation is 
not qualify for benefits to 
capital construction fund,

a U.S. company is used, it will be 
worldwide income, so the tax advantage 
lost; and at the same time, it would 
U.S. flag shipping, such as the 

which require a U.S. flag.
t h ® r e l a t e d  exchange of notes, the United States 

agrees, when feasible, to resume discussions with Korea with a 
would minimize the interference of the U.S. tax system with 
special incentives provided by Korea to promote the flow of 
United States capital and technology to Korea. The exchanqe
?xo“ ” th 1 ?h : i S i s“ . i n  ’ “ J”  “  t h e  n o t a s  **cha nge d*i n “ nnec-
i n  h °;S ' l n c ?m e  t a x treaty with Trinidad and Tobago.

s a™ \ e x c h a n g e  of notes, the Korean Government confirmed
trMfv h i d Tfnn l t l 2n ° f K o r e a n  t a x  f o r Purposes of the proposed 
treaty includes the Korean Defense Tax assessed on the taxes referred to in that definition (i.e., the Korean income tax 
and corporation tax) . tax

Conclusion

■ , Other than the issue in the proposed U.K. protocol dealinq 
with the drilling contractors, the proposed treaties and protocols 
before the Committee do not appear to present any significant 
items of controversy. Staff has analyzed the treaties and 
protocols and, in our opinion, they do not contain any provisions 
similar to ones which the Committee or the Senate has objected 
to in the past. Their provisions are substantially similar to 
provisions contained in other U.S. tax treaties which have in 
the past been considered and approved without objection by 
Committee and the Senate.

*

*
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Senator  J avits. Mr. Brockway, thank you very much for your 
testimony.

Our next witness is the Honorable Donald C. Lubick, Assis tant Sec­
retary for  Tax Policy, Department of the Treasury. ’

Mr. Lubick, welcome to the committee. I believe the Chair has 
already put  into effect the 5-minute rule, so we would appreciate you 
summarizing your testimony.

STATEMENT OF HON. DONALD C. LUBICK, ASSISTANT SECRETARY
FOR TAX POLICY, DEPARTMENT OF THE TREASURY; ACCOMPA­
NIED BY: JOHN RAEDEL, DEPUTY INTERNATIONAL TAX COUN­
SEL, DEPARTMENT OF THE TREASURY

Mr. Lubick. Thank you, Senator Javits . With me today is Mr. John 
Raedel, Deputy International Tax Counsel. W ith your permission, I  
would like my prepared statement and two letters referred to therein  to 
be incorporated into the record.

Senator  J avits. Without objection, the statement and the  letters will 
be incorporated into the record at the appropria te point.

TREASU RY SUPP ORT FOR TAX CON VENTION S AND PROTOCOLS

Mr. Lubick. The Treasury is in support of the fou r tax  conventions 
and two protocols th at are before you. In our statement we have listed 
the extensive treaty negotia ting program into which we have entered 
and the importance  of the tax conventions. These are im portant to the 
commercial activities of the United States and to international com­
mercial relations, and it is for  this  reason that  we would hope to secure 
prompt consideration by the Senate of these conventions. They are im­
port ant in our international relations  and they are important to Amer­
ican business operating abroad as well.

PH IL IP PIN E  CON VEN TION

I would like to spend one moment talking about a convention that is 
not being considered today, and this is the P hilippine  Convention that 
has been before the committee since December 1976. It  is my under ­
standing tha t th is convention is not being considered today because it 
does not contain the trad ition al reciprocal exemption from tax of 
income from the operation of airc raft  in internationa l traffic. At the 
suggestion of the committee, we went back and tried to  get the Phil ip­
pines to reconsider their  position and agree to a reciprocal exemption.
We were unable to secure that . »

We have given assurances tha t approval of the Philippine Conven­
tion would not be a precedent contrary  to the tra ditio nal U.S. negot i­
ating  position which seeks a reciprocal exemption. There are $1 billion 
of U.S. investment in the Philippines. The convention is very favor ­
able to most of tha t investment. We would urge tha t the convention 
not be defeated, part icularly  through  complete inaction, solely be­
cause we were unable to negotiate a preference benefit for just one 
industry.

I would hope th at at your next available opportuni ty you would be 
able to deal with the Philippine Convention.
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MAT TER  OF URGENCY ON FR EN CH  AND UN ITED  KINGDOM PROTOCOLS

The most important  matters before you are the French anti the 
United Kingdom protocols. They do have a matter of urgency about 
them.

As to the United Kingdom protocol, you have all heard testimony 
regarding the parliamentary situation. Two and a half weeks ago I 
met in the United Kingdom with the Minister  of  State and reported  
to him th at we were going to urge the Senate to proceed as quickly as 
possible to rati fy the protocol in accordance with the ir suggestion. I t is 
their suggestion t ha t the Senate will have to act first on the protocol 
before they take it up. They are fully aware of the position we are 
taking.

SEN ATE WILL NOT RECONSIDER ITS POSIT ION  ON ARTICLE  9 (4 )

With respect to the 9(4) issue, we have brought to their  attention 
the Japan  Line  case and we have told them that  we th ink it might be 
fruitfu l to proceed through  litigation, and tha t there is a very substan­
tial position th at the re sult they seek to accomplish through either the 
treaty or legislation can be accomplished through litigation.  We ad­
vised them that  it was not possible to get the Senate to reconsider its 
position on 9(4),  and I believe they understand that.

The matte rs tha t we have taken up in the United Kingdom pro­
tocol seem to have satisfied everyone with the possible exception of the 
drillers, and I would like to deal with those questions along the same 
lines as Mr. Brockway.

UN ITED  KIN GDO M JU ST IF IE D IN  TA XIN G DR ILL ING  ACT IVITIES

Fir st of all, as a matt er of tax policy, as Mr. Brockway has indi­
cated, there is noth ing unusual or unjustifiable about the United King­
dom taxing and having primary jurisdic tion to tax these activities in 
the United Kingdom. They are significant activities and they are 
within the general concept underlying the permanent establishment 
criterion for taxation.

The United Kingdom takes the position, and we believe a substan­
tial case can be made for it, that  even if there were no protocol, the 
same result would be reached. We have only confirmed that  which is 
already c lear under the possibility of U nited Kingdom statu tory law 
and the existing treaty and protocols, that  the United  Kingdom is 
entitled to tax these activities as the conduct of business through a 
permanent establishment in the United  Kingdom.

We are also uncertain whether, in fact, there is any harm to U.S. 
taxpayers in this matter. We have requested in March some specific 
information from the drillers. It has not been forthcoming. We 
wanted to see whether indeed many of these drille rs would obtain 
greater benefits under the trea ty than any possible loss through a h igh­
er rate of British taxation.  This has not been forthcoming.

I suspect that  on balance the United  Kingdom is justified and tha t 
there is very little  harm, if any, if the U nited Kingdom decides to go 
ahead and tax. What we are talk ing about is United  Kingdom tax, 
possibly at  a 52-percent rate, credited only a t a 46-percent rate under 
our s tatute. You are talk ing about a small difference. But again, they



70

operate throug h subsidiaries in the United Kingdom and if there are 
distributions of that. United Kingdom income, they will receive cred­
its under the United Kingdom system. So, in the long run, I would 
suspect that there is practically no difference.

Senator J avits. Thank you, Mr. Lubick. Would you provide this 
committee with the following information, in memorandum form, if 
possible. One is the fact tha t the  period of time specified and the  pro­
cedure followed is an entirely usual pract ice in our country and many 
others and tha t the 30-day period is not a discriminatory  exaction on 
American drillers.

The second poin t involves the de minimis nature of this proposition, 
which it prompts an immediate question. Considering the high national 
interest in seeing this trea ty approved—and, as you know, I have 
fought for this treaty  out of no interest other than my belief tha t i t is 
best for our country—do you think the British would insist on this 
provision in view of the fact th at they believe they have the righ t under 
the treaty to tax the driller s?

Mr. Lubick. We do, Senator Javi ts. We believe thei r position is 
justified. We would be very hard-pressed to ask them to  change it.

Senator J avits. So, the point tha t I  made before, that  the Treasury 
will not renegotiate this position, is affirmed ?

Mr. Lubick. That is correct, we will submit the  information which 
you request.

[Additional questions and answers follow.]
Mr. Donald C. Lubic k’s Answers  to Additional Questions Submitted by 

Senator J avits

Question 1. Article  VI of the Third Protocol to the U.S.-U.K. income tax  treaty  
cont ains  a provision  which perm its the  tax atio n of act ivit ies connected with the 
explorat ion or explo itatio n of the  seabed and subsoil and the ir na tu ra l resources  
af te r a period of 30  days in any twelve month period. Is this unu sua l?

Answer. As a ma tter of United Sta tes  tax  policy the re is nothing par ticu larl y 
unu sual or unjustifia ble abou t a provision which preserves a cou ntry ’s right to 
tax  explora tion  or explo itatio n connected acti vities af te r a 30-day period.

Congress, in the Tax Reform Act of 1969. enacted section 638  of the Inte rnal 
Revenue  Code specifically to assure  th at  the  United  Sta tes would be able to tax 
na tural resource explorati on and exploitat ion activities conducted in the con­
tin ental  shelf are as of th e United States.

Under domestic tax  law, the  Unite d Sta tes ’ right to tax the income from such 
act ivi ties  is not limited  by any time requirement. General ly, a foreign company 
is tax abl e in the United Stat es on its  income effectively connected with the con­
duct of a tra de  business in the  Unite d Sta tes even if th at  tra de  or business las ts 
no more tha n one day. It  seems to us difficult to argu e that  the  United Kingdom 
should not have a si milar right to ta x.

In addi tion,  pres erva tion  of a rig ht to tax  the  income derive d from business 
act ivit ies with out any time threshold is not  an unusual provision as a ma tte r of 
tre aty policy. Both the  United Sta tes  model income tax  tre aty and tha t of the 
Organization  for Economic Co-operat ion and Development (OE CD ) provide, as 
a general  rule, for the  tax atio n of busine ss profits  att rib uta ble  to a perm anen t 
esta blis hment with out specifying any time requirement before  which ther e can be 
no p erm anent establ ishment.

Question 2. Will Artic le VI of the  Thi rd Protocol adversely affect U.S. ta x­
pay ers in a significant way ?

Answer. This provision in large , if not full measure, repr esen ts merely a 
Treasury-to-Treas ury  tra ns fer of revenue which should not have a material im­
pact  on U.S. taxp ayer s.

Under this provision, the income from these exploration or explo itatio n con­
nected activ ities  in the  United Kingdom could be taxed by the  United Kingdom. 
Under both the  proposed tre aty  and our tax  law, a United Sta tes  company subject 
to thi s United  Kingdom tax  would be ent itled  to claim a fo reign tax  credit  against  
its  U.S. tax  liab ility  for the U.K. tax  which may be imposed. Ther e should be
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no do ub le ta xati on  in th ese  ci rc um stan ce s.  T ax  on th e inc om e is  pai d on ly  onc e, 
to  th e U.K.  tr ea su ry . W hi le  it  is tr ue  th a t th e  s ta tu to ry  co rp ora te  ta x  ra te  in 
th e U.K.  is hi gh er  th an  th a t in th e U.S .—52 pe rc en t vs. 46 pe rcen t, it  shou ld  be 
no ted th a t a t mo st th ere  is on ly a pote ntial  ex cess fo re ig n ta x  cr ed it  of 6  p er ce nt . 
R ut  even th is  pote ntial  ex ce ss  cr ed it  is  m it ig at ed  fu rt h e r by o th er  fa ct or s.  By 
v ir tu e of  a va ri et y of  pr ov is io ns  of  U.K . ta x  law , th e  U.K . ef fecti ve  ta x  ra te  
ma y we ll be les s th an  52 pe rc en t an d our ov er al l fo re ig n ta x  cr ed it  li m itat io n 
wo uld per m it  th e U.S. co mpa ny  to offse t an y ex ce ss  fo re ign ta x  cre d it  on  th is  
incom e ag ai nst  th e U.S.  ta x  li ab il ity on an y oth er  lo w er -tax  incom e fro m oth er  
fo re ign co un tr ie s which  th e  U.S . co mp any ma y ha ve . On ba lan ce , we  do no t be­
lie ve  th is  prov is ion wi ll ad ve rs el y af fect U.S.  ta xpayers  in an y m ate ri a l way.

Mo reo ver , we  ha ve  re pe at ed ly  as ke d th e dri ll in g  in dust ry  re pre se nta tives  to 
ex pl ai n spec ifi ca lly  wh y th ey  wo uld he ad ve rs el y af fected  an d we  ha ve  no t re ­
ce ive d an y hard  ev iden ce  from  an y co mp any of  spe cif ic ha rm . In de ed , our im ­
pr es sion  is  th a t th e  co nc ern ex pr es se d ov er  th is  pr ov is ion is no t an  in dust ry ­
wide o ne, but ra th e r th a t of  only  a  few  com pa nies .

Senator J avits. That would be very helpful. We have a meeting 
scheduled for next Wednesday at which we will discuss this treaty.

Mr. Lubick. We made the points in a lette r to each member of the 
committee, and we will provide the informat ion for insertion into 
the record.

Senator J avits. Especially the de minimis problem.
Mr. Lubick. Yes.
[The letter referred to above follows:]

Department of th e Treasury,
E mbassy of the 

United States of America,
May 18, 1979.

Mrs.  Anne Smallwood,
Inla nd Revenue ,
Somerset House, The Strand ,
London, WC 2.

Dear Mrs. S mallwood : In  th e co ur se  o f di sc us sion s be tw ee n de lega tio ns  o f th e 
U ni ted S ta te s D ep ar tm en t of  th e T re as ury  an d th e U ni te d Ki ngdom In la nd 
Rev en ue  on th e Co nv en tio n be tw ee n th e U ni te d S ta te s of  Amer ica an d th e Gov­
er nm en t of  th e Uni ted Kingd om  of  G re at  B ri ta in  an d N orthe rn  Ir el an d fo r th e 
av oi da nc e of do ub le  ta xati on  and th e pr ev en tion  of  fiscal ev as ion w ith  re sp ec t to 
ta xes on incom e an d cap it a l ga in s sig ne d a t Lo nd on  on De cemb er 31, 1975, as  
am en de d by No tes  ex ch an ge d a t Lo ndon  on Apr il 13, 1976, an d by Pro to co ls  
sign ed  a t Lo ndon  on Aug us t 26, 1976, March  31. 1977. and M arch  15, 1979 (t he 
Con ve nt ion as  am en de d by th e  Notes  an d Pro to co ls  be ing here in aft er re fe rr ed  
to as  th e  “C on ve nt io n” ), you in di ca te d th a t you di d no t in te rp re t para g ra phs 
(1 ) an d (2 ) of  A rt ic le  2 (T ax es  Cov ered ) of  th e  Con ve nt ion to  en co mpa ss  th e 
ta xes imposed under  Se ct ions  1401, 3101, an d 3111 of  th e In te rn a l Rev en ue  Code 
of  1954. as  am en de d,  sinc e th es e ta xes a re  in eff ec t So cia l Se cu ri ty  In su ra nce  
co nt ribu tion s.  You no ted th a t,  notw it hst andin g  para g ra ph  (2 ) of  A rt ic le  23 
(E lim in at io n  of  Do ub le T axati on ) of  th e Co nv en tio n, th e laws in fo rce in th e 
U ni ted Ki ngdom wo uld no t al lo w  th e g ra n ti ng  of  a cr ed it  ag ain st  a ta x p ay e r’s 
U ni ted Kingdom ta x  li ab il ity  fo r am ou nt s of  su ch  ta xes pa id  to  th e U ni ted 
S ta te s.

In  vie w of  th e fo rego ing,  we  ag re ed  th a t nei th er  th e Uni ted S ta te s D ep ar tm en t 
of th e  T re as ury  nor  th e  I ’ni te d Ki ng do m In la nd  Re ve nu e wo uld  in te rp re t p a ra ­
gra phs (1 ) an d (2 ) of  A rt ic le  2 (T ax es  Co ve red)  of  th e Con ve nt ion to  includ e 
ta xes  im posed un de r Se ct ions  1401, 3101. an d 3111 of  th e In te rn al Re ve nu e Code.

If  th e fo re go ing is in ac co rd an ce  w ith your  under st an din g of  th e in te rp re ­
ta ti on  of  para g ra phs (1 ) an d (2 ) of  A rt ic le  2 of  th e Con ve nt ion,  th e  Uni ted 
S ta te s D ep ar tm en t of  th e T re asu ry  w ill  co ns id er  th is  le tt er,  to get her  w ith you r 
le tt e r in rep ly  to it , as  co nf irm ing th e official  view s of  o ur tw o D ep ar tm en ts . 

Sinc erely ,
H. David Rosenbloom. 

Director, Office of  I nternational  Tax  Affairs.
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I nland Revenue,
Somerset House,

London,WC2R 1LB,Mr. H. David Rosenbloom, May 21, 1979.Director, Office of  In ternational  Tax  Affairs , Department of the Treasury, Wash- *ington, D.C.
Dear Mr. Rosenbloom : In reply to your le tte r of 18 May 1979, I am wri ting  to confirm our agreement with the  interp retation of par agraph s (1) and (2) of Artic le 2 of the  Convention for the  avoidance of double taxatio n and the  prevention of fiscal evasion with respect  to taxes on income and cap ital  gain s between our Countries which was signed on 31 December 1975 and amended by Notes exchanged on 13 April 1976 and by Protocols signed on 26 August 1976,31 March 1977 and 15 March 1979.
There is no power under United  Kingdom law, to which Artic le 23 of the  Con­vention refers, to allow cred it aga ins t United Kingdom tax  for the  taxes imposed under Sections 1401, 3101 and 3111 of the  IR Code of 1954 as amended. From the United Kingdom point  of view they cannot therefo re be covered by the Con­vention, and we accep t your  conclusion that  nei ther country should int erp ret  paragraph s (1) and  (2) of Article  2 of the Convention as including those  taxes.This let ter  togethe r with yours of 18 May 1979 will be take n as confirm ation by the United  Kingdom Inland Revenue of the  official views of our two depa rt­ments.

Yours sincerely, Mrs. A. H. Smallwood,
Commissioner of Inland Revenue .

PRO TOCOL TO U .S .-FR A N C E  CO NVE NT IO N

Let me turn briefly to the convention between tbe United States and France, and the protocol to that. Again, we are dealing with a sticky question of double taxation under French law and US.  law. This applies to Americans who are resident in France. They are U.S. citi­zens and the refore are subject to taxa tion in tbe United States on the basis of citizenship. Much of their  income for U.S. purposes is U.S. source income. So normally we would not give a foreign tax credit for a French tax based on that  income.
The protocol carves up the disputed area in what we believe is a reasonable way. I believe that  most of our citizens in France are  satis­fied with it and are urging you to proceed. There is urgency in this matter because the new French mode of taxation has taken effect.The convention between the United States and Hungary  follows very closely our U.S. model, so there should he no partic ular  problem.

NO  PR OB LE MS  PR ES EN TE D BY  KO RE AN  TR EA TY

The Korean Treaty  also does not seem to present any particular  problem. Some questions were raised about the social security exemp­tion and we th ink it is consistent with our policy. We have negotiated recently another protocol with the Soviet Union which gives some ex­emptions for social security taxes, in those cases where it is unlikely that the employees will ever receive benefits. We think  tha t Korea should go ahead.
ES TA TE  TA X CO NVEN TI ONS BETW EE N U N IT E D  STATES- UNIT ED KI NG DO M 

AN D U N IT E D  ST AT ES -F RA NC E

The two estate tax conventions involving the United States and the United Kingdom, and the United  States and France, are necessary because they  reconcile the new U.S. estate and gift  tax laws adopted in 1976 with the foreign tax rules, and establish the curren t U.S. treaty  position o f taxing primarily on the basis of domicile rather than on the basis of the situs of property. We have heard no objection to these Treaties and would urge  that you go ahead on th at basis.
If  there are any questions, T would be pleased to  deal with them.[Mr. Lubick's prepared statement  follows:]
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STATEMENT BY DONALD C. LUBICK 
ASSISTANT SECRETARY FOR TAX POLICY 

DEPARTMENT OF TREASURY 
BEFORE THE

SENATE FOREIGN RELATIONS COMMITTEE 
WASHINGTON, D .C .

Mr . C hai rm an an d m em be rs  o f  th e  C om m it te e :

I am v e ry  p le a s e d  to  a p p e a r  b e f o r e  your C om m it te e  to d a y  
in  s u p p o r t  o f  fo u r  Tax C o n v e n ti o n s  an d tw o P r o t o c o l s  to  Tax 
C o n v e n ti o n s  c u r r e n t l y  p e n d in g  b e f o r e  th e  S e n a te .  Th e fo u r  
p ro p o s e d  Tax  C o n v e n ti o n s  a r e :  an  In co m e Tax  C o n v e n ti o n  w it h  
K o re a , an  In co m e Tax  C o n v e n ti o n  w it h  H u ngary , an  E s ta t e  an d 
G i f t  Tax  C o n v e n ti o n  w it h  th e  U n it e d  Kingdom an d an  E s ta t e  
an d G i f t  Tax  C o n v e n ti o n  w it h  F ra n c e . The tw o P r o to c o l s  
w ould  ame nd th e  p ro p o s e d  In co m e Tax  C o n v e n ti o n  b e tw een  th e  
U n it e d  S t a t e s  an d th e  U n it e d  Kingdom an d th e  e x i s t i n g  In co m e 
Tax C o n v e n ti o n  be tw een  th e  U n it e d  S t a t e s  an d F ra n c e .

G e n e ra l R em ar ks

B e fo re  d i s c u s s i n g  th e s e  P r o t o c o l s  an d C o n v e n ti o n s  I 
w ou ld  l i k e  to  b r i e f l y  h i g h l i g h t  th e  d e v e lo p m e n t o f  th e  U .S . 
ta x  c o n v e n ti o n  p ro g ra m  s i n c e  th e  T re a s u r y  l a s t  a p p e a re d  
b e f o r e  t h i s  C om m it te e  on  th e  s u b j e c t  o f  ta x  c o n v e n t io n s  in  
J u l y  o f  1977 . S in c e  t h a t  t im e ,  we have  c o n t in u e d  to  work to  
ex pand  an d im pro ve  th e  U .S . ta x  c o n v e n t io n  n e tw o rk . In  
th e  l a s t  two y e a r s ,  we have  been  en g ag ed  in  d i s c u s s i o n s  
w it h  tw e n ty - s ix  c o u n t r i e s *  an d have had  p r e l im in a r y  
c o m m u n ic a ti o n s  w it h  s e v e r a l  o t h e r s .  T h is  r e p r e s e n t s  an

* /  A r g e n t in a ,  A u s t r a l i a ,  B a n g la d e s h , C a n a d a , C o s ta  R ic a , 
C y p ru s , D en m ar k,  E g y p t,  F r a n c e , G er m an y, H u n g ary , I n d i a ,  
I s r a e l ,  I t a l y ,  J a m a ic a , J a p a n ,  M a l ta , th e  N e th e r l a n d s ,  New 
Z e a la n d , N ig e r i a ,  N or w ay , th e  P h i l i p p i n e s ,  th e  U nio n o f  
S o v ie t  S o c i a l i s t  R e p u b l i c s ,  S r i  L an k a , T u n is i a  an d th e  
U n it e d  Kingd om .



74

in c re a s e  in  th e  le v e l  o f  ou r a c t i v i t y  on ta x  c o n v e n ti o n s  
w h ic h  is  a t t r ib u t a b le  to  s e v e ra l f a c t o r s .

F i r s t ,  our e x p e r ie n c e  d u r in g  t h is  p e r io d  ha s be en  th a t  
mo re U .S . ta x p a y e rs  are  be co m ing aw are o f  th e  v a lu e  and 
im p o rta n c e  o f  ta x  c o n v e n ti o n s  -  b o th  as v e h ic le s  f o r  c o n f ir m in g  and c la r i f y i n g  th e  r u le s  o f  ta x a t io n  w h ic h  a p p ly  to  econom ic  t r a n s a c t io n s  be tw een th e  tw o c o n t r a c t in g  s ta te s  and as a means o f  f a c i l i t a t i n g  th e  h a rm o n iz a ti o n  o f  d i f f e r e n t  ta x  syste m s in  o rd e r  to  re s o lv e  c o n f l i c t s  and to  a v o id  d o u b le  ta x a t io n .  B oth  o f  th e se  fu n c t io n s  o f  a ta x  c o n v e n ti o n  h e lp  to  m i t ig a te  im ped im en ts  to  th e  f r e e  f lo w  o f  c a p i t a l  and te c h n o lo g y  and to  s im p l i f y  th e  b u s in e s s  
d e c is io n -m a k in g  p ro c e s s .

Sec ond , th e  ad van ta ges  o f  a ta x  c o n v e n ti o n  a re  a ls o  
be co m in g a p p a re n t to  mo re fo r e ig n  g o ve rn m en ts . Tax  conven­t io n s ,  th ro u g h  t h e i r  p r o v is io n s ' fo r  th e  exc han ge  o f  
in fo r m a t io n  and m u tu a l agre em ent p ro c e d u re s , a re  u s e fu l 
t o o ls  in  th e  e f f o r t  to  re duce  in te r n a t io n a l  ta x  avo id ance  and e v a s io n  and p ro v id e  a fo rm a li z e d  mea ns f o r  c o o p e ra t io n  betw een th e  ta x  a u t h o r i t i e s  o f  th e  c o n t r a c t in g  s ta te s .  
M o re o ve r,  d e v e lo p in g  c o u n t r ie s  seem more aw are t h a t  an 
inco m e ta x  c o n v e n ti o n  w i th  th e  U n it e d  S ta te s  s ig n a ls  a p o s i t iv e  a t t i t u d e  to w ard  U .S . in v e s tm e n t and, as such , may h e lp  to  s t im u la te  su ch  in v e s tm e n t.

T h ir d ,  th e  T re a s u ry  ha s ta ke n  s e v e ra l s te p s  w h ic h  
s u p p o rt th e  in c re a s e d  in t e r e s t  in  ta x  c o n v e n ti o n s .  We ha ve  p u b l ic iz e d  ta x  c o n v e n ti o n  n e g o t ia t io n s  and ha ve  c re a te d  o p p o r tu n it ie s  fo r  p u b l ic  p a r t i c ip a t io n  d u r in g  th e  p ro c e s s  o f  n e g o t ia t in g  a ta x  c o n v e n ti o n .

A ta x  c o n v e n ti o n  is  n e g o ti a te d  on b e h a lf  o f  th e  U n it e d  S ta te s  by  re p r e s e n ta t iv e s  o f  th e  T re a s u ry  in  c o n s u l ta t io n  w i th  th e  D epartm ent o f  S ta te .  T y p ic a l ly ,  ou r c o u n te rp a r ts  in  a n e g o t ia t io n  are  re p r e s e n ta t iv e s  o f  th e  fo r e ig n  ta x  ad ­m in is t r a t io n .  The p u b l ic  do es  n o t p a r t i c ip a t e  in  th e  a c tu a l g o v e rn m e n t- to -g o v e rn m e n t d is c u s s io n s .  H owever,  we ha ve  u n d e rta k e n  to  ke ep  th e  p u b l ic  aw are o f  our s c h e d u le d  ne go ­
t i a t i o n s  and to  p ro v id e  th e  p u b l ic  w it h  in fo r m a t io n  ab ou t th e  p o s it io n s  we m ig h t be ta k in g  in  p a r t i c u l a r  n e g o t ia t io n s .  
We ha ve  t r ie d  to  a c c o m p li s h  t h is  o b je c t iv e  th ro u g h  s e v e ra l m eans.
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I t  has be en  ou r p r a c t ic e  d u r in g  re c e n t  y e a rs  to  is s u e  
news re le a s e s  id e n t i f y i n g  th e  c o u n t r ie s  whe re  we a re  en ga ge d 
in  a c t iv e  n e g o t ia t io n s .  Th ese news re le a s e s  a re  p u b li s h e d  
in  th e  F e d e ra l R e g is te r  and T re a s u ry  s o l i c i t s  commen ts from  
th o se  w it h  an in t e r e s t  in  th e  p a r t i c u la r  c o u n t r ie s  in v o lv e d .

The T re a s u ry  a ls o  ha s in v i t e d  p u b l ic  p a r t i c ip a t io n  a t • 
op en  m e e ti n g s  on s p e c i f ic  ta x  c o n v e n ti o n s .  Th es e p u b l ic  
m e e ti n g s  t y p i c a l l y  ta k e  p la c e  a t  a tim e  when n e g o t ia t io n s  
make i t  ap pe ar  l i k e l y  t h a t  a c o n v e n ti o n  w i l l  be c o n c lu d e d . 
G e n e ra ll y ,  we l i k e  th e  n e g o t ia t io n s  to  ha ve  pro ceeded to  th e  
p o in t  whe re  we ha ve  a re a s o n a b ly  f u l l  u n d e rs ta n d in g  o f  th o se  
a s p e c ts  o f  th e  fo r e ig n  ta x  la w  w h ic h  sh o u ld  be a d d re sse d .
The pu rp ose  o f  th e se  p u b l ic  m e e ti n g s  is  to  le a rn  ab ou t th e  
e x p e r ie n c e s  and p ro b le m s o f  U .S . ta x p a y e rs  in  th e  fo r e ig n  
j u r i s d i c t i o n  and to  d is c u s s ,  in  g e n e ra l te rm s , th e  
T re a s u ry 's  n e g o t ia t in g  o b je c t iv e s .  When p o s s ib le ,  we a ls o  
t r y  to  in d ic a te  whe re  i t  may be n e c e s s a ry  to  d e v ia te  from  
th e  U n it e d  S ta te s ' p re fe r r e d  n e g o t ia t in g  p o s i t io n  w h ic h  is  
em bo died  in  th e  U .S . Mod el Inco me Tax C o n v e n ti o n  w h ic h  
i t s e l f  ha s been in  th e  p u b l ic  do m ai n s in c e  19 75. The U .S . 
M ode l,  w h ic h  was la s t  re v is e d  in  May o f  19 77 , is  s im i la r ,  in  
many  re s p e c ts ,  to  th e  Mod el  Inco me Tax C o n v e n ti o n  p u b li s h e d  
by  th e  O rg a n iz a ti o n  fo r  Eco no mic  C o o p e ra ti o n  and D e ve lo p ­
m en t.  The U n it e d  S ta te s  a ls o  p u b li s h e d  a Mod el E s ta te  and 
G i f t  Tax C o n v e n ti o n  on March  16, 19 77 . The U n it e d  S ta te s  is  
th e  o n ly  c o u n try  w h ic h  p u b li s h e s  i t s  mod el  ta x  c o n v e n ti o n s .

A n o th e r s te p  th a t  th e  T re a s u ry  ta k e s  to  in v o lv e  th e  
p u b l ic  is  to  re le a s e  a p ro posed  ta x  c o n v e n ti o n  to  th e  p u b l ic  
as soon  as i t  ha s been s ig n e d . T h is  g iv e s  th e  p u b l ic  an 
o p p o r tu n it y  to  com ment on th e  s p e c i f i c  p r o v is io n s  o f  th e  
c o n v e n ti o n  b e fo re  i t  is  a c t u a l l y  s u b m it te d  to  th e  S en a te .

F in a l l y ,  t h i s  in c re a s e d  a c t i v i t y  ca n be a t t r ib u t e d ,  in  
p a r t ,  to  ch ang es  in  th e  ta x  la w s o f  e i t h e r  th e  U n it e d  S ta te s  
or th e  fo r e ig n  j u r i s d i c t i o n s .  S e v e ra l o f  th e  C o n v e n ti o n s  
and P ro to c o ls  you a re  c o n s id e r in g  to d a y  wer e pro m pte d by  
su ch  changes.

The n e g o t ia t io n  o f  th e  p ro posed  Inco me Tax  C o n v e n ti o n  
w it h  th e  U n it e d  K in gdom , w h ic h  t h i s  C om m it te e exa m in ed in  
1977, be ga n as a r e s u l t  o f  a ch ang e in  U n it e d  King do m la w .
In  1973, th e  U n it e d  King do m ch ang ed  i t s  la w  fr om  a c la s s ic a l  
syste m  o f  t a x a t io n  —  whe re  c o r p o r a t io n s  and  t h e i r  s h a re ­
h o ld e rs  a re  ta xe d  s e p a ra te ly  —  to  a p a r t i a l l y  in te g r a te d  
syste m  wher e th e  ta x a t io n  o f  c o rp o ra te  p r o f i t s  is  p a r t i a l l y  
m it ig a te d  by  c r e d i t in g  to  s h a re h o ld e rs  ta x e s  p a id  on th e
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c o r p o r a t io n 's  e a rn in g s .  The ch an ge  in  th e  U n it e d  King do m 
la w  d is c r im in a te d  a g a in s t  U .S . in v e s tm e n t and th e  T re a s u ry  
sough t a m o d if ic a t io n  o f  th e  C o n v e n ti o n  to  e li m in a te  th e  
d is c r im in a t io n .  Tod ay,  we w i l l  be d is c u s s in g  a P ro to c o l to  
t h i s  p ro posed  C o n v e n ti o n .

The  P ro to c o l to  th e  e x is t in g  Inco me Tax C o n v e n ti o n  w it h  
F ra nce is  a ls o  an ex am ple o f  a r e v is io n  th a t  i s  ne ed ed  
be ca use  o f  a ch an ge  in  fo r e ig n  la w . E f fe c t iv e  J a n u a ry  1, 
19 79 , F ra nce w i l l  ha ve  a new ta x  la w  th a t  s ig n i f i c a n t l y  
ch ang es  th e  Fre nch  inco me ta x  l i a b i l i t y  o f  U .S . p e rs o n s  who 
re s id e  in  F ra n ce . The P ro to c o l i s  ne ce ssa ry  to  r e l ie v e  th e  
d o u b le  ta x a t io n  th a t  w i l l  r e s u l t  when th e  new F re nch la w  
comes in to  e f f e c t .

New c o n v e n ti o n s  may a ls o  be n e ce s s a ry  when th e  U n it e d  
S ta te s  ch ang es  i t s  ta x  la w . For  exam ple , in  1976 th e  e s ta te  
ta x  la w  o f  th e  U n it e d  S ta te s  ch an ge d s ig n i f i c a n t l y .  The  
m o d if ic a t io n s  in  U .S . la w  ha ve  made i t  ne ce ssa ry  to  r e ­
exa m in e th e  v i t a l i t y  o f  U .S . e s ta te  ta x  c o n v e n ti o n s .  The 
tw o pro posed e s ta te  ta x  c o n v e n ti o n s  c u r r e n t ly  b e fo re  t h i s  
Com m itt ee a re  th e  f i r s t  to  r e f l e c t  th e  1976  changes.

As yo u can im a g in e , ch ang es  in  e i t h e r  U .S . o r f o r e ig n  
ta x  la w  t h a t  a re  im p o r ta n t  en ou gh  to  w a rra n t  a m o d i f ic a t io n  
o f  an e x is t in g  ta x  c o n v e n ti o n  a ls o  w a rra n t p ro m pt a c t io n .
Our g o a l in  su ch  cases is  to  make c e r t a in  th a t  a p r o to c o l o r 
new c o n v e n ti o n  is  n e g o ti a te d  as soon  as p o s s ib le .  And , we 
may re q u e s t t h a t  th e  m o d if ic a t io n  p ro v id e  r e l i e f  fr om  th e  
ch an ge  in  th e  ta x  la w  ba ck  to  th e  tim e  o f  i t s  i n i t i a l  
a p p l ic a t io n .  T ha t i s  th e  way th e  p ro posed  Inco me Tax Con­
v e n t io n  w it h  th e  U n it e d  King do m is  d e s ig n e d . The pro posed 
P ro to c o l w it h  F ra nce a ls o  ha s th a t  o b je c t iv e .

P ro v id in g  ta x p a y e rs  w i th  t h i s  ty p e  o f  r e t r o a c t iv e  
p r o te c t io n  can , how ever,  c re a te  p ro b le m s . Fo r exa m p le , th e  
pro posed  C o n ve n ti o n  w it h  th e  U n it e d  King do m ha s an e f f e c t iv e  
d a te  t h a t  go es  back  in  some cases to  19 73 . Ass um in g th a t  
th e  C o n v e n ti o n  comes in to  fo r c e  in  1979, th e  ta x  a u t h o r i t i e s  
o f  th e  U n it e d  S ta te s  and th e  U n it e d  King do m w i l l  ha ve  to  
co pe  w it h  am endm ents to  ta x  re tu r n s  fo r  as  many as s ix  
y e a rs .  In  th e  cas e o f  th e  F re nch P r o to c o l,  th e  e f f e c t iv e  
d a te  is  a ls o  f ix e d :  Ja n u a ry  1, 1979, th e  ti m e  when  th e  new 
le g i s l a t i o n  ta k e s  e f f e c t .

The a b i l i t y  to  re spond q u ic k ly  is  im p o r ta n t  to  th e  U.S . 
ta x  c o n v e n ti o n  p ro g ra m . We m us t be a b le  to  re a c t  to  ch ang es  
in  f o r e ig n  and U .S . la w  in  a ma nner  t h a t  a ll o w s  a p r o to c o l
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o r new c o n v e n ti o n  to  add re ss  a p ro b le m  fr om  i t s  in c e p t io n  
and to  do so in  a t im e ly  fa s h io n .  I f  a pro posed p r o to c o l o r 
c o n v e n ti o n  th a t  is  r e t r o a c t iv e  ag es  b e fo re  co m ing in to  fo rc e  
i t  c re a te s  u n c e r ta in t y  and p ro b le m s o f  a d m in is t r a t io n .  I f  a 
p r o to c o l o r new c o n v e n ti o n  is  n o t r e t r o a c t iv e  to  th e  d a te  o f  
th e  new fo r e ig n  la w , th e n  d e la y in g  i t s  n e g o t ia t io n  o r 
r a t i f i c a t i o n  p re v e n ts  th e  t r e a t y 's  p r o te c t io n  from  a p p ly in g  
to  th e  f u l l  p e r io d  whe re  ta x p a y e rs  a re  a f f e c te d .  In  e i t h e r  
c a s e , d e la y  causes th e  U .S . ta x  c o n v e n ti o n  pro gra m  to  be 
le s s  th an  f u l l y  e f f e c t i v e .  In  t h i s  re g a rd ,  th e  c o o p e ra t io n  
o f  t h i s  Com m itt ee and  o f  th e  S enate  is  o f  th e  u tm os t 
im p o r ta n c e .

We are  g r a t e f u l  to  th e  Com m it te e f o r  ta k in g  up t h is  
g ro u p  o f  C o n v e n ti o n s  a t  t h i s  t im e . We hope th a t  yo u r a c t io n  
w i l l  a ll o w  th e  S enate  to  fo cu s  on and c o n s e n t to  th e se  
agre em ents  soon.

I  would l i k e  to  sp en d a mom ent on th e  p ro posed  Inco me 
Tax  C o n ve n ti o n  be tw ee n th e  U n it e d  S ta te s  and th e  R e p u b li c  o f  
th e  P h i l ip p in e s .  T ha t C o n v e n ti o n  was s u b m it te d  to  t h i s  
C om m itt ee in  Decem ber o f  1976 and is  n o t b e in g  c o n s id e re d  
to d a y .  I  u n d e rs ta n d  th e  P h i l ip p in e  C o n v e n ti o n  is  n o t b e in g  
c o n s id e re d  to d a y  be ca use  i t  do es  n o t c o n ta in  ou r t r a d i t i o n a l  
r e c ip r o c a l  e xe m p ti o n  fr om  ta x  o f  in co m e fr om  th e  o p e ra t io n  
o f  a i r c r a f t  in  in t e r n a t io n a l  t r a f f i c .  I  t h in k  th e  Com m itt ee 
s h o u ld  know th a t  in  1978, a t  th e  re q u e s t o f  th e  a f fe c te d  
U .S . a i r l i n e s ,  T re a s u ry  a g a in  p ro posed  t h a t  th e  P h i l ip p in e  
G ov ern m en t re c o n s id e r  i t s  p o s i t io n  and  ag re e to  a r e c ip r o c a l 
e x e m p ti o n . The P h i l ip p in e s  a g a in  r e je c te d  ou r p ro p o s a l.

The Com m it te e sh o u ld  n o t be con ce rn ed  th a t  a p p ro v a l o f  
th e  P h i l ip p in e  C o n v e n ti o n  w ou ld  s e t  a p re c e d e n t c o n t ra r y  to  
th e  t r a d i t i o n a l  U .S . p o s i t io n  o f  e xe m p ti o n  f o r  p r o f i t s  o f  
in t e r n a t io n a l  a i r l i n e s .  In d e e d , i t  was to  p r o te c t  th e  p o s i­
t io n  o f  e xe m p tio n  th a t  i t  was d e c id e d  t h a t  th e  C o n v e n ti o n  
s h o u ld  n o t cove r a i r l i n e s  a t  a l l .  P re s id e n t  C a r te r  d i s ­
cussed t h is  is s u e  in  an A ugust 8 , 1977 l e t t e r  to  S en a to r 
C h u rc h . P re s id e n t  C a r te r  s ta te d  th a t  we do n o t re g a rd  th e  
P h i l ip p in e s  t r e a t y  as a p re c e d e n t on th e  a i r l i n e s  is s u e  and 
ga ve  h is  assu ra nce  th a t  th e  T re a s u ry  D epa rt m en t in  subse­
q u e n t n e g o t ia t io n s  would i n s i s t  s t re n u o u s ly  on a r e c ip r o c a l 
e x e m p ti o n .

T here  is  a b i l l i o n  d o l la r s  o f  U .S . in v e s tm e n t in  th e  
P h i l ip p in e s ,  and th e  p ro posed  C o n v e n ti o n  c o n ta in s  p r o v is io n s  
fa v o ra b le  to  mos t o f  t h a t  U .S . in v e s tm e n t.  I  b e li e v e  th a t  a
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C o n ve n ti o n  w h ic h  is  g e n e r a ll y  soun d and fa v o ra b le  to  U .S . in v e s tm e n t o u g h t n o t to  be d e fe a te d  —  e s p e c ia ll y  by  in a c t io n  —  m e re ly  be ca us e i t  do es  n o t o b ta in  th e  p r e fe r r e d  b e n e f i t  fo r  j u s t  one  in d u s t r y  —  th e  a i r l i n e s .  I  s t r o n g ly  u rg e  t h is  Com m itt ee to  c o n s id e r  th e  pro posed C o n v e n ti o n  w it h  th e  P h i li p p in e s  soon  and to  r e p o r t  i t  to  th e  Senate  fo r  i t s  c o n s id e r a t io n  on th e  m e r i t s .

I  w ould  now l i k e  to  su mmar ize th e  im p o r ta n t  fe a tu re s  o f  th e  s ix  C o n ve n ti o n s  and  P r o to c o ls .  A f u l l  e x p la n a t io n  o f  ea ch  o f  th e se  agre em ents  ha s be en  p re p a re d  by  th e  D epa rt m en t o f  th e  T re a s u ry . Those e x p la n a t io n s  ha ve  be en  s u b m it te d  to  th e  C om m it te e .

T h ir d  P ro to c o l to  th e  Pro posed Inco me Ta x C o n v e n ti o nbetw een th e  U n it e d  S ta te s  and  th e  U n it e d  Kingd om

The pro posed  Inco me Tax C o n v e n ti o n  w it h  th e  U n it e d  ,  King do m was s ig ne d  on Decem ber  31 , 19 75, and amended by anEx ch an ge  o f  N ote s s ig n e d  on A p r i l  13 , 1976 and P ro to c o ls  s ig ne d  on A ugust 26 , 1976 and March  31, 19 77 . On Ju ne  24, 1976, P re s id e n t  Fo rd  t r a n s m it te d  th e  pro posed C o n v e n ti o n  and th e  Exc ha ng e o f  Note s to  th e  Senate  fo r  i t s  a d v ic e  and  c o n s e n t.  The P ro to c o ls  we re s u b s e q u e n tl y  t r a n s m it te d  to  th e  Senate  and wer e c o n s id e re d  by  i t  a lo n g  w it h  th e  C o n v e n ti o n  and  Exc ha ng e o f  N o te s .

On Ju ne  27 , 19 78 , th e  S e n a te , by  a v o te  o f  82 to  5 , pa ss ed  a r e s o lu t io n  o f  r a t i f i c a t i o n  w it h  a r e s e r v a t io n  pro posed by  S en a to r Chur ch  on A r t i c l e  9 ( 4 ) .  A r t i c l e  9 (4 )  w ould  ha ve  r e s t r ic t e d  th e  po wer  o f  th e  s ta te s  o f  th e  U n it e d  S ta te s  to  a p p ly  th e  u n i t a r y  m et ho d o f  t a x a t io n  to  B r i t i s h  m u l t in a t io n a l  com pan ie s.

S ubsequent to  th e  S e n a te ’ s a p p ro v a l o f  th e  C o n v e n ti o n  w it h  th e  r e s e r v a t io n  on A r t i c l e  9 ( 4 ) ,  d is c u s s io n s  wer e h e ld  betw een r e p r e s e n ta t iv e s  o f  th e  U .S . T re a s u ry  D e pa rt m e n t and th e  U .K . In la n d  Rev en ue . The T h ir d  P r o to c o l,  w h ic h  was s ig n e d  on March  15 , 19 79 , is  a p ro d u c t o f  th o se  d is c u s s io n s .  A f te r  a p p ro v a l o f  th e  T h ir d  P ro to c o l by  th e  Senate  th e  U n it e d  King do m House o f  Commons mus t app ro ve  b o th  th e  p ro posed  C o n ve n ti o n  w it h  A r t i c l e  9 (4 ) m o d if ie d  and  t h i s  T h ir d  P ro to c o l b e fo re  th e  tw o docum ents  w i l l  come in to  f o r c e .

The pro posed C o n v e n ti o n  c o n ta in s  a number o f  s ig n i f i c a n t  b e n e f i t s  to  b o th  c o u n t r ie s .  C h ie f  among th e  b e n e f i t s  to  U .S . ta x p a y e rs  is  th e  p r o v is io n  fo r  pa ym en t to  U n it e d  S ta te s
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in v e s to r s  in  U n it e d  King do m c o r p o r a t io n s  o f  am ou nts in  
re s p e c t o f  th e  U .K . Adv an ce  C o rp o ra t io n  T ax.

The P ro to c o l e s s e n t ia l l y  do es  th re e  t h in g s :

(1 ) I t  con fo rm s  th e  C o n v e n ti o n  to  th e  Sen at e 
r e s e r v a t io n ;

(2 ) I t  l i m i t s  th e  am ou nt  o f  th e  U .K . P e tr o le u m  Revenue 
Tax  (" P R T ")  a ll o w a b le  as a c r e d i t  a g a in s t  U .S . ta x  
l i a b i l i t y ;

(3 )  I t  p ro v id e s  f o r  a s p e c ia l r u le  p e r ta in in g  to  th e  
t a x a t io n  o f  a c t i v i t i e s  c a r r ie d  on in  c o n n e c ti o n  w it h  th e  
e x p lo r a t io n  o r e x p lo i t a t io n  o f  th e  se ab ed  o r s u b s o il  and 
t h e i r  n a tu r a l re s o u rc e s .

The P ro to c o l a ls o  makes a number o f  te c h n ic a l c o r r e c t io n s  
and c l a r i f i c a t i o n s .

C o n fo rm it y  w it h  Senate  R e s e rv a ti o n

A r t i c l e  I  o f  th e  P ro to c o l con fo rm s  th e  t e x t  o f  th e  
C o n v e n ti o n  to  th e  Senate  r e s e r v a t io n  p ro posed  by  S ena to r 
C hurc h on A r t i c l e  9 ( 4 ) ,  w h ic h  d e a l t  w it h  th e  s o - c a ll e d  
u n i t a r y  metho d o f  t a x a t io n  em plo ye d by some o f  th e  s ta te s  o f  
th e  U n it e d  S ta te s .  The  P r o to c o l,  when r a t i f i e d  by  
P a r li a m e n t ,  w i l l  th u s  m e m o r ia li z e  B r i t i s h  acce p ta n ce  o f  th e  
Senate  r e s e r v a t io n .  S ta te s  o f  th e  U n it e d  S ta te s  w ould  n o t 
be p r o h ib it e d  fr om  use o f  th e  u n i t a r y  m eth od , a lt h o u g h  ea ch  
o f  th e  n a t io n a l go ve rn m en ts  o f  th e  tw o c o u n t r ie s  o b li g a te s  
i t s e l f  n o t to  use suc h a m eth od.

L im i t a t io n  o f  th e  C r e d i t a b i l i t y  o f  th e  P e tr o le u m  Re venue Tax

D u rin g  th e  Senate  d e b a te  on th e  C o n v e n ti o n , S e n a to r 
Ken ne dy  exp re sse d  co n c e rn  t h a t  th e  C o n v e n ti o n  w ou ld  p e rm it  
U n it e d  S ta te s  o i l  com pan ie s to  s h e lt e r  o i l  r e la te d  inco me 
fr om  o p e ra t io n s  in  OPEC c o u n t r ie s  w it h  excess  PRT made 
c r e d i t a b le  by  th e  C o n v e n ti o n . S e n a to r Ke nn ed y w it h d re w  h is  
p ro posed  r e s e r v a t io n  on t h i s  p ro b le m  ba se d upon an u n d e r­
ta k in g  g iv e n  by  th e  T re a s u ry  to  n e g o t ia te  a s u i ta b le  
l i m i t a t i o n  on th e  c r e d i t a b i l i t y  o f  th e  PRT. A r t i c l e  V o f  
th e  P ro to c o l a d d re sse s  S e n a to r K e n n e d y 's  c o n ce rn  by  l im i t i n g  
th e  c r e d i t a b le  PRT by  a fo rm u la  w h ic h  is  ba se d on  U n it e d  
Kingd om  sou rc e  ta x a b le  in co m e w h ic h  is  s u b je c t  to  th e  PRT. 
Th us  excess  PRT w i l l  n o t s p i l l  o v e r to  o f f s e t  U .S . ta x  on 
in co m e fr om  o th e r  c o u n t r ie s .



80

T a x a t io n  o f  O ff s h o re  A c t i v i t i e s

As a c o n c e s s io n  fo r  Sen at e r e je c t io n  o f  A r t i c l e  9 ( 4 ) ,  *th e  U n it e d  King do m re q u e s te d  a s p e c ia l r u le  c l a r i f y i n g  th e  r ig h t  o f  a s ta te  to  ta x  a c t i v i t i e s  c a r r ie d  on in  c o n n e c ti o n  w it h  th e  e x p lo r a t io n  o r e x p lo i t a t io n  o f  th e  se ab ed  o r su b­s o i l  and t h e i r  n a tu r a l re s o u rc e s . The pro posed C o n v e n ti o n  do es  n o t now ha ve  a perm anent e s ta b li s h m e n t r u le  s p e c i f -  •i c a l l y  d e a li n g  w it h  o f fs h o r e  a c t i v i t i e s  and i t  was n o t c le a r  how o th e r  perm anent e s ta b li s h m e n t r u le s  in  th e  C o n v e n ti o n  w ould  a p p ly  to  such  a c t i v i t i e s .

Und er  o rd in a ry  r u le s  g e n e r a ll y  g o v e rn in g  "p e rm an en t e s ta b li s h m e n ts "  and " f ix e d  bases" s u b s ta n t ia l am ou nt s o f  inco me d e r iv e d  from  a c t i v i t i e s  con ne c te d  w it h  e x p lo r a t io n  or e x p lo i t a t io n  o f  th e  seabed  o r s u b s o il  m ig h t es ca pe  ta x a t io n  ev en  th o ugh  th e re  is  a s ig n i f i c a n t  eco no m ic  c o n n e c ti o n  w it h  a c o n t r a c t in g  s ta te .  Some o f  th e  o f fs h o r e  a c t i v i t i e s  in  q u e s t io n  a re  m o b ile  in  n a tu re ,  a ll o w in g  th e  o p e ra to r  and eq u ip m en t to  spe nd a s h o r t  p e r io d  o f  tim e  w i t h in  a s ta t e .To f u r t h e r  c o m p li c a te  m a t te r s ,  th e  N o rt h  Sea is  bo un de d by  s e v e ra l c o u n t r ie s .  A ta x p a y e r  c o u ld  e a s i ly  ea rn  s u b s ta n t ia l am ou nt s o f  inco me in  one  s e c to r  and th en  move to  a n o th e r .

Und er  th e se  c ir c u m s ta n c e s ,  th e  U n it e d  S ta te s  agre ed to  d r a f t  a r u le  th a t  w ould  a ll o w  th e  sou rc e  j u r i s d i c t i o n  to  im po se  ta x  a f t e r  an o f fs h o r e  a c t i v i t y  is  c a r r ie d  o u t  in  a c o u n tr y  fo r  more th a n  30 days in  a tw e lv e  mon th  p e r io d .T h is  r u le  is  r e c ip r o c a l and w i l l  a ll o w  th e  U n it e d  S ta te s  to  ta x  r e s id e n ts  o f  th e  U n it e d  Kingd om  en ga ge d in  n a tu r a l 
re s o u rc e  e x p lo r a t io n  o r e x p lo i t a t io n  on th e  U n it e d  S ta te s  C o n t in e n ta l S h e lf  fo r  more th a n  30 days in  a tw e lv e  mon th p e r io d .

A c o n ce rn  exp re sse d  by  some com panie s a f fe c te d  by  t h is  new p r o v is io n  is  th a t  i t  w ou ld  u n f a i r l y  s u b je c t  them  to  p o t e n t ia l  ta x a t io n  in  th e  U n it e d  K in gdom . We b e li e v e  to  th e  c o n t r a r y ,  t h a t  i t  is  a re a s o n a b le  and j u s t i f i a b l e  p r o v is io n .I t s  e f f e c t ,  in  th e  f i r s t  in s ta n c e ,  is  to  a l lo c a t e ,  as betw een th e  B r i t i s h  and U n it e d  S ta te s  T r e a s u r ie s ,  th e  ta x  re ve n u e s  d e r iv e d  fr om  th e  co ve re d  N o rth  Sea a c t i v i t i e s .  The U n it e d  K in gd om , as th e  so u rc e  j u r i s d i c t i o n ,  s h o u ld  ha ve  th e  p r im a ry  r ig h t  to  th e s e  re v e n u e s . M o re o v e r,  under e i th e r  th e  C o n v e n ti o n  or ou r ta x  la w , a U .S . company  s u b je c t  to  ta x  in  th e  U n it e d  Kingd om  would be e n t i t l e d  to  c la im  a fo r e ig n  ta x  c r e d i t  a g a in s t  i t s  U .S . l i a b i l i t y  f o r  U .K . ta x  w h ic h  may be im posed . Any i n a b i l i t y  o f  th e  U .S . compa ny  to  u t i l i z e  t h i s
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f o r e ig n  ta x  c r e d i t  wo uld  be du e to  th e  l i m i t a t i o n s  o f th e  
I n t e r n a l  Re ven ue Co de , whic h r e f l e c t  th e  C o n g re s s io n a l 
i n t e n t  n o t to  a ll o w  e x c e s s iv e  c r e d i t s .

F i n a l l y ,  ab se n ce  o f su ch  a r u l e  co u ld  le ad  to  i n t e r ­
n a t io n a l  ta x  a v o id an c e  b ecau se  o f th e  m o b il e n a tu re  o f th e  
a c t i v i t i e s  in  q u e s t io n .

S o c ia l S e c u r it y

I wo uld  l i k e  to  n o te  fo r th e  re c o rd  t h a t  d u ri n g  th e  
c o u rs e  o f d is c u s s io n s  on th e  T h ir d  P r o to c o l , th e  U nit ed  
Kingdom d e l e g a t io n  dr ew  ou r a t t e n t i o n  to  a m is s ta te m e n t in  
th e  T r e a s u r y 's  T e c h n ic a l E x p la n a ti o n  o f th e  C o n v e n ti o n . 
N e it h e r  th e  U.K . no r th e  U.S . in te n d e d  th e  C o n v en ti o n  to  
ap p ly  to  th e  S o c ia l S e c u r i t y  ta x e s  im po se d un de r s e c t i o n s  
1 4 0 1 , 31 01  and 31 11  o f th e  I n t e r n a l  Re venu e Co de . The 
ex ch an ge  o f c o rr e s p o n d e n c e  be tw ee n th e  U .S . T re a s u ry  and  th e  
U.K . In la n d  Re venu e su b m it te d  w it h  t h i s  s ta te m e n t c o n fi rm s  
th e  c o r r e c t  i n t e r p r e t a t i o n  o f A r t i c l e  2 o f th e  C o n v e n ti o n .

Alm os t t h r e e - a n d - a - h a l f  y e a rs  ha ve  p asse d  s in c e  th e  
C o n v en ti o n  was si g n e d  on Dec ember  3 1 , 1 9 7 5 . The d e la y  in  
b r in g in g  th e  C o n v en ti o n  in to  f o rc e  i s  c r e a t i n g  p ro ble m s b o th  
fo r  ta x p a y e rs  and  th e  ta x  a d m i n i s t r a t i o n s  o f b o th  c o u n t r i e s .  
Many o f th e  r u l e s  in  th e  C o n v en ti o n  wo uld  a p p ly  r e t r o a c ­
t i v e l y .  E li m in a ti o n  o f u n c e r ta in t y  as to  whi ch  r u l e  a p p l ie s  
to  a p a r t i c u l a r  t r a n s a c t i o n  i s  on e o f th e  re a s o n s  we urg e 
pr om pt  a c ti o n  on th e  P r o to c o l . We ha ve  be en  in fo rm ed  t h a t  
th e  M in is te r s  o f th e  U n it ed  Kingdom G ov er nm en t w i l l  n o t 
p r e s e n t th e  P ro to c o l and  th e  p ro p o se d  C o n v en ti o n  to  
P a r li a m e n t fo r r a t i f i c a t i o n  u n t i l  th e  U .S . S e n a te  h as  a c te d .

P ro to c o l to  th e  Inc om e Tax C o n v en ti o n
be tw ee n th e  U n it e d  S t a t e s  and F ra n ce

The P ro to c o l to  th e  Inc om e Tax C o n v en ti o n  w it h  F ra n ce  
m o d if ie s  t h a t  C o n v en ti o n  in  s e v e r a l r e s p e c t s ,  th e  m os t 
im p o rta n t o f w hi ch  i s  to  p r e v e n t d o u b le  ta x a t i o n  o f U .S . 
c i t i z e n s  who a re  r e s i d e n t s  o f F ra n c e . Un der  F re n ch  law  
p r i o r  to  t h i s  y e a r , U .S . c i t i z e n s  r e s i d i n g  in  F ra n ce  ha ve  
be en  s u b je c t  to  F re nc h ta x  o n ly  on t h e i r  F re nch  s o u rc e  
in co m e.  S in ce  th e  F re nch  ta x  on F re nch  inc om e i s  c r e d i t a b l e  
a g a i n s t  t h e i r  U .S . ta x  l i a b i l i t y ,  no d o u b le  t a x a t i o n  a r o s e .

As o f J a n u a ry  1 , 1 9 7 9 , U .S . c i t i z e n s  l i v i n g  in  F ra nce  
w i l l  be ta x ed  by F ra n ce  l i k e  o th e r  F re n ch  r e s i d e n t s  on t h e i r  
w or ld w id e in co m e.  F ra n ce  w i l l  g iv e  a c r e d i t  fo r th e  ta x
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p a id  by  U .S . c i t i z e n s  to  th e  U n it e d  S ta te s  on inco me from
U .S . s o u rc e s , b u t o n ly  fo r  th e  ta x  w h ic h  th e  C o n ve n ti o n
a ll o w s  th e  U n it e d  S ta te s  to  impose  as th e  c o u n try  o f  sou rc e
and n o t fo r  any h ig h e r  ta x  th a t  th e  U n it e d  S ta te s  may im po se
on th e  b a s is  o f  c i t iz e n s h ip .  (T he  C o nve n ti on  re d u c t io n s  in
U .S . ta x  a p p ly  to  re s id e n ts  o f  F ra nce who a re  n o t U .S .
c i t i z e n s ;  th e  U n it e d  S ta te s  do es  n o t in  th e  C o nve n ti on
re duce i t s  ta x  on U.S . c i t i z e n s . )  S in ce  th e  U n it e d  S ta te s  •
w i l l  no t c r e d i t  Fre nc h ta x  on U .S . sou rc e  in com e, cases o f  
s e r io u s  d o u b le  ta x a t io n  c o u ld  a r is e .

The U n it e d  S ta te s  and Fra nc e ha ve  a r r iv e d  a t  a s o lu t io n  
to  th e  p ro b le m  th a t  has th e  tw o ju r i s d i c t i o n s  share  th e  
r e s p o n s ib i l i t y  fo r  a v o id in g  t h is  d o u b le  t a x a t io n .  F ra nce 
agre es to  ex em pt  some U .S . inco me o f  U .S . c i t iz e n s  fr om  i t s  
ta x ,  even  th ough un de r th e  C o n ve n ti o n  th e  U n it e d  S ta te s  
would  be re q u ir e d  to  ex em pt  su ch  inco me i f  th e  r e c ip ie n t  
we re  n o t a U .S . c i t i z e n .  And th e  U n it e d  S ta te s  ag re es to  
t r e a t  as F re nch sourc e in com e, e l i g i b l e  f o r  a fo r e ig n  ta x  
c r e d i t ,  t h a t  p o r t io n  o f  inco me a r is in g  in  th e  U n it e d  S ta te s  
on w h ic h  th e  U .S . ta x  exc eeds th e  ta x  w h ic h  th e  U n it e d  
S ta te s  c o u ld  impo se  i f  th e  r e c ip ie n t  we re n o t a U .S . 
c i t i z e n .  Fo r exam ple , F ra nce ag re e s  to  ex em pt  from  ta x  
inco me o f  a U .S . c i t i z e n  r e s id e n t  in  F ra nce fo r  p e rs o n a l 
s e rv ic e s  pe rf o rm ed  in  th e  U n it e d  S ta te s  fo r  p e r io d s  o f  le s s  
th an  s ix  m on th s (183  da ys) o f  th e  y e a r .  And when su ch  an 
in d iv id u a l  re c e iv e s  U .S . d iv id e n d s ,  F ra nce w i l l  g iv e  c r e d i t  
fo r  a 15 p e rc e n t U.S . ta x  ( th e  w it h h o ld in g  r a te  under th e  
C o n v e n ti o n ) and th e  U n it e d  S ta te s  ag re es to  c r e d i t  th e  n e t 
F re nch ta x  in  excess o f  t h a t  c r e d i t .

S p e c ia l r u le s  we re  a ls o  ne ed ed  to  c o o rd in a te  th e  sou rc e  
and ta x in g  ru le s  w it h  re s p e c t to  p a r tn e r s h ip  in com e.

The P ro to c o l a ls o  r e c ip r o c a l l y  e l im in a te s  th e  ta x  w i th ­
h o ld in g  a t sou rc e  on in t e r e s t  on ba nk  lo a n s ,  a s te p  
c o n s is te n t  w it h  th e  U .S . Mod el  Inco me Tax C o n v e n ti o n . And 
i t  remov es  th e  f la g  t e s t  fo r  exe m p tio n  a t sou rc e  o f  inco me 
from  in te r n a t io n a l  t r a n s p o r t ,  a ls o  in  acco rd ance  w i th  th e  
U .S . M ode l.  T h is  p r o v is io n  do es  n o t re duce  U .S . ta x  on U .S . 
co m panie s o r F re nch ta x  on F re nch  com pan ie s .

Bec au se  o f  th e  im p o rta n c e  o f  th e  p r o v is io n s  to  a v o id  
d o u b le  ta x a t io n ,  th e  P ro to c o l is  d r a f te d  to  ta ke  e f f e c t  as 
o f  J a n u a ry  1 , 1979 to  c o in c id e  w it h  th e  ch an ge  in  F re nch 
la w .



Inc om e Tax  C o n v e n ti o n  be tw ee n
th e  U n it e d  S t a t e s  and Hun ga ry

The p ro p o se d  Inc om e Tax C o n v en ti o n  w it h  th e  H u n g ar ia n  

P e o p le 's  R e p u b li c  i s  a new c o n v e n ti o n . No ta x  c o n v e n ti o n  i s  

now in  e f f e c t  be tw ee n th e  U n it ed  S t a t e s  and  H un ga ry . The 
p ro p o se d  C o n v en ti o n  fo ll o w s  v e ry  c l o s e l y  th e  p r o v is io n s  o f 

th e  U .S . M od el . In  some i n s t a n c e s  p o r t i o n s  o f th e  U.S .
Mode l ha ve  be en  d e l e te d  o r moved to  th e  Ex ch an ge  o f N o te s . 
b ec au se  th e  H u n g ar ia n  d e l e g a t io n  fo un d th e  la n g u ag e  o f th e  

Mod el more d e t a i l e d  and  i l l u s t r a t i v e  th a n  n e c e s s a r y . Bu t 

t h e r e  was g e n e r a l ag re em en t on th e  p r i n c i p l e s  to  be a p p l i e d .

With  r e s p e c t  to  r a t e s  o f  ta x  w it h h o ld in g  a t  s o u rc e  on 
d iv id e n d s , i n t e r e s t  and  r o y a l t i e s ,  th e  H u n g ar ia n  C o n v en ti o n  

co nf or m s to  th e  U .S . Mo de l: 15  p e r c e n t on p o r t f o l i o  d i v i ­
d e n d s , 5 p e r c e n t on d iv id e n d s  p a id  by  a 10  p e r c e n t or  more 

owned s u b s i d ia r y  to  i t s  p a r e n t  c o r p o r a t i o n , and  ex em p ti o n  a t  

so u rc e  ( i . e . ,  t a x a t i o n  o n ly  by th e  r e s id e n c e  s t a t e )  fo r 
i n t e r e s t  and  r o y a l t i e s .  The C o n v en ti o n  in c lu d e s  a 
co m p re h en si v e n o n d is c r im in a ti o n  a r t i c l e  and p ro c e d u re s  fo r 

c o o p e r a ti o n  be tw ee n th e  ta x  a u t h o r i t i e s  o f  th e  two  co un­

t r i e s .  Bo th  c o u n t r i e s  vi ew  th e  C o n v e n ti o n  as s i g n i f i c a n t  

b o th  to  so un d ta x  r e l a t i o n s  and as a c o n t r i b u t i o n  to  th e  

r a p i d l y  ex p an d in g  ec on om ic  r e l a t i o n s  b et w ee n  th e  U n it ed  
S t a t e s  and  H un ga ry .

Inc om e Tax  C o n v en ti o n  be tw ee n  th e  U n it e d  S t a t e s
and th e  R e p u b li c  o f K or ea

The p ro p o se d  C o n v en ti o n  w it h  K or ea  was  s ig n e d  on Ju n e 4 , 

1 9 7 6 . T h is  C om m itt ee  h ea rd  te s ti m o n y  on th e  C o n v en ti o n  

d u r in g  i t s  h e a r in g s  on J u ly  19 and 2 0 , 1 9 7 7 . The Com m itt ee  

s u b s e q u e n tl y  r e p o r te d  f a v o r a b ly  on th e  C o n v e n ti o n , b u t no 

a c ti o n  was ta k e n  by  th e  S e n a te .

The C o n v en ti o n  d e v i a t e s  o n ly  in  m in or  r e s p e c t s  fro m th e  

g e n e r a l p a t t e r n  o f U .S . c o n v e n ti o n s  n e g o t ia t e d  w it h  
d e v e lo p in g  c o u n t r i e s .  I wo uld  c a l l  to  th e  C o m m it te e 's  

a t t e n t i o n  o n ly  th e  fo ll o w in g  few  p r o v i s i o n s .

S o c ia l S e c u r i t y  Exe m pt io n

One p r o v is io n  n o t fo un d in  an y o th e r  U .S . in co me ta x  

c o n v e n ti o n  i s  a s p e c i a l  ex em p ti o n  fro m U .S . s o c i a l  s e c u r i t y  

ta x e s  fo r Kor ea n r e s i d e n t s  who a re  te m p o r a r i ly  p r e s e n t  in  

Guam. A s i m i la r  ex em p ti o n  i s  p ro v id e d  in  th e  I n t e r n a l  

Re ve nu e Code fo r P h i l i p p i n e  r e s i d e n t s  te m p o r a r i ly  p r e s e n t  in  

Guam. The K or ea ns  ar g u e d  t h a t  th e  P h i l i p p i n e  ex em p ti o n
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p ro v id e s  an u n fa ir  advan ta ge to  P h i li p p in e  re s id e n ts  and th e  
f ir m s  w h ic h  h i r e  th em . Th ey  as ke d th a t  a s im i la r  exe m p tio n  be w r i t t e n  in to  th e  C o n ve n ti o n  f o r  Korea n r e s id e n ts .  The 
C o n ve n ti o n  p ro v id e s  th a t  Kor ean  re s id e n ts  w i l l  be ex em pt  
from  s o c ia l s e c u r it y  ta x e s  in  Guam o n ly  so lo ng  as th e  
s t a t u t o r y  exem ption  is  in  e f f e c t  fo r  P h i li p p in e  r e s id e n ts .  
T h is  p r o v is io n  was n e g o ti a te d  in  c o n s u l ta t io n  w it h  th e  
D epartm ent o f  H e a lt h , E d u c a ti o n  and W e lf a re .

I t  is  more re a s o n a b le  to  p u t th e se  Kor ea n w o rk e rs  on a 
par w it h  th e  P h i li p p in e  w o rk e rs , w it h  re s p e c t to  s o c ia l 
s e c u r i t y  ta x  l i a b i l i t i e s ,  th a n  w it h  w o rk e rs  who a re  r e s id e n t  in  Guam or th e  U n it e d  S ta te s .  The l a t t e r  g ro ups  a re  s u b je c t  
to  s o c ia l s e c u r it y  ta x e s  b u t th e y  a re  a ls o  e l i g i b l e  fo r  
b e n e f i t s .  The w o rk e rs  fr om  Kor ea and th e  P h i li p p in e s  are  
t y p i c a l l y  p re s e n t in  Guam fo r  o n ly  one yea r and th e re fo r e  
a re  n o t l i k e l y  to  be e l i g i b l e  f o r  s o c ia l s e c u r i t y  b e n e f i t s .

In v e s tm e n t Inc om e P ro v is io n s

The C o nve n tion  e s ta b li s h e s  maximum ra te s  o f  w it h h o ld in g  
ta x  in  th e  sou rc e c o u n try  on d iv id e n d s ,  in t e r e s t  and 
r o y a l t ie s  f lo w in g  be tw ee n th e  tw o c o u n t r ie s .  The ra te  o f  
ta x  w it h h o ld in g  on p o r t f o l i o  d iv id e n d s  is  l im i t e d  to  15 
p e rc e n t ,  w h il e  on d iv id e n d s  p a id  by  a s u b s id ia r y  to  a p a re n t 
c o r p o r a t io n  th e  ra te  o f  ta x  may n o t ex ce ed  10 p e rc e n t .  The maximum ra te  o f  w it h h o ld in g  ta x  e s ta b li s h e d  on in t e r e s t  is  
12 p e rc e n t,  e x c e p t th a t  in t e r e s t  d e r iv e d  by  th e  govern m ent 
o f  one  o f  th e  c o n t r a c t in g  s ta te s ,  o r by  i t s  lo c a l  a u th o r ­
i t i e s  or in s t r u m e n ta l i t ie s ,  is  ex em pt  fr om  w it h h o ld in g  a t  
th e  s o u rc e . R o y a lt ie s  a re  s u b je c t ,  in  g e n e ra l,  to  a 15 
p e rc e n t maximum ra te  o f  ta x .  Howev er,  th e  ta x  on l i t e r a r y  
and  a r t i s t i c  r o y a l t ie s ,  in c lu d in g  m o ti o n  p ic tu r e  r o y a l t ie s ,  
i s  l im i t e d  to  10 p e rc e n t.

Exc ha ng e o f Note s

Note s we re ex ch an ge d by  th e  U n it e d  S ta te s  and Kor ea a t  
th e  tim e  o f  th e  s ig n in g  o f  th e  C o n v e n ti o n  w h ic h  d e a l w it h  
tw o s u b je c ts  —  in c e n t iv e s  fo r  in v e s tm e n t in  K o re a , and th e  
Kore an  Defe ns e Tax. D u ri n g  th e  n e g o t ia t io n s ,  Kor ea 
exp re ssed  i t s  d e s ir e  to  in c lu d e  in  th e  C o n v e n ti o n  s p e c ia l 
p r o v is io n s  to  pro m ote  th e  f lo w  o f  U .S . c a p i t a l  and 
te c h n o lo g y  to  K o re a . The U .S . no te  re c o g n iz e d  t h is  d e s ir e  
and o f fe re d  a ssu ra n ces  t h a t ,  when c ir c u m s ta n c e s  p e r m it ,  th e  U n it e d  S ta te s  would  be w i l l i n g  to  re open d is c u s s io n s  on 
p ro v is io n s  w h ic h  w ou ld  "m in im iz e  th e  in te r fe r e n c e  o f  th e  
U n it e d  S ta te s  ta x  sy st em  w it h  in c e n t iv e s  o f fe r e d  by  th e  
Gov er nm en t o f  th e  R e p u b li c  o f  K o re a ."  Any  su ch  p r o v is io n s ,
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th e  n o te  c o n t in u e s ,  w ou ld  be c o n s is te n t  w i th  U .S . ta x  
p o l i c i e s  re g a rd in g  o th e r  d e v e lo p in g  c o u n t r ie s .  T h is  n o te  is  
th e  same in  s u b s ta n c e  as th e  one  s ig n e d  in  1970 a t  th e  ti m e  
o f  th e  s ig n in g  o f  th e  In co me Tax C o n v e n ti o n  w it h  T r in id a d  
and Tobago.

The Kore an D efe nse Tax is  an e n a c te d  s e r ie s  o f  s u r ­
c h a rg e s  on a v a r i e t y  o f  e x is t in g  K ore an  ta x e s ,  in c lu d in g  th e  
in co m e and  c o r p o r a t io n  ta x e s  —  th e  ta x e s  cove re d  by  th e  
C o n v e n ti o n . The  K ore an n o te  c o n f ir m s  t h a t  th e  ta x e s  co v e re d  
by th e  C o n v e n ti o n  in c lu d e  th o s e  p a r ts  o f  th e  D efe nse Tax  
w h ic h  a re  r e la te d  to  th e  inco m e and c o r p o r a t io n  ta x e s .  T h is  
means t h a t  under th e  C o n v e n ti o n  an y U .S . r e s id e n t  who is  
ex em pt  by  C o n v e n ti o n  fr om  K ore an in co m e o r c o r p o r a t io n  ta x  
is  a ls o  f r e e  o f  an y r e la te d  D e fe nse  Tax l i a b i l i t i e s .

E s ta te  and G i f t  Ta x C o n v e n ti o n  be tw een th e
U n it e d  S ta te s  and th e  U n it e d  King do m

The p ro po sed  E s ta te  and G i f t  Tax C o n v e n ti o n  w i th  th e  
U n it e d  Kingd om  is  th e  f i r s t  to  be s ig n e d  by  th e  U n it e d  
S ta te s  s in c e  U .S . e s ta te  and  g i f t  ta x  la w s  we re m o d if ie d  by  
th e  Tax Refo rm  A c t o f  1976 . The  1976 m o d i f ic a t io n s  in c lu d e  
c o m b in in g  th e  s e p a ra te  e s ta te  and g i f t  ta x  ra te s  in t o  a 
s in g le  u n i f ie d  s c h e d u le ,  s u b s t i t u t in g  a u n i f ie d  c r e d i t  f o r  
th e  fo r m e r ly  s e p a ra te  e s ta te  and g i f t  ta x  e x e m p ti o n s , and 
im p o s in g  a ta x  on g e n e r a t io n - s k ip p in g  t r a n s f e r s .  The  Con­
v e n t io n  re c o g n iz e s  th e  im p o rta n c e  o f  th e s e  m o d if ic a t io n s  by  
b e in g  a p p l ic a b le  to  th e  F e d e ra l ta x e s  on e s ta te s ,  g i f t s ,  and 
g e n e r a t io n - s k ip p in g  t r a n s f e r s .  The C o n v e n ti o n  w ou ld  re p la c e  
th e  e x i s t i n g  C o n v e n ti o n  betw een th e  tw o c o u n t r ie s  w h ic h  ha s 
be en  in  e f f e c t  s in c e  J u ly  25, 1946 , and w h ic h  a p p li e s  o n ly  
to  e s ta te  ta x e s .

In  a d d i t io n  to  r e f l e c t i n g  re c e n t  l e g i s l a t i v e  changes, 
th e  C o n v e n ti o n  a ls o  c o m p o rt s  w i th  o u r c u r r e n t  t r e a t y  
p o s i t io n  o f  ta x in g  p r im ’a T i l y  on th e  b a s is  o f  d o m ic i le ,  
r a th e r  th a n  on th e  b a s is  o f  s i t u s .  The  19 46  C o n v e n ti o n , by  
way o f  c o n t r a s t ,  c o n ta in s  a c o m p re h e n s iv e  s e t  o f  s i t u s  r u le s  
w h ic h  e l im in a t e  d o u b le  t a x a t io n  by g iv in g  th e  p r im a ry  r i g h t  
to  ta x  a g iv e n  ty p e  o f  p r o p e r ty  to  th e  c o u n t r y  o f  s i t u s .
The c o u n t r y  o f  d o m ic i le ,  o r c i t i z e n s h ip ,  has th e  r e s id u a l 
r i g h t  to  t a x ,  p ro v id e d  i t  c r e d i t s  ta x  im posed by  th e  o th e r  
c o n t r a c t in g  s ta te  on a s i t u s  b a s is .

The p ro p o se d  C o n v e n t io n ,  w it h  i t s  em phas is  on d o m ic i le -  
base d t a x a t io n ,  is  s im i la r  in  p r i n c ip le  to  th e  U n it e d  s ta te s  
E s ta te  Tax C o n v e n ti o n  w i th  th e  N e th e r la n d s ,  w h ic h  e n te re d
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in t o  fo rc e  in  19 71 , th e  U .S . Mod el  E s ta te  and  G i f t  Tax
C o n ve n ti o n  and, in  p a r t ,  th e  Mod el  E s ta te  Tax  C o n v e n ti o n
p u b li s h e d  in  1966 by  th e  O rg a n iz a ti o n  f o r  Eco no mic *C o o p e ra ti o n  and D eve lo pm ent.

The g e n e ra l p r in c ip le  u n d e r ly in g  th e  pro posed C o n v e n ti o n  
is  th a t  th e  c o u n try  o f  d o m ic il e  may ta x  th e  e s ta te  o r o th e r  t r a n s fe r s  on a w o rl d w id e  b a s is  w i th  a c r e d i t  f o r  ta x  p a id  to  *th e  o th e r  c o u n try  w it h  re s p e c t to  c e r t a in  ty p e s  o f  p r o p e r ty  lo c a te d  t h e r e in .  S p e c i f i c a l l y ,  im m ova bl e p ro p e r ty  and 
c e r t a in  b u s in e s s  a s s e ts  a re  ta x a b le  in  th e  c o u n try  whe re  s i t u a t e d .  The  C o n ve n ti o n  a ls o  a ll o w s  th e  c o u n try  o f  
c i t i z e n s h ip  th e  r ig h t  to  ta x  th e  w o r ld w id e  e s ta te  o r o th e r  t r a n s f e r s ,  w it h  a c r e d i t  fo r  ta x  p a id  to  th e  o th e r  c o u n try  
on e i th e r  a d o m ic i l ia r y  o r a s i t u 6  b a s is .

The C o n v e n ti o n  p ro v id e s  r u le s  f o r  d e te rm in in g  w h ic h  
c o u n try  ha s th e  r ig h t  to  ta x  on a d o m ic i l ia r y  b a s is  when a de ced en t or t r a n s fe r o r  is  d o m ic il e d ,  under th e  la w s o f  th e  
re s p e c t iv e  c o u n t r ie s ,  in  b o th  c p u n t r ie s  a t  th e  ti m e  o f  d e a th  o r t r a n s f e r .  I t  p ro v id e s  t h a t  a U .S . c i t i z e n ,  who a t  th e  
tim e  o f  d e a th  o r t r a n s fe r  is  c o n s id e re d  under th e  C o n v e n ti o n  to  be d o m ic il e d  in  b o th  th e  U n it e d  King do m and th e  U n it e d  
S ta te s ,  s h a l l  be deemed to  be d o m ic il e d  in  th e  U n it e d  S ta te s  i f  he had n o t been r e s id e n t  in  th e  U n it e d  Kingd om  in  7 o r 
mo re o f  th e  10 income ta x  y e a rs  o f  assessm ent e n d in g  w it h  
th e  yea r in  w h ic h  th e  d e a th  o r t r a n s fe r  o c c u rs .  The  e f f e c t  
o f  t h i s  r u le  is  t h a t  th e  U n it e d  King do m may n o t s u b je c t  th e  e s ta te  o r t r a n s fe r s  o f  a U .S . c i t i z e n  and  d o m ic i l ia r y  to  ta x  on a w o r ld w id e  b a s is  i f  he ha s be en  r e s id e n t  in  th e  U n it e d  Kingd om  fo r  le s s  th a n  7 o u t o f  th e  10 y e a rs  en d in g  w i th  th e  yea r in  w h ic h  th e  d e a th  or t r a n s f e r  o c c u rs .  T h is  r u le  is  
ba se d up on  th e  co n c e p t th a t  a c o u n try  sh o u ld  n o t ta x  th e  
e s ta te  o r o th e r  t r a n s fe r s  o f  an in d iv id u a l  on a d o m ic i l ia r y  b a s is  i f  th e  in d iv id u a l  ha s n o t be en  p re s e n t in  t h a t  j u r i s ­d i c t i o n  fo r  a s ig n i f i c a n t  p e r io d  o f  t im e .

The C o n v e n ti o n  is  s u b je c t  to  r a t i f i c a t i o n  by  th e  tw o 
G overn m en ts . Once r a t i f i e d ,  i t  w i l l  e n te r  in t o  fo r c e  on th e  t h i r t y - f i r s t  da y a f t e r  in s tr u m e n ts  o f  r a t i f i c a t i o n  a re  
ex ch an ge d and w i l l  ha ve  e f f e c t  in  th e  U n it e d  S ta te s  w it h  re s p e c t  to  e s ta te s  o f  in d iv id u a ls  d y in g  and  t r a n s f e r s  ta k in g  
e f f e c t  a f t e r  t h a t  d a te .
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E s ta te  an d G i f t  Ta x C o n v e n ti o n  be tw ee n
th e  U n it e d  S ta te s  and  F ra nce

The p ro posed  E s ta te  and  G i f t  Tax C o n v e n ti o n  be tw een th e  
U n it e d  S ta te s  and F ra n c e , s ig n e d  No vemb er 24, 1978, is  
d e s ig n e d  to  re p la c e  th e  e x is t in g  C o n v e n ti o n , w h ic h  was 
s ig ne d  on O cto be r 18 , 1946, as m o d if ie d  by  th e  P ro to c o l o f  

* May 17, 1948, and th e  C o n v e n ti o n  o f  Ju ne  22 , 19 56 .

The pro posed C o n v e n ti o n  w it h  F ra nce is  s im i la r  to  th e  
p ro posed  C o n v e n ti o n  w i th  th e  U n it e d  K in gdom , and would 
a c c o m p li s h  many o f  th e  same p u rp o s e s . L ik e  th e  pro posed 
U n it e d  King do m C o n v e n ti o n , th e  p ro posed  C o n v e n ti o n  w it h  
F ra nce w ould  re p la c e  a c o n v e n ti o n  a p p l ic a b le  o n ly  to  e s ta te s  
and in h e r it a n c e s  w it h  a c o n v e n ti o n  a p p l ic a b le  to  e s ta te s ,  
in h e r it a n c e s ,  and g i f t s  as w e ll  as to  th e  new g e n e ra t io n ­
s k ip p in g  t r a n s fe r  ta x .  The  p ro posed  C o n v e n ti o n  w it h  F ra n ce , 
a g a in  l i k e  th e  p ro posed  C o n v e n ti o n  w it h  th e  U n it e d  K in gd om , 
w ou ld  re p la c e  a s i t u s - o r ie n t e d  c o n v e n ti o n  w it h  a c o n v e n ti o n  
w h ic h  com port s  w it h  c u r r e n t  t r e a t y  p o l ic y  o f  ta x in g  p r im a r ly  
on th e  b a s is  o f  d o m ic il e .

The r u le s  in  th e  p ro posed  C o n v e n ti o n  w it h  F ra nce fo r  de ­
te rm in in g  w h ic h  s ta te  ha s th e  r i g h t  to  ta x  on a d o m ic i l ia r y  
b a s is  a re  s im i la r  to  th o s e  c o n ta in e d  in  th e  pro posed  U n it e d  
King do m C o n v e n ti o n , a lt h o u g h  th e  r u le s  in  th e  pro posed  
F re nch  C o n ve n ti o n  a re  s l i g h t l y  more r e s t r i c t i v e  o f  th e  r ig h t  
o f  th e  c o u n try  o f  c i t i z e n s h ip  to  ta x .  Th ese r u le s  p ro v id e  
t h a t  a U .S . c i t i z e n ,  who a t  th e  ti m e  o f  d e a th  o r o f  a 
t r a n s fe r  is  c o n s id e re d  to  be d o m ic il e d  in  b o th  F ra nce and 
th e  U n it e d  S ta te s  un der th e  in te r n a l  la w  o f  ea ch , is  to  be 
deemed d o m ic il e d  in  th e  U n it e d  S ta te s  i f  he ha s n o t be en  
d o m ic il e d  in  F ra nce mo re th a n  f i v e  y e a rs  o f  th e  se ve n yea r 
p e r io d  e n d in g  w it h  th e  ye a r o f  d e a th ,  o r o f  th e  g i f t  o r 
t r a n s f e r ,  i f  th e  c i t i z e n  ha s a c le a r  in t e n t io n  o f  r e ta in in g  
h is  d o m ic il e  in  th e  U n it e d  S ta te s .

There  a re  tw o s i t u a t io n s  whe re  a U .S . c i t i z e n  w i l l  be 
deemed d o m ic il e d  in  th e  U n it e d  S ta te s  re g a rd le s s  o f  w h e th e r 
he ha s a c le a r  in t e n t io n  o f  r e t a in in g  h is  U .S . d o m ic i le :  1) 
i f  he ha s been d o m ic il e d  in  F ra nce  f o r  le s s  th a n  f i v e  y e a rs  
o f  th e  se ve n yea r p e r io d  e n d in g  w it h  th e  ye a r o f  h is  d e a th ,  
o r o f  th e  m aking  o f  a g i f t ,  and i f  th e  p e rs on  is  in  F ra nce 
by  re a son  o f  an a s s ig n m e n t o f  em p lo ym en t;  and 2)  i f  th e  
c i t i z e n  ha s been d o m ic il e d  in  F ra nce f o r  le s s  th a n  se ve n 
y e a rs  o f  th e  1 0 -y e a r p e r io d  e n d in g  w it h  th e  yea r o f  h is  
d e a th , and he is  in  F ra nce by re ason  o f  a re n ew a l o f  an 
a s s ig n m e n t o f  em p lo ym ent.  The se  d o m ic il e  r u le s  a re  
r e c ip r o c a l .  L ik e  th e  r u le s  in  th e  p ro posed  U n it e d  Kingd om
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C o n v e n ti o n , th e y  r e f l e c t  th e  vi ew  t h a t  a s t a t e ' s  r i g h t  to  im po se  a ta x  on a l i f e t i m e  a c c u m u la ti o n  o f  an i n d i v i d u a l  s h o u ld  n o t de p en d  up on m om en ta ry  c ir c u m s t a n c e s  o f w he re  t h a t  p e rs o n  i s  r e s i d i n g  a t th e  ti m e  o f h i s  d e a th  o r when  he  t r a n s f e r s  h i s  p r o p e r t y  by  g i f t .

A se co n d  im p o r ta n t f e a t u r e  o f th e  p ro p o s e d  C o n v e n ti o n  i s  t h a t  i t  a s s u r e s  t h a t  g i f t s  made by  U .S . p e r s o n s  o f p r o p e r t y  s i t u a t e d  in  F ra n c e  to  U .S . c h a r i t i e s  w i l l  q u a l i f y  f o r  an e x e m p ti o n  fro m  ta x  in  F r a n c e . In  th e  p a s t ,  c o n s i d e r a b l e  d o u b t h a s s u r ro u n d e d  th e  q u e s t io n  o f w h e th e r g i f t s  o f  F re n c h  p r o p e r t y  to  U .S . c h a r i t i e s  wo uld  q u a l i f y  f o r  a d e d u c ti o n  o r e x e m p ti o n  fro m  F re n ch  g i f t  t a x . Un de r th e  c u r r e n t  Co n­v e n t i o n , b o th - s t a t e s  a g r e e  to  e x e m p t,  o r g iv e  a d e d u c ti o n  f o r ,  an y p r o p e r t y  o th e r w i s e  ta x a b l e  by  on e s t a t e  d o n a te d  to  a q u a l i f i e d  c h a r i t y  in  th e  o th e r  s t a t e ,  i f  t h a t  c h a r i t y  w ou ld  q u a l i f y  f o r  ta x  ex em pt  s t a t u s  in  th e  f i r s t  s t a t e .
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Senator J avits. Thank  you, Mr. Lubick. You have very thoroughly  provided us with a review of the tax treaty situation.
CIT ATIO N AN D DE CI SION  IN  JA PA N  L IN E  CAS E

I have two questions. The first involves the Japan Line case that was mentioned. Where was that  decided? What  was the citation?Mr. Lubick. It  was decided by the U.S. Supreme Court. It was cited for the record by Senator Cook.
Senator J avits. Oh, yes; tha t is right.

treasury's PO SI TIO N OF  M A TH IA S BI LL

Next, under those circumstances, what is your opinion of Senator Mathias’ bill? Do you want to give us that , or will the Department give it  ?
Mr. Lubick. The Department in Article 9(4) of the proposed United Kingdom Treaty as orig inally  d rafte d before the  Senate  Reservation on the Third Protocol agreed with the British to a position which achieved results similar to those in Senator M athias’ bill. So obviously we consider his hill as moving in the right direction.
We have had some discussions with the States and with various in­dustry  representatives on this matter, and indeed there are other positions which we thin k can he the basis of a compromise between the States  and the Federal Government which might put some limit on the taxation by the States  of foreign enterprises  in those cases where there is no contact with the State. For example, one could isolate the situation where there is direct dealing between the parent and the subsidiary, and use this as a possible basis for differentiation.Generally, we are favorably disposed to the legislation, hut we recognize that there is a problem of the power and jurisdiction of the States to tax.  We think  there should be some limitation so that there is no undue burden on foreign commerce.

administration position on united stater-united kingdom treaty
Senator J avits. Mv o ther question is a br ief one. In respect of the United States-United Kingdom treaty, does the administra tion now consider, does the President now consider the treaty to be in such bal­ance in terms of problems, such as to the one raised by the drillers, and in terms o f advantages, such as the retroactive refund of over $500 million to many U.S. investors in the United Kingdom, that  it is in the highest national interest of the United States that  this treaty should now he ratified. If  you are not in a position to speak for the admin­istration, please do not hesitate to say so.
Mr. L ubick. At your request a few weeks ago when we met, I took the matt er up with the White House. This  is the White House posi­tion. Thev are very anxious to have this  go forward. They th ink it is in the best interests of the United  States. The President would like to see the Senate move quickly and expeditiously on the United Kingdom treaty as well as the others.
Senator J avits. Thank you. Mr. Lubick.
Let me sav to the other witnesses that  I have a problem which re­quires me to momentarily recess this hearing. I  must leave for another  matter. I believe Senator Church will be back within a few minutes.
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He is due to be back here at 11:30. I would hope that  the witnesses 
would simply stand by until his arrival.

Our next witness is Mr. I rvin g Davis, a member of the  Accounting 
and Tax Committee of the Internatio nal Association of Drilling Con­
tractors . He will be accompanied by Tom Anderson and Jon  Bednerik 
of the association.

These gentlemen will be followed by Mr. Guttentag of Arnold & 
Porter; Mr. Bruce Walker, of the California Franchise Tax Board ; 
and Mr. Samuel Lanahan of Wilmer, Cutler & Pickering.

Gentlemen, I apologize for these delays. We have had a terribly 
distracting morning.

Mr. Lubick and Mr. Brockway, before I  leave, let me say tha t Sena­
tor Helms has some questions which he would like to ask you. Would 
you please stand by for Senator Helms.

[Pause.]
Senator J avits. I understand t ha t Senator Helms will likely arrive 

before the chairman and will therefore convene our hearing.  I t should 
be but a moment or two.

This committee will stand in recess until the return  of the Chair.
[ A brief recess was taken.]
Senator Helms [presid ing]. The committee will come to order.
I understand we have heard already from Mr. Brockway and Mr. 

Lubick. I  do have a few questions to ask these gentlemen and I  would 
request that they respond to them for the record.

In fact, the Chair will ask all witnesses who have appeared here 
today and who will appear to respond to questions that may be sub­
mitted to them in writing.

[Additional questions and answers follow :]
Depa rtm ent of Treasury’s Answe rs  to Additional  Que stions  Subm itted by 

Senator H elm s

Question 1. What is th e U.S. Model Tax  T reat y recommended language  conce rn­
ing the  length of time before a cons truct ion activ ity is considered sufficient for 
the “perm anent esta blish men t” t es t?

Answer. Parag rap h 3 of  Artic le 5 (Pe rm ane nt Est abl ishme nt) of th e U.S. model 
income tax  tre aty  published  on May 17. 1977 provides th a t:

“3. A buildi ng site or cons truct ion or ins tallatio n proje ct, or an installatio n or 
drill ing  rig or ship used for  t he exploration or development of na tura l resources, 
constitu tes a permanent estab lishm ent only if it las ts more tha n 24 months.”

The provision in the  proposed income tax  tre aty  with the  United  Kingdom 
which was approved by the  Senate las t yea r sta tes  th a t:

“ (2 ) The term “permanen t esta blis hment” shall include especia lly:
“ (f ) a buildi ng or construct ion or inst alla tion  proj ect which  exis ts for more 

than 12 months .”
Severa l imp orta nt conclusions  can be draw n from a comparison of these  pro ­

visions.
First , the  U.S. model treaty  only sets out the preferr ed United Sta tes neg otia t­

ing position . We fully recognize th at  in negot iating a tre aty  we must be willing 
to compromise and modif.v nt least some of our pref erre d nego tiat ing positions. 
We c ann ot expect to reach  agree ments with any count ry if our demand is an d re­
mains th at  they sign our model tre aty without change on the  dotte d line.

Second, in the  proposed U.K. tre aty thi s pa rticular  provision of our model was 
modified in two imp orta nt ways—the  tim e th reshold for exclusion from the defini­
tion of perm anen t estab lishm ent was  reduced from 24 to 12 months and the  spe­
cific exclus ion deleted coverage of “an insta llat ion or drill ing  rig  or ship used for 
the explo ration or development of nat ura l resources.”

Third, we note th at  the  deletio n of a refere nce to dril ling  rigs. etc. was 
promoted  during the  original negotiatio ns of the proposed tre aty in 1975 because 
the Unite d Kingdom insisted  on the ir rig ht to tax  these  act ivit ies without any
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limitation. The Briti sh view tha t they may tax under the proposed trea ty even 
without this protocol seems clear. Moreover, since the United States under its 
statu tory tax law would, in general, subject to U.S. tax the income derived by a 
foreign person from exploration or exploitation connected activities  carried on

•  in the U.S. (even if those activities  were of very short dur ation). It is very 
difficult to argue tha t the United Kingdom should not have a similar right to tax .

Question 2. Do any tax treaties of the U.S. specifically name a single ind ustry 
or activity for less favorable treatm ent in the manner that Article VI of the T hird 
Protocol of the U.S.-U.K. Tax Treaty  does for offshore exploration and develop­
ment of na tura l resources?

Answer. The question assumes a conclusion which is not warranted. Neither 
Article VI of the Protocol, nor any other provision of the proposed treaty, singles 
out any taxpayer for less favorable tax treatm ent than they would have if there 
were no treaty  at all. In general, tax treat ies only benefit taxpayers. It is true 
that  any parti cula r treat y may benefit some more than others, but this neces­
sarily follows from the natu re of a negotiated agreement between two countries.

Generally, our tax treat ies are replete with instances where p artic ular indus­
tries, activities or types of income receive different measures of benefit. Looking 
to the U.S. model, for example, one discovers tha t the income of a resident of the 
United States from most business activities  which are conducted through any 
fixed place of business in the other country may be taxed in the other country 
without any limitation. (Articles 5 and 7) . Under Article 8. however, income of a 
resident of the United States from the operation of ships or airc raf t in inte rna­
tional traffic would be exempt from tax in the other country. United States Gov­
ernment employees are exempt from tax on their  salar ies in the other country 
(Article 19) , while U.S. citizen employees of private employers may be taxed in 

the other country on their  income from services there unless they are present in 
the other country for less than  183 days and other conditions are met (Article  
15) . Still different rules and different levels of benefits apply to U.S. citizens 
rendering independent personal services (Artic le 1 4) and those who are enterta in­
ers and athletes (Article 17 ). United States residents would be permitted to re­
ceive interest  and royalties from the other country exempt from tax (Articles 
11 and 12) but would receive dividends subject to ta x of up to 15 percent (Arti­
cle 1 0).

Question 3. Does the Department of Treasury expect what appears to me to 
be discriminator.v treatment  of offshore exploration and development activities 
to be part of other futu re t reaty negotiations?

Answer. In future trea ty negotiations, the Treasury  will continue to seek the 
agreement of oth er countries to those provisions of our model income ta x treaty 
which provide the greates t benefits to United States taxpayers . We cannot, how­
ever, realistically  expect tha t each of o ur taxpayers will under any negotiated 
agreement obtatin the same level of benefits as every other  U.S. taxpayer.

Tlie provision in the Third Protocol which perm itsboth the United States and 
the United Kingdom to tax exploration and exploitation connected act ivities is, in 
our view, a reasonable one which conforms to our domestic tax law. As such, we 
remain prepared to consider its inclusion in future treat ies where it is strongly 
requested by the other country as a condition for agreement to a trea ty and 
where such a trea ty is generally favorable to the United States. It must be re­
membered tha t this provision at worst only preserves a taxing right which the 
other country has without a t reaty .

Question S/. Why was this industr y singled out? Why was it not consulted 
before the  announcement of agreement with the Brit ish? What economic impact 
studies were made to ascerta in the effect of our country’s capability to compete

• in the world market if this provision is adopted?
Answer. We are surprised at the assertion that  the oil drilling companies were 

unaware  of eit her the substance of the question or the specific terms of the pro­
tocol provision prior to the signing of the Third Protocol on March 15. 1979.

The drilling industry was clearly aware of the precise terms of the protocol
• provision at least one month prior to the signing of the Protocol on March 15, 

1979. On February 16. 1979. Mr. Arnold W. Bramlett. Chairman of the Account­
ing and Taxation Committee of the Interna tional Association of Drilling Con­
tractors (IAD C), wrote to the International  Tax Counsel. Mr. II. David Rosen­
bloom, expressing general concern over the provision. Subsequently, there were 
telephone conversations between Mr. Rosenbloom and Mr. Bramiett  in which 
the Treasury sought specific information as to the nature  of the activities  and 
the harm which was alleged would occur. These requests were confirmed in a
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let ter  from Mr. Rosenbloom to Mr. Bra mlett  on March 5, 1979, still  10 days 

before the protocofl was signed. To date, the  Tre asury has not received from the 

IADC, or any of its  members, specific info rmation deta iling any specific adverse 

effects of th e protocol provision.
More su rpr isin g yet is that  the drill ing companies did not raise any objections 

eith er when hear ings  were held on the  proposed tre aty  in Jul y 1977, or before 

the tre aty  was approved in Jun e 1978. They surely  were aware  of the possibi lity 

th at  the Unite d Kingdom could tax  their  act ivit ies under the  proposed trea ty.

This  awarene ss is evidenced in a le tte r to the Tre asu ry’s Int ern ati on al Tax 

Council d ated  October 17, 1975 from the  law firm of Miller & Cheva lier on beha lf ,

of its  client, San ta Fe Int ern ational Corp oration—the  very company for  which 

Mr. Br amlett  of the  IADC works.
While not direc tly addr essin g the  basic  question  of Bri tish  tax atio n, the 

le tte r and  accompanying memorandum provid e ample evidence of a concern that  

with out specific tre aty  language  the  dri llin g acti vities of Santa Fe could be 

taxed  in the  United  Kingdom. Since the  proposed tre aty  as appro ved by the 
Senate  does not conta in such specific lang uage, one would thin k concern should 

have arisen much earlier.
The effect of thi s provision in the protocol on our cou ntry ’s capa bili ty to 

compete in world markets  is judge d to be small if indeed the re is any impact at 

all. The provision in large, if not full mea sure  repr esen ts merely a Treasu ry-to-  

Tre asury tra ns fer of  revenue which should not materia lly impact U.S. taxpa yers.
Under  thi s provision, the  income from these explorati on or exp loita tion  con­

nected act ivit ies in the United Kingdom could be taxe d by the  Unite d Kingdom.

Under both the  proposed tre aty  and our  tax  law, a United  Sta tes company sub­

jec t to this  United  Kingdom tax  would be enti tled  to claim a foreig n tax  cred it 

aga inst  i ts U.S. ta x liab ility  for the U.K. tax  which may be imposed. The re should 
be no double taxatio n in these  circumstances.  Tax on the  income is paid  only 

once, to the  U.K. trea sury. While it is tru e that  the  sta tut ory  corp orate tax  rat e 
in the U.K. is higher tha n th at  in the  U.S.—52 per cent vs. 46 perce nt, it should be 

noted th at  at most there is only a pot ent ial excess foreign  tax  cre dit  of 6 per­
cent. But even this  potentia l excess cre dit  is mitigated fu rth er  by oth er facto rs.

By vir tue  of a varie ty of provisions of U.K. tax  law, the  U.K. effective tax  ra te  

may well be less tha n 52 percent and  our  overall foreign  tax  cre dit  limi tation 

would permit  the U.S. company to offset any excess foreign  tax  cre dit on this 

income again st the U.S. tax  liab ility  on any othe r lower-tax  income from othe r 

foreign  countries which the  U.S. company may have. On balance , we do not be­

lieve this  prov ision will adv ersely  affe ct U.S. taxp aye rs in any m ate ria l way.
Finally , it should be rei ter ate d th at  we have not received any ha rd evidence 

from any company of specific h arm. Indeed, our impression is th at  the  concern 

expressed  over this  provision  is not  an industry-wide  one, bu t ra th er  that  of 

only a few companies.
Question  5. Are dril ling  rigs owned by American companies which are tempo­

rar ily  ope rating in the  U.K. waters now taxed by the U.S. or some taxing 

au thor ity ?
Answer. We canno t answ er this question . We have  repe atedly asked th at  the  

drill ing  companies concerned over thi s provis ion provide  us with specific inf or­

matio n deta iling the precise  na tur e of the ir act ivit es and the  adverse  tax  effects 

they would suffer. We h ave never been provided with this  informati on.
Question 6. Have you measured the degre e of involve ment th at  U.K. com­

panie s cur ren tly  have on the American Outer Cont inent al Shelf  to deter mine  the 

rela tive  benefit which this coun try could expect to deri ve from  the  enac tmen t of 

this p rovi sion ?
Answer. We do not  know the degree of involvement of U.K. companies on the  

U.S. Continen tal shelf. It  is imp ort ant  to recognize, however , th at  in any tax I

tre aty  it is not possible to weigh rela tive  benefits on a provision-by-provision 

basis. Tax  trea ties , by their  very natur e deal with  a wide var iety of economic 

tran sac tions and income flows. The  benefitted transa ctio ns or income dea lt with 

und er one pr ovision of a tre aty  may favo r one cou ntry and those  benefitted und er 
anoth er provision may favor the  other country. Thus, in asse ssin g the balan ce *

of a tax tre aty  it is necessary to look at all the effects and all the provis ions in 

the aggregate. In this context, the  proposed tre aty  take n as a whole provid es 
many sub sta ntial benefits to U.S. taxpayer s, prin cipa l among them is the Br itish  

governme nt’s refund to U.S. tax pay ers  of a portio n of the  Bri tish  Advance 

Corp oration Tax. This  amo unts  to a retr oac tive  refund of over $500 million 

thro ugh  1 979 and  $1 00 million a year therea fter .
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Senator Helms. T am pleased tha t the committee today will hear 
from representatives of the Internat iona l Association of Dril ling  
Contractors at these hearings because I  feel they can shed some light  

„ on an item which appears  to me to be patent ly unfair and which needs
some discussion in this committee.

I have some prepared remarks on this subject, but because of the 
time restrictions on us this morning, I will not read them, but 

t  would ask tha t they be included in the record at this point, as if
read.

[Senator Helms’ prepa red statement  follows:]
Prepared Statement of Senator J esse Helms

Mr. C ha ir m an : I am  pl ea se d th a t th e  Com m itt ee  w ill  to da y h ear fro m 
re pre se n ta ti v es of  th e In te rn a ti o n a l A ss oc ia tio n of  D ri ll in g C ontr ac to rs  to da y 
a t th es e he ar in gs , be ca us e I fe el th ey  ca n sh ed  som e li ght on an  it em  whic h 
ap pea rs  to  me  to he p a te n tl y  u n fa ir  an d whi ch  ne ed s som e di sc us si on  in  th e 
co mmitt ee .

Th e offsh ore d ri ll in g  in d u st ry  an d re la te d  co ns tr uct io n ac ti v it ie s ap pea r 
to ha ve  be en  sin gled  o ut am on g al l o th er se gm en ts  of A m er ic an  bu si ne ss  fo r 
w hat  see ms  to  be high ly  une qu itab le  an d d is cr im in ato ry  tr ea tm en t in th e th ir d  
pr otoc ol.  T hi s in dust ry , I am  told , w as  gi ve n no p ri o r no tice  th a t th is  ac tion  w as  
co nt em pl at ed  be fo re  it  w as  “n eg oti at ed ” aw ay . The  D ep ar tm en t of th e T re as ury , 
it  ap pe ar s,  too k it  up on  it se lf  to in cl ud e th is  pr ov is io n w ithout in ves ti gat in g  it s 
im pa ct  on th e U.S.  of fs ho re  d ri ll in g  in dust ry .

O ve ra ll th e U ni te d S ta te s is th e c le ar le ad er in th e of fsh or e dri ll in g  an d 
co ns tr uc tion  bu si ne ss  co nn ec te d w ith  oil an d ga s ex pl or at io n.  To  pe na lize  th is  
in dust ry , wh ich  br in gs  abou t a po si tiv e ba la nc e of  tr ad e, m ak es  no se ns e w h at­
so ev er , es pe ci al ly  in ligh t of  th e  in cr ea si ng  co m pe tit io n th ey  a re  ex pe rien ci ng  
in  fo re ig n co un tr ie s.

Th e d is cr im in at ory  pr ov is io ns  a re  c on ta in ed  in a rt ic le  VI  of  th e  T hir d  Pr ot oc ol , 
w hi ch  cr ea te s a sp ec ia l de fini tio n fo r th e  of fsho re  d ri ll in g  an d co ns tr uct io n in ­
d u st ry  th a t plac es  th em  u n d e r U.K . ta x  ju ri sd ic ti o n  as  if  th ey  wer e per m an en t 
re si den ts  w he ne ve r act iv it y  is  p re se nt fo r 30  da ys . All on sh or e an d cert a in  off­
sh or e co ns tr uc ti on  in d u st ri es ha ve  a on e- ye ar  pe riod  in w hi ch  to  co mplete  p ro j­
ec ts  of  a te m po ra ry  n a tu re  be fo re  be co mi ng  su bj ec t to  U.K . ta xat io n . Also, th e  
tr a d it io n  ex em pt io n m ad e fo r ve ss el s is a rb it ra ry  remov ed  w ith  re sp ec t to 
sh ip s em ploy ed  in dri ll in g  a nd  o th er co nst ru ct io n op er at io ns .

T her e is no ra ti o n a l ju st if ic at io n  fo r th is  ad ver se  tr eatm en t.  W e pr ov id e a 
m in im um  of  tw o y ears  as a re as onab le  pe riod  in  o u r co u n tr y ’s ow n mo de l ta x  
tr e a ty , I am  in fo rm ed . Mo st countr ie s reco gn ize  th a t ac ti v it y  of  les s th an  one  
y ear is te m po ra ry  an d no t su bje ct  to  th e ho st  co u n tr y ’s ta x  laws.

I am  to ld  th a t th es e d ri ll in g  co ntr acto rs  a re  no t av oi di ng  U.S.  ta x es duri ng  
th e  tim e th ey  are  te m po ra ri ly  en ga ge d in ac ti v it y  in a hos t co un tr y.  B ut  th e n a­
tu re  of  th e dri ll in g  bu sine ss  mo ves th em  from  pl ac e to  pl ac e an d from  co unt ry  to 
co un tr y.  Th e ex tr em el y sh or t 30 -d ay  de fin iti on  wo uld  ef fe ct iv el y bri ng tiiem  

u nder  im m ed ia te  ta x ati o n  sin ce  as a gen er al  ru le  th ey  ca nnot  d ri ll  a we ll in  th a t 
lim ited  le ng th  of  tim e.  A dd iti on al ly , th ey  will be  ta xe d ov er al l a t ab no rm al y 
hi gh  ra te s.

O th er  co un tr ie s ar ou nd th e w or ld  w ill  w an t th e  sa m e pr ov is io n in  tr e a ti e s 
w ith  th e U.S. In  fa ct , th e N or w eg ia n tr e a ty  lia s it a lr ead y  in  d ra f t fo rm . I f  th is  
is al lo wed  to  st an d  in th e  pr ot oc ol , th ey  ha ve  e ver yth in g to  g ai n an d li tt le  to  lose , 
sin ce  o th er co un tr ie s do no t ha ve  th e  de gr ee  of  in vo lv em en t in of fsh or e dri ll in g  
ac ti v it ie s th a t A m er ic an s ha ve .

I am  pe rs ua de d th a t th is  co m m it te e sh ou ld  no t re port  ou t th e  T hir d  Pr ot oc ol  
a t th is  tim e an d we  sh ou ld  in s tr u c t th e D ep ar tm en t of  T re a su ry  to  mee t w ith  

•  th e U.K . to  br in g th is  a rt ic le  in to  co nf or m ity w ith  th e  pr ov is io ns  co nt ai ne d el se ­
w he re  in  th e protoc ol  fo r o th er co ns tr uc tion  ac ti v it ie s an d vesse ls.

Mo reov er,  we  sh ou ld  in s tr u c t th e D ep ar tm en t of  T re asu ry  th a t th is  t yp e of  d is ­
cr im in at ory  pr ov is io n m us t be re si st ed  in th e st ro nges t po ss ible m an ner  from  be ­
co mi ng  p a rt  o f a ny  o th er ta x  tr e a ty  o f th e U ni te d Sta te s.

Mr. C ha irm an , th e to ta l d o ll ars  invo lved  in re sp ec t to  th e ov er al l tr e a ty  is 
ve ry  sm al l, I am  su re , b u t th e eff ec t on th is  one in d u st ry  is  sign ifi ca nt . W e sh ou ld  
no t p ut an  u n fa ir  bu rd en  up on  th is  si ng le  el em en t of  U.S . in dust ry . Th e of fsh or e 
dri ll in g  bu si ne ss  is  m ad e up  of  se p a ra te  se rv ic e co mpa nies . W e a re  no t ta lk in g

46- 730  0 - 7 9 - 7
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about  the oil companies. To place a heavy economic burden on these compenies 
which do so much to help discover and develop the energy resources of the 
count ries around the world is inappropria te in light of today’s energy demands.

Senator Helms. Our next witness this morning is Mr. Irvin g Davis 
of the Accounting and Tax Committee of the Internationa l Asso­
ciation of Drilling Contractors.

Mr. Davis, we are pleased to have you with us this morning. Would 
you please introduce your colleagues to the committee.

STATEMENT OF IRVI NG  DAVIS, MEMBER, ACCOUNTING AND TAX
COMMITTEE, INT ERNATIO NAL ASSOCIATION OF DR ILL ING CON­
TRACTORS, HOUSTON, TEXAS; ACCOMPANIED BY: THOMAS AN­
DER SEN AND JON BEDNERIK,  INT ERNATIO NAL ASSOCIATION OF
DR ILL ING  CONTRACTORS

Mr. Davis. Thank you, Mr. Chairman. My name is Irving Davis 
and I am a member of the I ADC Accounting and Tax Committee. 
I am accompanied by Mr. Jon Bednerik. on my right, and Mr. Tom 
Andersen, on my left.

IAPC OBJECT ION  TO ARTICLE 6 OF THIRD  PROTOCOL

We are here today to object to the language in article VI of the 
thir d protocol which specifically picks out the offshore drilling and 
construction industry to change the norm for the description of “per­
manent establishment” and which also removes the standard shipping 
exclusion for U.S. registered vessels as it applies to drilling firms.

We also object not only to the language, but to the way in which 
the Article was negotiated, that  is, without an opportun ity on the p art  
of the industry to have anv input whatsoever. We found out about 
the Article approximately 3 days prior  to the protocol being signed.

CHA NGE STANDARD 1 2 -M ONT II PROVISION TO 30  DAYS

What the Article does is change the standard 12-month provision 
for a “permanent establishment” to 30 days for drilli ng contractors 
on offshore construction activities. We cannot understand the distinc­
tion that is made between these taxable activities and other types of 
construction activities. Also, these provisions are at complete variance 
with any other treaty  to which the United States is a part, of which 
we are aware. For the most part,  the permanent establishment provi­
sions are 12 months. We know of one that is 24 months, and I believe 
the Model Treaty calls for 24 months.

IADC SEEKING  PAR ITY WITH OTHER IND USTRIES

In the chairman’s opening statement, he said tha t we objected 
to the United States-United Kingdom protocol which amends the 
proposed treaty  to make it clear that the United Kingdom will not be 
barred under the t reaty  from taxing  the income. What we are really 
seeking here is not to bar anybody from taxing us; we are seeking 
parity with other industries that still have the 12-month permanent 
establishment provision.
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Also, in Mr. Lubick's statement, he says tha t the absence of such 
a rule could lead to internationa l tax avoidance because of the mobile 
nature  of the activities in question. This is f ar from the tru th.  These 

4 are all U.S. companies about which we are talking. They are all U.S.
vessels. The United States  does tax every bit of this income.

We also have read the explanation of the thi rd protocol prepared 
by the joint committee. This explanation does trea t the effects of the 

* Protocol on the dril ling  con tractor in the offshore construction activ­
ities and does it fairly.  There are a few th ings on which it does not 
focus, however, which I would like to mention.

SH IP PIN G  IN  INTE RN AT IONA L WATERS

Fir st of all, the explanation talks about shipp ing in interna tional  
waters. The F irst  Protocol to the treaty provides fo r a shipping exclu­
sion just if  it is a U.S. regis tered vessel, regardless of whether it works 
entirely  within the United Kingdom or not. So, we feel th at we still 
should come under this par ticu lar exclusion.

PROB LEMS OF ALLOCAT ION OF EXPENSES

The second point that  it does not really approach concerns the 
nomadic na ture of these uni ts. They move from place to place. They 
are not working all the time. There are periods of idle time. There are 
periods when they are in th e shipyards for repair,  modification, and 
inspection. These do not take place necessarily in the same areas in 
which they have been working.

There is a problem, then, of allocation of expenses. Which jurisdic­
tion will accept the idle time expenses? Which jurisdiction will accept 
the shipyard expenses for repair and modification? Which jurisd ic­
tion will accept the expenses of labor and overhead while the  unit is 
idle? If  it has been working in the United Kingdom and it is tied up 
in Holland, which is very likely, who will accept these expenses under 
their  tax jurisd iction?

We had an instance previously of the Brit ish not accepting mobiliza­
tion costs for bringing a unit into the North Sea. This is merely one 
example of what can happen under the proposed th ird protocol.

That concludes my remarks, Mr. Chairman.
[Mr. Davis’ prepared statement follows :]

Prepared Statement of I rving Davis

Th e In te rn a ti ona l Assoc ia tio n of  D ri ll in g  C on tr ac to rs  (IA D C) is  an  in dust ry  
tr ad e  gr ou p re pr es en ting  ov er  1,100 mem be r co mpa nies  en ga ge d in  or co nn ec ted  
w ith  th e  con tr ac t dri ll in g  of  oil  and ga s wel ls fo r th e  pet ro le um  in dust ry . Th e 
IA DC  ur ge s th e U ni ted S ta te s Sen at e to  re se rv e A rt ic le  VI of  th e  T h ir d  Pr otoc ol  
to  th e IT.S.-U.K. T ax  T re aty  be ca us e th is  A rt ic le  is d is cri m in ato ry  to  th e  U.S. 
d ri ll in g  in dust ry  an d cr eate s a dan ge ro us  pr ec ed en t fo r fu tu re  ta x  tr eati es.  

a  A rt ic le  VI  cre a te s a sp ec ia l de fini tio n of  “p er m an en t est ab li sh m en t in tii e hos t
co untr y’’ w he re by  a ft e r a pe riod  of  on ly  30 da ys  ( ra th e r th an  12 m on th s)  an y 
of fsho re  d ri ll in g  ri g  or  d ri ll in g  ve ssel wh ich  op er at es  on  tii e co n ti nen ta l sh el f 
o f th e U.K . is su bj ec t to  U.K . ta xati on . Thi s prov is ion si ng ling  out th e  of fsho re  
dri ll in g  in dust ry  is a t su bst an ti a l vari ance w ith pr es en t tr ea tm en t of  su ch  acti v ­
it ie s co nt ai ne d in ev ery o th er ex is ting  ta x  tr ea ty  to which  th e U nited  S ta te s is 
a par ty . I t  is  al so  a t su bst an ti a l vari ance w ith  th e U.S . Model  T ax  T re aty  
re gar din g su ch  op er at io ns  which  pr ov id es  fo r tw o year s as  th e pe riod  fo r de fin ing 

a “p er m an en t est ab li sh m en t’’ f o r explo ra tion  o r de ve lopm en t of  n a tu ra l resources.
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In  ad di tion , al l U.S.  ta x  tr e a ti e s pr ov id e a no rm al  ex em pt io n fr om  ta x ati o n  

in th e ho st  co un tr y fo r U.S. flag  vesse ls. The  T re at y  ke ep s th is  nor m al  ex em p­
tio n in ta ct ex ce pt  th at,  sh ou ld  A rt ic le  VI be  ra ti fied , th is  n or m al  e xe m pt io n wo uld  
spec ifi ca lly  ex cl ud e ve ssels  en ga ge d in dri ll in g  op er at io ns .

A rt ic le  VI, if  ra tif ie d,  wo uld  im po se a g re a te r ta x  bu rd en  on th e U.S . dr il li ng in dust ry  du e to  hi gh er  inc om e ta x  ra te s in tli e U.K. (5 2  pe rc en t vs. 46  pe rc en t 
in  th e  U .S .) an d wo uld cr ea te  ex ce ss  fo re ig n ta x  cre dit s w hi ch  ma y no t be offse t 
ag ain st  U.S . ta x  liab il ity.  T hi s pr ov is io n wo uld  al so  pr ev en t or  de la y fu ll  u ti li za­
tio n of a si gn ifi ca nt  in ve st m en t in ce nt iv e en do rs ed  by th e Co ng res s, i.e. , th e In ­
ve st m en t T ax  Cre di t.

A rt ic le  VI , if  ra tif ie d,  co uld  plac e th e U.S.  offsh ore dri ll in g  in d u st ry  a t a com ­
pe ti ti ve  d is ad van ta ge w ith  dri ll in g  co m pa ni es  ba se d in o th er  co un tr ie s.  Th is  
w ou ld  t ak e  p la ce  i f th e  U.K. do es no t ha ve  a si m il ar  s e t of  p ro vi sion s in it s  t re ati es 
w ith  su ch  o th er co un tr ie s.  It  sh ou ld  al so  be po in te d ou t th a t th is  A rt ic le  VI , if  
ra tif ie d,  wo uld cre ate  a si gn if ic an t sh if t of  ta x  re ve nu es  from  th e U.S . Tre as ur y 
to  t he  U .K.  ta xin g  a uth ori ty .

In  su m m ar y,  th e inclus ion of  th is  A rt ic le  VI  inv olve s a su b st an ti a l ch an ge  in 
th e  ta x ati o n  of  a p art ic u la r in dust ry  a ft e r th e ba sic  pr ov is io ns  of  th e tr e a ty  ha ve  
been  ac ce pt ed  by bo th go ve rn m en ts  w it hout an y m en tio n of  an y ch an ge  in th e 
ap pl ic at io n of th e 12  mon th  pe rio d ru le  fo r de fin ing  “p er m an en t es ta bli sh m en t. ” 
Th e pr op os ed  A rt ic le  VI de via te s fr om  th e  c on ce pt of  pe rm an en cy  gen er al ly  as so ­
ci at ed  w ith th e ne xu s fo r ta xati o n . It  do es no t ref lec t th e  no m ad ic  n a tu re  of th e 
of fsh ore d ri ll in g  in du st ry . D ril ling  co ntr acto rs  pr ov id e high ly  mo bil e eq ui pm en t 
an d se rv ic es  in re sp on se  to  contr ac ts  in ev er -c ha ng in g lo ca tion s w her e oil  a nd ga s 
ex pl ora ti on is  be ing ca rr ie d  ou t. In  th is  re sp ec t th e d ri ll in g  in d u st ry  is  tr uly  in te rn ati o n al an d is si m il ar to  tr a d it io n a l m er ch an t sh ip pi ng  and  sh ou ld  be 
tr ea te d  as  such . Thi s pr ov is io n w ou ld  al so  es ta bl is h a dan ge ro us  pr ec ed en t fo r 
tr e a ti e s be tw ee n th e U.S . an d o th er oil  pr od uc in g nat io ns su ch  as  Nor way , 
N ig er ia , A u st ra lia,  Fra nc e,  th e N et her la nd s,  an d ma ny  ot he rs . T he se  an d o th er co un tr ie s wh o a re  no t im po rt er s of  of fs ho re  se rv ic es  w ill  su re ly  in si st  on  si m il ar  
pr ov is io ns  th us co m po un di ng  th e pen al iz in g eff ect on th is  U.S . in du st ry .

F or th e  ab ov e re as on s th e dis cr im in at ory  an d bu rd en so m e A rt ic le  V I of  th e T hir d  Pro to co l sh ou ld  be re se rv ed  by th e U.S. Sen at e du ri ng it s del ib er at io ns  
an d ra ti fi ca tion .

Senator  Helms. Thank you very much. Mr. Davis.I ’m afra id tha t I must leave this hearing now, so this committee will stand in recess upon the call of the Chair.
[ A br ief recess was taken.]
The Chairman [presiding].  Our next witness this morning is Mr. Joseph  H. Gut tentag of Arnold & Porter.
Mr. Guttentag, do you have a written statement tha t you wish to submit for  the record ?
Mr. Guttentag. Yes, Mr. Chairman, I  do.
The Chairman. Would you briefly summarize your position for the committee.

STATEMENT OF JOSEPH H. GUTTENTAG, COUNSEL, ARNOLD &
PORTER, WASHINGTON, D.C., FORMERLY, INTERNATIONAL TAX
COUNSEL AT THE DEPARTMENT OF THE TREASURY
Mr. Guttentag. Thank you, Mr. Chairman, I will summarize and be brief.

SU PP OR T R A TIF IC A TIO N  OF AL L SIX TR EA TI ES

My name is Joseph Guttentag. I am an attorney  with Arnold & Porter. While I  do have some clients who are interested in this tr eaty,  I am appear ing here on my own behalf to support the ratification of all six of the treaties that  are before you.
The tax conventions are a long time in gestation. At least one of the conventions was being considered when I was with the Treasury over 10 years ago.
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There has been a lot of work done on these conventions. But still, all of the issues raised, all of the tax problems between the United States and the countries involved, have not been solved. Yet, the con- 
a vent ions do reflect the balance of the views of the United States andthe foreign negotiators, and they have received the support of theTreasury, the State Department, and the White House.Mr. Chairman, there is no way th at these conventions can serve to * increase the taxes of any of the taxpayers affected, either the foreignor U.S. taxes.

While the  United States strives to reduce or eliminate the incidence of foreign taxation, foreign taxes will not be increased above the rates tha t would apply  without the convention.These concepts should be kept in mind when we listen to any peti­tions for fur ther changes or delays on the ground that a convention does not provide appropria te benefits in a p artic ular  case or to a p ar­ticula r industry.
The conventions are balanced. They are technically appropriate . They are necessary and they are needed now.
T thank  you for your unusually quick consideration of these con­ventions and I urge your prompt recommendation for the Senate’s advice and consent to the ratification without any reservations.Thank you.
[Mr. Guttentag 's prepared statement  follows:]

P repared Stateme nt  of J os ep h II.  Gutt ent ag

My na m e is  Jo se ph  G utten ta g . I am  an  att o rn ey  w ith  th e W as hi ng to n,  D.C. firm of Arno ld & Port er . My work is p ri m ar il y  in th e field of  in te rn ati onal ta xat io n .
I appear be fo re  you th is  m or ni ng  to urg e th a t you give  you r pr om pt  ad vi ce  an d co ns en t to  th e ra ti fi cati on  of  ea ch  of  th e si x ta x  co nv en tio ns  pre se ntly under co ns id er at io n.
W hi le  som e of  my  cl ie nt s ha ve  an  in te re st  in one or  mor e of th es e co nv en tio ns , I appear he re  on my own behalf  as  a ta x  p ra c ti ti oner an d ci tize n co nc erne d w ith  th es e proceedings.
I wi sh  to  ad vi se  you of  t he  su bst an ti a l in te re st  an d c on ce rn  of  a  wi de  s pe ct ru m  of  Amer ican s an d Amer ican  co mpa ni es  in th es e pr oc ee ding s. The se  co nv en tio ns  w ill  be ne fi t:
F ac to ry  w or ke rs  an d th e ir  em ploy ers en ga ge d in  th e m an ufa ctu re  of  goods to he ex po rted  an d sold ov er se as  w itho ut be ing bur de ne d by fo re ig n ta xes or  fil ing  re qu irem en ts .
U.S . ex ec ut iv es  an d pr of es si on al s st at io ne d te m pora ri ly  ov er se as  wh o nee d no t now he co nc erne d th a t,  if  th ey  shou ld  die su dd en ly , th e ir  fa m il ie s wou ld be su bj ec te d to  fo re ig n dea th  ta xe s,  which  co uld be co nf isca to ry , part ic u la rl y  sin ce  tb e’r  w ill s an d e st a te  pla ns a re  d ra ft ed  to  co mply w ith Am er ic an  law .Bus ines sm en , a rt is ts , st uden ts , re ti re es , wh o ca n tr avel free ly , kn ow ing th a t th ey  wi ll he ex em pt  from  fo re ig n ta xes or  th a t appro pri a te  re li e f w ill  he af fo rded  to  avo id  d ou ble ta xat io n .

0 The  tr end  is to  g re a te r so phis ti ca tion  an d co mpl ex ity  of U.S . an d fo re ig nta x  laws, mo re  ac tive  en fo rc em en t, in cr ea se d att en ti on  to ta xati on  of in te rn a ­tion al  tr an sa ct io ns,  an d e x tr a -t e rr it o ri a l ex tens io n of  ta x  law s. Th ese fa c to rs  ha ve  m ad e ta x  c on ve nt io ns  d es ig ne d to av oid do ub le  t axati on  an d pr ev en t ev as io n of ta xes of  g re a te r sig nif ica nce.
Tax  co nv en tio ns  a re  of te n a long  tim e in ge st at io n.  At le as t one of  th e co n­ve nt io ns  b ef or e you  to da y w as  u nde r ne go tiat io n wh en  I se rv ed  w ith  th e T re as ury  D ep ar tm en t ov er  a de ca de  ago . The  pa ck ag e of  co nv en tio ns  now be ing con­side re d re pr es en ts  ab out  ten y ea rs ’ work of  th e T re asu ry  st af f as sign ed  to  th es e m at te rs .
Th e T re asu ry  is co gn izan t of th es e prob lems. In  ord er  to  ex ped ite th e ne go ­ti at io n  proc es s an d pr ov id e some de gr ee  of un if orm ity, th e  OE CD  co un tr ie s,  in cl ud in g th e U ni ted Sta te s,  ha ve  ag re ed  upon  models  to  he  us ed  a t le as t as
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sta rti ng  poin ts in the negotiations . Comm entari es on the models reve al are as
of disagreem ent and reservat ions  by the  sever al coun tries  to ass ist  and to
exped ite the  tax  convention process.

I ass ure  you, of my own p ersonal knowledge, th at  these conventions  repr esen t 
the  best thin king and nego tiatin g skill of highly train ed, har d working Tre asu ry »
Depa rtme nt lawy ers and economists—as  well as, of course, of the ir counter ­
parts  in foreign governme nts. The oth er governm ents are  app rop riat ely con­
cerned and desir ous that  the work of per hap s many yea rs receive prom pt and 
app rop riat e considerati on by this  Committee  and the Senate.

Despite this work and devotion to the  issues raised,  all tax problem s aris ing  <*
between the United Stat es and the cou ntrie s involved are not nece ssari ly solved.
The tax  conventions reflect a balan ce of the  views of the Uni ted States and 
foreign nego tiato rs, and the completed packa ges have received the  approval  of 
Tre asu ry, Sta te and  the Whit e House. Many of the provisions are  of benefit to 
both United Sta tes and foreign tax pay ers  by prev entin g or limiting  double tax a­
tion of the same income. Othe r provisio ns benefit the fiscs of both coun tries  by 
providing  means  of enforc ing the tax  laws thro ugh collection ass ista nce  and 
infor mati on exchange.

All in all, the conventions  stri ve to repr esen t a balanc ing of the  inte res ts of 
the govern ments involved and all of the ir taxp ayers.

The conventi ons are  not identi cal, as they must deal with diffe rent  tax  and 
economic systems. However, ther e are cer tain  basic int ern ationa lly  accepted 
rules of tax ation,  and it is in the int ere st of the  United  Sta tes  to adhe re to 
these basic principle s.

United States taxp aye rs may find a benefit in one conventio n not found in 
anot her. This  does not mean the Tr eas ury  was unmindfu l of the  problem or 
neglec tful. It  does mean a balance  was stru ck in a differ ent, but  no less ap­
pro pria te, fashion.

Even in those cases in which a pa rti cu lar  problem is not fully dea lt with , the  
conventio ns provide a means for con sulta tion  and a forum for  resoluti on of 
remainin g issues. Serious problems which remai n, or new issue s which aris e 
by chang es in the law or otherw ise, may alway s be resolved by subsequ ent 
protocol.

The tax  convention can only help, not hu rt, the tax  positions of the American 
tax pay er. In no case can the  conventions serve to incre ase the  United  States 
taxes imposed on Americans, who can alway s choose to be taxed unde r the 
In ter na l Revenue Code with out reg ard  for the convention.  Simi larly , while the 
U.S. stri ves  app ropr iate ly to reduce  or elim inate  the  incidence of foreign ta xa ­
tion, foreign taxe s will not be incre ased as a result  of these convention s above 
the ra tes th at  would apply wit hou t a convention. These concepts, as well as 
the ent ire  negotia tion process, should  be kept in mind in liste ning  to any pet i­
tions  for  fu rth er changes  or dela ys on the  grounds that  a conventi on does not 
provid e appropr iate  benefits in a pa rti cu lar  case, or to a pa rti cu lar  indu stry .

Ther e are  obviously many agre eme nts which come before you, in this  room, 
of greater  importance  to the United  States. I appear here, in pa rt at least , 
to assure  you tha t the absence of a crowded hearing  room or lack of constitu ent 
mail on these agree ment s does not  mean they are unim por tant .

These tax  agree ments  are usu ally  denom inated  as “conven tions” in int ern a­
tion al legal parla nce, indic ating  t ha t they do not rise to t he significan ce a nd poli t­
ical impo rtance to be denom inated  trea ties . They should be considered  as com­
mercial  agree ments  and, as such, apolit ical. We should not let adver se politic al 
rela tion s, often temp orar y, pre ven t us from estab lishi ng a sound tax  basis  for 
tra de  and investment . If  poli tica l conditi ons wa rra nt,  we can res tri ct commer­
cial act ivit ies tem pora rily thro ugh oth er approp riat e legis lativ e or execut ive 
action .

The  conventio ns are  balan ced, they are  technic ally app rop ria te, they are  nec­
essary , and they are  needed now. I tha nk you for your  unu sua lly quick consi der­
atio n of these convention s, and I urge your promp t recom mendat ion for the Sen­
at e’s advice and consen t to  th eir  r atifi catio n. •

FA M IL IA R IT Y  W IT H  PR OV ISIO NS  OF  SIX TR EA TI ES

The Chairman. Thank you very much. Mt. Gut tentag . for the brev­
ity of your statement. I appreciate  it at this late hour.

Are you familia r with the provisions of all six of these treaties?
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Mr. Guttentao. In general I am, Mr. Chairman, though I am more familiar with some than I am with others.
The Chairman. Are yon fami liar with the history of the United » States-United Kingdom treaty  last year when the Senate attached areservation, which I had offered, deal ing with the at tempted effort to restrict the right of State  governments in this country to choose the inode by which they would tax foreign owned corporations?* Mr. Guttentao. I am, Mr. Chairman.
The Chairman. It is my unders tanding that  none of these treat ies presently pending contains any comparable provision to that  which was s tricken from the United  States-United  Kingdom Income Tax Treaty last year.
Mr. Guttentao. Tha t is correct, Mr. Chairman.
The Chairman. I think that question should be careful ly checked by the staff in reviewing the provisions of each treaty . We do not want to be faced with that problem again when we take the treaties to the floor of the Senate.
Mr. Guttentag , thank you very much for your presentation.
Mr. Guttentao. Thank you. Mr. Chairman.
The Chairman. Our next witness is Mr. Bruce Walker, chief counsel of the California Franchise Tax Board.
Mr. Walker, welcome to the committee today. Would you please introduce your colleague to the committee.

STA TEM ENT  OF BRUCE WA LKER, CH IE F COUNSEL, CALIFORNIA
FR AN CH ISE  TAX  BOARD, SACRAMENTO, CALIF ., ACCOMPANIED
BY JON ATHAN ROWE, DEP UTY  EXECUT IVE DIRECTOR, MU LT I­
STA TE TAX COMMISSION, BOULDER, COLO.

Mr. Walker. Yes, Mr. Chairman. With  me is Jona than  Rowe, who is with the Multistate Tax Commission.
Senator, I did not intend to appea r here today, but we understood that  Senator Mathias had requested permission to appear and talk about his S. 983, so that is really the reason for my appearance. 

California’s use of unitary tax concept

When one talks about the unita ry tax concept, California  is the principal villain in the pic ture according to our  multinational friends. We do understand that there is a problem in this area and we do not minimize it. However, T think  other people have grossly exaggerated the type of problem that  is involved.
& We have been taxing multinational  organizations in this manner,using the unitary concept, for a great many years. Still  when you look at Californ ia's economy, you find that every U.S. multinational of any size is doing business in California. They continue to make invest-• ments in California. There are also a tremendous number of foreign based multinationa ls in California.

Every foreign bank of which vou have ever heard is present in Californ ia.
We believe that the problems in connection with the unitary concept applied by a State have been grossly exaggerated, and we do not th ink this is the time for Federal legislation.
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One of the reasons for that is th at there is a General Accounting Office study which has been going on in th is area. P art  of their  charge, as I understand it, in this  study is to compare the Cali fornia  approach to this matter with tha t of the Treasury and to make some kind of evaluation as to which is the better.
president's program recommended elimination of deferral of 

FORE IGN INCO ME

Also I might note tha t the Pres iden t’s program, which came out in 1978, went a short way toward adopting the California approach in that it recommended that  the deferral of foreign income be eliminated.There are a great many problems in Senator Mathias’ bill. We 
testified against it.

This is just about all I have to say.
Senator, I  would like your permission to submit a statement in writ­ing because I had not liad time to prepare  one for this appearance today.
The Chairman. Thank you. I was going to suggest tha t you do submit such a statement. Rut because there is some urgency in bringing these treaties to the floor for ratification, please be p rompt  in sending us your statement.
Mr. Walker. We will do it at once, Senator.
[As of the date of publication, the informat ion referred to had not lieen received.]
The C hairman. Thank you for your appearance here today.Our final witness of the morning is Mr. Samuel J.  Lanahan  of Wilmer, Cutler & Pickering. Washington , B.C.
Mr. Lanahan,  I wonder if you would also oblige us by submitting  your written statement in full for the record and summarizing it at this time.

STATEMENT OF SAMUEL J. LANAHAN, WILMER , CUTLER & 
PICKERIN G, WASHINGTON, D.C.

Mr. Lanahan. Thank you very much, Mr. Chairman. I would be glad to do so.

RA TIF ICA TIO N OF PROTOCOL OF UN ITED  STATES-FRA NCE INC OM E TAX 
TREATY

I did not plan to go over the whole statement. I am here to  urge speedy ratification of the protocol to the United States-French in­come tax treaty. I notice that  you said in your opening remarks, Mr. Chairman, that  if it is not ratified by the end of 1979, there will be double taxat ion on U.S. citizens residing in France.I agree with th at and wish to point out in addition that  these people are being disadvantaged at the present time because they are required to pay declarations of estimated tax. The next one is due June  15. The prudent course of action to avoid penalties would be to assume tha t the protocol would not be ratified in 1979.
In addition, I understand tha t U.S. residents leaving France, in order to get clearance from Customs and foreign exchange controls, have to file tax  returns. The tax is computed on the basis of French
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tax apply ing to their worldwide income. So there are people now who 
are being economically disadvantaged by the delay in ratification of 
the protocol.

I urge your committee, sir, to take prompt action.
[Mr.L  anahan’s prepared statement follows:]

P repared Sta tem en t  of  Sa m u el  J.  L a n a h a n

My na me is  Sa mue l J.  L an al ia n.  I am  a mem be r of th e W as hi ng to n,  D.C.  law  
firm of  W ilm er , C utl er  & Pic ke ring . I am  te st if y in g on be ha lf  of  a num be r of 
U.S . ci tize ns  re si din g in  F ra nce  an d a nu m be r of or gan iz at io ns  fo rm ed  by U.S.  
ci tize ns  in F ra nce to  f u rt h e r th e ir  s oc ia l an d bu sine ss  i n te re st s.  Th e org an iz at io ns 
a r e :

Assoc ia tio n of  Amer ican  W ives  of  Eur op ea ns .
D em oc ra tic P a rt y  C om mitt ee  in Fra nc e.
Rep ub lic an  P a rt y  Com mitt ee  in  Fra nc e.
Am er ic an  H os pi ta l.
Amer ican  Club  of  t he  R iv ie ra .
Am er ic an  W om en ’s G roup  in Par is .
The  A mer ican  Le gio n (F ra nce).
The  V et er an s of  F or ei gn  W ar s (F ra n ce ).
Assoc ia tio n of  A m er ic an s R es id en t Ov erseas .
Amer ican  Cha m be r of  Com me rce  in Fra nc e.
The  A mer ican  C lub  o f P ari s.
I am  her e to  te st if y  in fa vor of  earl y  ra ti fi ca tion of  th e Pr ot oc ol  to  th e U ni ted 

S ta te s- Fre nch  Inco me T ax  Co nv en tio n.
As you  know , th e  Pr ot oc ol  is de sign ed  to av oid th e po te ntial  do ub le  ta xati on  

of  U.S . ci tize ns  re si d in g in  F ra nce th a t ca n re su lt  from  a 1976 ch an ge  in  th e 
Fre nc h inc om e ta x  la w s ef fecti ve  Jan u a ry  1.1 979. which  fo r th e  f ir st  tim e su bje ct s 
such  U.S . ci tize ns  to  Fre nc h incom e ta x  on th e ir  wor ld-w ide income.

Th e ru le s of  th e  Pr ot oc ol  wh ich  seek  to  e lim in at e th is  do ub le  ta xati on  are  
fu lly  ex pl ai ne d by th e  St af f of  th e  Jo in t Com m itt ee  on Tax at io n  in it s te ch ni ca l 
stud y of  th e  Pr ot oc ol . In st ead  of  re pea ting  th is  m at eri a l,  I w an t to  rem ind th is  
Co mmitt ee  of  th e pre ss in g ne ed  fo r ear ly  an d fa vor ab le  ac tio n on th is  m at te r.  
The  de lay in ra ti fi ca tion  re su lt s in an  actu a l ou t of  po ck et co st to  U.S.  ci tize ns  
re sidi ng  in Fra nc e.  F o r ex am ple,  th ey  ha ve  th e prob lem of  fil ing  dec la ra tions of  
U.S.  es tim at ed  ta x  fo r 1979 an d m ak in g pa ym en ts  th er eo n wh ich  wi ll pr op er ly  
ref lec t th e ir  U.S . inco me ta x  liab il ity.  In  o rd er  to  av oid po ss ible pe na lt ie s,  it  
is pr uden t th a t th e am oun t of  th es e pa ym en ts  he ba sed on th e as su m pt io n th a t 
th e Protoc ol  w ill  no t he ra ti fi ed  in  tim e fo r it s ap pl ic at io n to  th e  pa ym en ts  
mad e in 1979. Th e nex t es tim at ed  t ax  p ay m en t is d ue  on Ju ne  1 5th .

In  ad di tion , U.S . ci ti ze ns wh o re side  in  Fra nce  an d wh o are  leav in g in 1979 
m us t file Fre nch  ta x  re tu rn s an d pa y th e ta x  be fo re  obta in in g ne ce ss ar y cu stom s 
an d ex ch an ge  co nt ro l cl ea ra nc es . I am  ad vi se d th a t it  is lik ely  th a t they  will  
ha ve  to  do so on th e ba si s of  th e ir  wor ld -w ide inc om e an d w ithout th e  benefit  
of  the  P ro to co l so l ong a s it  is  n ot  in  fo rce.

F or th es e U.S . ci tiz en s,  th ere  is  a re al  econom ic pe na lty in  de layi ng  
ra ti fi ca tion .

I t ha s bee n nea rl y  th re e  ye ar s sin ce  th e ch an ge  in th e  Fre nch  ta x  law. D ur in g 
th is  tim e, U.S . ci tize ns  re si din g in  F ra nce ha ve  liv ed  in unce rt a in ty  co nc erning  
th e ir  ta x  st a tu s.  I t has  m ad e in di vi du al  inc om e ta x  p la nnin g dif ficu lt. I t has  also  
been dif ficult  fo r U.S.  co mpa ni es  to  mo ve U.S . em ploy ee s in to  th e ir  Fre nch  oper a­
tio ns . It  ha s ge ne ra lly been  co ns idered  des ir ab le  in tr an sf e rr in g  em ploy ee s to 
fo re ig n co un tr ie s to  a rr an g e  th e ir  co mpe ns at io n in  su ch  a way  th a t th e im pa ct  
of  ta xes is a n eu tr a l fa c to r in th e  em ployee’s de cis ion  w het her  or  no t to ac ce pt  
a fo re ig n job . The  pre se nt si tu a ti on  mak es  it  dif ficult  to  co mpu te  how  th is  ta x 
n eu tr a li ty  c an  be achiev ed .

Fin al ly , ra ti fi ca tion of th e  Pr ot oc ol  is of  v it a l co nc ern to U.S . ci ti ze ns wh o 
liv e in  Fra nce  on fixe d, re ti re m ent inc om es.  U nd er  th e Pr ot oc ol , th es e in di vi du al s 
w ill  be ex em pt  from  Fr en ch  inco me ta x  on th is  incom e to  th e ex te nt a tt ri b u ta b le  
to  se rv ic e pe rfor m ed  w hi le  th e ir  princ ip al  plac e of  em ploy men t w as  in  th e 
U.S . Clear ly , th es e in di vi dua ls  a re  le as t ab le  to su rv iv e an y do ub le ta xati on  
th a t may  o cc ur  i f th e Pr ot oc ol  is no t ra tif ied.

You r pr om pt  ra ti fi ca tion  o f th e Pr ot oc ol  i s re sp ec tfully  u rged .
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Th e C hairma n. Th ank you very much, Mr. La nahan, for  yo ur  testi­
mony* 1 want to assure you th at  it is ou r present intention to do jus t 
that.

We have certa in wr itte n ques tions  th at  have been prep ared  by stal l wfor our  witnesses and  we would hope tli at the witnesses to whom they  
are  di rec ted  would respond to them in wr iting  wi thin the next  48 hours.

[Add itional questions and answers fo llo w:]
Department of the Treasury,

Washington, D.C., Ju ne  8, 197 9.
Hon. Frank Church,
Chairman, Committee on Foreign Relations,
U.S. Senate,
Washington, D.C.

Dear Mr. C hair man: To follow-up my testimony at the  Jun e 6 hear ings  con­
cerning the  six tax  conventions or protocols involving the United Kingdom,
France, Hungary  and Korea, I want to ass ure  you tliat  Article I of the Third  
Protocol of the proposed US-UK Income Tax  Trea ty gives full effect to the 
Senate's reserv ation  on Article  9 (4 ) of tha t trea ty. Let me also ass ure  you that 
there  is no similar sta te tax  issue in any of the othe r live tre aties which were 
considered by the Committee yesterda y.

Again let me emphasize our view tha t each of these tre aties is impo rtant  
to the United States and th at  thei r prompt approval is desirable.

I am also enclosing answ ers to the written questions  submitted to me by your 
staff at  the  hearin gs as well as copies of my answ ers to questions from Senator 
Helms and Senator Javits.

Sincerely,
1)onali» C. Lubick,

Assistant  Secreta ry for Tax Policy.
Enclosures.

Donald C. Lubick’s Responses to Additional Questions for the  Record

Question 1. On page thre e of your  testimony, you mentioned th at  the public 
was able to make presentation s to the Treasury concerning  pa rticu lar  priv ate 

sector concerns in the are a of intern atio nal  taxation,  could you explain  how the 
notice of such public meetings is made, what the par ticip ation  level has lieen and 
any c hanges  in tax tre aties or negotiatio ns that  have been affected by this public 
par tic ipa tion?

Answer. The public meetings, referre d to in the testimony, are announced by 
Tre asury Press Releases and notices in the Fede ral Register. These announce­
ments are  reported in publicat ions which are  widely read in the inte rnation al tax 
community. Public par ticip ation  in these meetings varies,  depending on the 
degree of inte rest in the pa rtic ula r country  being discussed. The meeting to 
discuss the Canadian treaty  was atte nde d by well in excess of 100 individuals; 
a recen t meeting to discuss a proposed treaty  with Norway was atten ded by 
about 20 people. All of the repo rts we have received from the public regarding  
these meetings have been favorable.

It  is difficult to i>oint to pa rticular  changes  in treaties under negotia tions as 
a result of these meetings. In most cases, there has  not yet been a fur the r round 
of negotiation s following the meeting. The meetings have clearl y served to 
sharpen the negotia tor’s awarene ss and unde rstan ding of some of the complex 
issues  involved.

Question 2. The group  of six tax  treaties or protocols the  Committee is con­
duct ing hearin gs on today, will they resu lt in a net loss or gain for the U.S. 
from tax revenues. If a loss, how much and why ; if a gain, how much and why?

Answer. In genera l, these tre ati es  and protocols tend to balance  out revenue 
losses and gains, leaving  th e overall revenue effect roughly neu tral . For example, •
where  the trea ty partn er is requ ired  to reduce or elim inat e its tax  on U.S.
taxp ayer s, this resu lts in a reduc tion in the U.S. foreign tax  cred it and an in­
creas e in U.S. revenue. These incre ases  are  roughly offset by reductions in U.S.
revenu es resu lting  from reduction s in U.S. tax  on taxpay ers  resid ent in the
oth er country.

In most cases, data on int ern ational flows and transa ctio ns are  not avai lable  
in sufficient deta il to permit precise  estimation  of the revenue  effects of pa r­
tic ula r tr eaty provisions.
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Que sti on  3. P le as e de sc ri be th e pe rs on ne l from  th e D ep ar tm en t of  th e T re as ury  
an d ot her  ag en cies  of  th e  U.S . Gov er nm en t invo lv ed  in negotiat in g ta x  tr ea ti es 
or  p ro toco ls.  P le as e d e ta il  t h e  pr os pe ct iv e re la ti onsh ip s be tw ee n th e IR S, D epart ­
m en t of  th e  T re asu ry  and  th e  D ep ar tm en t of  S ta te .

Answe r. The  Office of  A ss is ta n t S ecr et ar y  fo r T ax  Po lic y in th e T re asu ry  has  
th e pr in ci pa l re sp on si bil ity fo r th e neg otiat io n of  ta x  tr eati es.  T he actu a l ne go ­
ti a ti ons a re  no rm al ly  co nd uc te d by mem be rs  of  th e  Office of  In te rn a ti ona l T ax  
Affa irs , whi ch  co mbine s th e Office of  In te rn a ti o n a l T ax  Co unsel (A tt orn ey s)  an d 
th e In te rn a ti o n a l T ax  S ta ff  of  th e Office of  T ax  A na ly si s (E co nom is ts ).  The  
de le ga tio ns  a re  he ad ed  e it h e r by th e  A ss is ta n t Sec re ta ry  fo r T ax  Po lic y or  by 
a  se ni or  m em be r of  th e  Office of  In te rn a ti o n a l T ax  Affai rs .

The  In te rn a l Rev en ue  Se rv ic e is  oft en  re pre se nte d  on de lega tio ns . Th e na tu re  
and ex te n t of  th is  re p re se n ta ti on  de pe nd s on th e specific is su es  th a t a re  lik ely 
to  ar is e.  F or ex am ple,  if  th e re  a re  pr ob lem s re gard in g  th e ex ch an ge  of  in fo rm a­
tio n,  re pre se n ta ti ves of  th e  IK S Office of  In te rn a ti o n a l O pe ra tion s,  which  is re ­
sp on sible fo r th es e ex ch an ge s,  w ill  part ic ip a te  in  th e di sc us sion s. In  man y cases, 
when neg ot ia tions  a re  hel d  ab ro ad , th e Rev en ue  Se rv ice R ep re se nta tive as sign ed  
to  t h a t c ou nt ry  w ill  p art ic ip a te .

Th e S ta te  D ep art m ent is  in vit ed  to  p art ic ip a te  in  al l di sc us sion s. Cou nt ry  
de sk  off icer s w ill  so m et im es  a tt e n d  a p a r t o r al l of  th e  di sc us sion s he ld  in W as h­
ing ton.  W hen neg ot ia tion s a re  he ld  ab ro ad , th e econom ic or  co mm er ci al  officers  
in th e U.S.  Em ba ss y fr equen tl y  part ic ip a te . The  S ta te  D ep ar tm en t ge ne ra lly 
ha nd le s co rres po nd en ce  be tw ee n th e U.S. and fo re ig n neg otiat ors  and  is  of te n 
ca lle d upon  to fo llo w up  w ith  re pre se n ta ti ves of  th e  o th er co un try on issu es  
which  a ri se  in  t he  n eg ot ia tion s.

Ther e is  clo se  co ord in at io n be tw ee n T re as ury , IR S  and  th e  S ta te  D ep ar tm en t 
th ro ughout th e  negotiat in g pr oc es s. Th e S ta te  D ep ar tm en t ad vi se s th e T re asu ry  
on  po li tica l is su es  an d IR S  ad vi se s on adm in is tr a ti ve  m att ers . The  S ta te  D epart ­
m en t is re sp on sibl e fo r th e  arr angem ents  fo r sign in g tr ea ti e s an d tr an sm it ta l 
to  th e  Se na te .

Que sti on  4. The  U.S.  T re asu ry , in  1977, fin al ized  a “m od el co nv en tion ” fo r 
in te rn ati onal ta x  tr eati es,  co ul d you pl ea se  expla in  th e s ta tu s  of  th is  m od el and in 
part ic u la r,  a ny  c ha ng es  t h a t hav e been mad e to  i t?

An sw er . F or m an y ye ar s,  th e  T re asu ry  had  us ed  an  in fo rm al  “m od el” as  a 
ba si s fo r ne go tiat io ns . T hi s mod el evolv ed  an d ch an ge d as th e  negoti at ors  ga in ed  
ex pe rien ce d w ith  it. In  1976 a de cision  was  m ad e to pu bl ish th e  U.S. mo del . Fol ­
lowing th e 1977 pu bl ic at io n of th e  re vi se d OE CD  .Model C on ve nt ion,  th e T re asu ry  
re vi se d it s mo de l to  co nfor m it  to th e OE CD  Model, w her e po ss ibl e, and th e 
re vi se d mo del  w as  p ub lis he d in  Ma y of 1977.

The mo del is se n t to  po te n ti a l tr e a ty  p a rt n e rs  p ri o r to  th e  co mm en ce men t of  
ne go tiat io ns , an d it no rm al ly  se rv es  as th e di sc us sion  d ra f t duri ng  th e fi rs t ro un d 
of  ne go tiat io ns . Man y ch an ge s a re  mad e in th e  mo del  du ri ng  ne gotiat io ns to 
re flec t p a rt ic u la r prob lems which  a ri se  in a tt em pti ng  to mesh tw o ta x  sy stem s.  
Cha ng es  may  be mad e to re fl ec t th e  ne ed s of  th e o th er co untr y. For ex am pl e,  
w he re  ne go tiat io ns  a re  w ith  a de ve lo pi ng  co un try,  m an y of  th e  mo del pr ov is io ns  
(d es ig ne d fo r tr ea ti es be tw ee n tw o de ve lope d co untr ie s)  a re  in ap pro pri a te . Th e 
U.S. ne got ia to rs  a re  ge ne ra lly qu it e  fle xib le in mod ifyi ng  th e  mo de l fo r tr ea ti es 
w ith  de ve loping  c ou ntr ie s.  The se  ch an ge s oc cu r m os t fr eq uentl y  in th e  p ro vi sion s 
de al in g w ith  perm an en t est ab li sh m en ts  o f th e ta xati on  o f p er so nal  s er vi ce  income , 
in which  ca se s a so m ew ha t le ss er  de gr ee  of  econom ic co nta ct or pen et ra ti on  is 
re quir ed  fo r th e host  co un try to  be able  to  ta x  th e inc om e of  a re si den t of  th e 
o th er co un try.  Si m ilar ly , w ith  th e  ta xati on  of  divi de nd s,  in te re st , an d ro ya lt ie s,  
les s of  a re du ct io n in w ithhold in g ta x  ra te s is ge ner al ly  re qu ir ed  of  de ve loping  
co unt ri es . The  U.S. in te re st  in th ese  cas es  is to av oid ra te s which  a re  so high  as to  
genera te  exc ess fo re ign ta x  c re d it s fo r U.S . incom e reci pi en ts .

Que sti on  5. In  th e th ir d  pr otoc ol  pr op os ed  to  t he U.S .-I J.K . In co m e T ax  T re at y , 
th e de fini tio n of  perm an en t est ab li sh m ent has  bee n ch an ge d.  P le as e ex pl ai n th e 
ba sis of  th is  c ha ng e.  W er e th e af fe ct ed  U.S . dri ll in g  c om pa ni es  c onta ct ed  co nc er n­
ing th e prop os ed  ch an ge ? I f  they  w er e co nt ac te d,  ple as e give  th e  d e ta il s of  wh en , 
by whom, an d w ha t re su lted  from  su ch  co nt ac t. Why  w as  th e per m an en t est ab ­
li sh m en t de fin iti on  se le cted  as  th e  ite m  to  be ch an ge d in th e ta x  are a?

Ans wer . In  our di sc us sion s w ith  th e  B ri ti sh  su bs eq ue nt  to th e  S en at e re se rv a­
tio n on A rt ic le  9 (4 ) of  th e pr op os ed  tr ea ty , th e U ni ted Kingd om  spec ifi ca lly  
re que st ed  th e inclus ion in th e pr ot oc ol  o f  a pr ov is ion cla ri fy in g  th e ir  ta xin g 
ri ghts  w ith  resp ec t to  ex pl ora tion  and ex plo it at io n co nn ec ted ac ti v it ie s.  T his  
re qu es te d cl ar if ic at io n w as  no t unusu al in  light of th e  ori g in al  negotiat io ns in
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1975 ov er  the pe rm an en t es ta bl is hm en t de fin iti on . In  thos e ne go tiat io ns , th e 
U ni ted S ta te s ag re ed  to  de le te  from  th e tw elve  mon th  per m an en t es ta bli sh m en t 
ex clus ion co nt ai ne d in  su bpar ag ra ph (2 ) (f ) of  th e  prop osed  tr ea ty  an y re fe r­
ence to "a n in s ta ll a ti on  or  d ri ll in g rig or sh ip  u sed fo r th e ex pl or at io n or  de ve lop­
m en t of  n a tu ra l re so ur ce s” as  a re su lt  of  th e  B ri ti sh  in si sten ce  th a t th ere  he no 
li m itat io n  on th e ir  ri gh t to  ta x  su ch  ac tivit ie s.  Thi s de le tio n le ft  th e  ap pl ic at io n 
of  th e pe rm an en t es ta bl is hm en t de fin ition  to  th es e act iv it ie s so m ew ha t unce r­
ta in . al th ou gh  as  th e Uni ted Kingdom au th ori ti es believe,  a st ro ng  ar gum ent 
ex is ts  th a t th es e ac ti v it ie s co uld be ta xed  ev en  w ith ou t th e  cl ar if ic at io n of th e 
new pro toco l.

We ag re ed  to  th e  inclus ion of  th is  pr ov is ion in  th e T hir d  Pr ot oc ol  be ca us e it  
w as  re as on ab le  to ex pe ct  th e B ri ti sh  to  re quest  som e add it io nal  co ncessio n fo r 
th e los s of  th e  be ne fit s of  a rt ic le  9 (4 ) ; be ca us e th e te rm s of  th e pr ov is io n w er e 
re as on ab le  in li gh t of  ou r own s ta tu to ry  ta x  po lic y (w e wo uld  gen er al ly  ta x  
th es e ki nd s of ac ti v it ie s co nd uc ted in th e U ni ted S ta te s,  even  if they  w er e of  a 
sh ort er du ra ti on  th an  30 day s)  ; an d be ca us e it  could  be view ed  as  li tt le  more 
th an  a cl ar if ic at io n of  a re as on ab le  in te rp re ta ti on  ta ke n by th e B ri ti sh  of  th ei r 
ta xin g ri gh ts  under th e prop osed  tr ea ty  w ithout th e  protoc ol  prov is ions .

Th e dri ll in g  in dust ry  was  cl ea rly  aw are  of  th e pr ec ise te rm s of th e protocol 
prov is ion a t le ast  one  mo nth p ri o r to  th e sign in g of  th e Pr otoc ol  on  M arch  15. 
1979. On F ebru ary  16, 1979, Mr.  Arnold W. B ra m le tt , Cha irm an  of  th e  Ac co un t­
ing an d T ax ati on  Com mittee  of  th e In te rn ati onal Assoc ia tio n of  D ri ll in g Con­
tr ac to rs  (I A D C ),  w ro te  to  th e In te rn a ti ona l T ax  Co unsel , Mr.  II.  D av id  Rosen ­
bloo m, ex pr es si ng ge ne ra l co nc ern ov er  th e  prov is ion.  Sub se qu en tly , th ere  were 
te leph on e co nv er sa tion s be tw ee n Mr.  Ro senb loo m an d Mr.  B ra m le tt  in wh ich  
th e T re asu ry  so ug ht  specif ic in fo rm at io n as  to  th e n a tu re  of  th e ac ti v it ie s an d 
th e ha rm  which  was  all eg ed  wo uld  oc cu r. The se  re ques ts  were conf irm ed  in a 
le tt e r fro m Mr.  Ro sen blo om  to  Mr.  B ra m le tt  on M arch  5, 1979, st il l 10 da ys  
be fo re  th e Pr otoc ol  was  sig ned. To  dat e,  th e  T re as ury  has no t rece iv ed  fro m the 
IADC , or  an y of  it s me mb ers , specifi c in fo rm at io n det ai li ng  an y spe cif ic ad ve rs e 
eff ec ts of  t he  protoc ol  p rovisio n.

Qu es tio n 6. Th e proposed  protoc ol  is  d ra ft ed  to al low Amer ican  ci tize ns  an d 
co rp or at io ns  to  avoid  do ub le ta xat io n , wo uld you  ex pl ai n wh y F ra nce has de ­
cid ed  to ta x  on th e ba si s of  w or ld w id e inc om e?

An sw er . F ra nce ha s tr ad it io nall y  ta xed  it s re si den ts  on th e ir  wor ldwide in ­
come w ith  th e one  no tabl e ex ce pt ion th a t re si den ts  who were not Fre nch  ci tiz en s 
an d wh o re m ai ne d su bj ec t to  ta x  on th e ir  wor ldwide inc om e by th e co un try of 
ci tize nsh ip  w er e ta xe d in  F ra nce on ly  on th e ir  Fre nc h so ur ce  incom e. In  re ce nt  
ye ar s th is  ex ce pt ion has been th e ob je ct  of  in cr ea si ng  cr it ic is m . It  pu t U.S . 
ci tize ns  livi ng  in F ra nce  in a p re fe rr ed  po si tio n co mpa red to  o th er Fre nc h re si ­
de nt s.  In  th e  fa ll  of 1976, a bil l w as  in trod uc ed  in th e N at io nal  Assem bly  to 
repe al  th is  ex ce pt ion (A rt ic le  164—1 of  th e Code Gen eral  de s Im pot)  eff ec tiv e 
Ja n u ary  1, 1977. U.S. an d Fre nc h re pre se nta tives  met  in Nov em be r 1976 to 
co ns id er  ho w to  av oid th e do ub le ta xa ti on  un de r th e ne w law . T he eff ec tiv e dat e 
of  th e  bi ll as  en ac ted w as  de laye d un ti l Ja n u a ry  1, 1979. In  th a t in te rv al , th e 
Pr ot oc ol  w as  neg ot ia ted an d sig ned.

Que st io n  7. Th e prop os ed  pr otoc ol  has  a sp ec ia l pr ov is io n fo r th e ta x in g  of  
part ners h ip  prof its . Co uld  you  give  a  few ex am pl es  of  how th e  incom e of  a 
part ners h ip  wi ll be de sign at ed  as ha vi ng  bee n de rive d in F ra nce  or th e U.S.?  
In  ad di tion , wo uld  you spec ify  th e  po lic y reas on  fo r a tt ri b u ti n g  50 pe rc en t of  
th e  part n ers h ip ’s inc om e as  be ing de rive d fro m F ra nce if  th e  fig ure is in fa c t 
below  50 pe rc en t ?

Ans wer , (a ) A part ners h ip  of  tw o part ners  wh o are  U.S . ci tiz en s,  one  liv in g 
in F ra nce  an d one  in th e U ni ted Sta te s,  ha s $100,000 of  inc om e, $50,000 from  
F ra nce  an d $50,000 fro m th e U ni te d St at es . Eac h p a rt n e r’s sh are  is $50,000 of  
which  $25,000 is Fre nc h so ur ce  an d $25,000 U.S. source . W ithout th e protocol.  
F ra nce wo uld tr e a t as  Fr en ch  so ur ce  th e $25,000 of  Fr en ch  inc om e of  th e no n­
re si den t part ner an d th e  fu ll  $50,000 of  incom e of  th e  re si den t part ner (b ec au se  
th ey  vie w it  as  inc om e fo r se rv ices  in F ra nce).  W ith th e protoc ol . Fra nce  wi ll 
co ns id er  each  p a rt n e r to  rece iv e $25,000 of Fre nc h an d $25,000 of  U.S. incom e 
an d will  t ax  acc ording ly .

(b ) Sa me fa ct s as  ab ov e ex ce pt  th a t $80,000 of  th e part ners h ip  incom e is from  
th e U ni ted S ta te s an d $20,000 from  Fra nc e.  W ithout  th e  protoc ol . F ra nce  wo uld  
tr e a t as Fre nc h so ur ce  $10,000 of  inc om e of  th e  non re si de nt  p a rt n e r (one  ha lf  
of  th e incom e of  th e  Fr en ch  office) an d $50,000 (a ll ) of  th e incom e o f  th e  re si ­
den t part ner.  W ith th e  protoc ol , F ra nce  will  ta x  th e nonr es id en t p a rt n e r on hi s 
$10,000 of  Fre nc h incom e and  th e  re si de nt  part ner on $25,000 (h e has  on ly
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$10,000 from  th e F re nch  office bu t F ra nce  is not  re quir ed  to  ex em pt  mor e th an  
ha lf  h is  sh are  of  $50,0 00). The  part ners h ip  ma y elec t to  tr e a t th e ad dit io nal  
$15,000 of  inc om e of th e re si den t p a rt n e r ta xed  by F ra nce as  of F re nch  so ur ce  
an d claim a  c re dit  f o r th e Fr en ch  ta x  to  av oid do ub le  tax at io n .

(c ) The  50 pe rc en t ru le  w as  ad op te d to  en su re  Fra nce  th a t,  in  gi vi ng  up  it s 
st a tu to ry  ri ght to  ta x  all  pr of its  a tt ri bu te d  to  Fre nc h re si de nt  part ners , it  was  
no t cr ea ting  an  in ce nt iv e fo r ab use.  The  Fre nc h were co nc erne d th a t p a rt n e r­
sh ip s wo uld  re port  li tt le  or no inc om e from  th e ir  Fre nc h offices (i.e ., a t th e 
part ners h ip  leve l)  w hi le  th e in di vi dua ls  re si di ng  in  Fra nce  rece ived  la rg e 
am ou nt s of  inc om e on which  th ey  wo uld pa y no Fre nc h ta x.  I t was  ag re ed  th a t 
if  F ra nc e wo uld  ac ce pt  in  pr in ci pl e th a t on ly inc om e de rive d from  Fra nce  a t 
th e part ners h ip  level is  of Fre nc h source , th ey  wo uld no t be re qu ired  as  a re su lt  
to ex em pt  mo re th an  ha lf  of  th e  prof it sh are  of  a Fre nc h re si de nt  part ner.  The  
50 pe rc en t ru le  was  di sc us se d in  ad va nc e w ith  som e of  th e U.K. p a rt n e rs  re si den t 
in Fra nce and  t he y co ns id er ed  i t ac ce pt ab le .

Que sti on  8. In th e le tt e r of  tr an sm it ta l to  th e P re si den t fro m th e S ecr et ar y  
of Sta te , th e Sec re ta ry  m en tion s th a t th e prop os ed  protoc ol  w as  de rive d in 
la rg e part  from  a U.S. mo del ta x  co nv en tio n.  Pl ea se  ex pl ai n th e or ig in  of th e  
mo del  co nv en tio n an d it s ap pl ic ab il ity in th e in te rn ati onal ta x  ar ea . Ho w m an y 
tim es  ha s it been us ed ? W ith  wh ich  co un tr ie s?  W ha t ha ve  th e re su lt s been?

An sw er . Th e U.S.  mo de l incom e ta x  co nv en tio n was  deve lop ed  to  prov ide a 
un ifor m  s ta rt in g  po in t fo r U.S.  inc om e ta x  tr ea ty  neg ot ia tion s an d to  co nform 
U.S. tr ea ti es as  clo sel y as  po ss ib le to  th e model  inc om e ta x  co nv en tio n of  th e 
O.E .C.D . (O rg an iz at io n fo r Ec onom ic Coo pe ra tio n an d D ev elop m en t) , wh ich  
ha d become  widely  kn ow n an d us ed  by o th er co untr ie s sin ce  it s pul dica tion  in 
1963. A U.S. mo del was  pu bl ishe d in May 1976. an d a sl ig ht ly  revi se d ve rsi on  
in May 1977. A revi sed OEC I) mo del  was  pu bl ishe d in Jan u a ry  1977 an d the 
U.S. and OE CD  mo de ls no w co nfor m clo se ly in mo st pr ov is ions . Th e U.S.  model  
ha s been used  in all  tr ea ty  ne go tiat io ns  under ta ken  sin ce  ea rl y  1976. I t wa s 
used  in ne go tiat in g th e tr e a ti e s  now  if  eff ect with  Pol an d an d Rom an ia  (a nd  
to  a less er  ex te n t th a t w ith th e US SR  which  re qu ir ed  sign ifi ca nt  depart u re s)  
an d w ith  th e tr ea ti e s  w ith  Korea , th e  Ph ili pp in es . H un ga ry , an d th e Uni ted 
Ki ngdom now  be fo re  th e Co mmittee . It  is al so  be ing  us ed  in  on go ing  ne go tia­
tion s w ith  o th er co unt ri es  in cl ud in g thos e w ith  A rg en tina . Bra zi l, Den mark.  
Eg yp t, Is ra el , It al y , Ja m ai ca . M al ta  an d Sp ain .

Use of  th e model  has  per m it te d  th e neg ot ia tion s to pr og re ss  a t a mu ch  fa st er 
ra te  th an  befor e. And it s re se m blan ce  to th e OE CD  mo del ha s gen er at ed  in te re st  
on th e p a rt  of  de ve loping  co un tr ie s,  as  man y of them  ha ve  bec ome fa m il ia r with  
th e OE CD  model.

Qu estio n !). Wou ld you  ple as e comm ent on th e ch an ce s of  reco nc il ia tion  be ­
tw ee n th e Fre nc h an d U.S. vie ws  re ga rd in g th e po ss ib il ity of Fra nc e giving  
ta x  cr edit s on divi de nd s to  U.S . dir ec t in ves to rs  an d th e  Fr en ch  po si tio n th a t 
S ta te s of  th e U.S. shou ld  no t ta x  U.S. prof its  of  Fr en ch  su bsi dia ri es  by mea ns  
of  a fo rm ul ar y ap po rt im im en t of  th e ir  wor ldwide pr ot its . Does th e D ep ar tm en t 
ha ve  a proposed  sc he du le  fo r a tt em pti ng  an y re co nc il ia tion  of  th es e dif fe r­
en ce s ?

Answe r. We will  co nt in ue  to  ra is e the divi de nd  ta x cr ed it  is su e w ith th e 
Fre nc h an d to  m oni to r th e  Fre nch  po si tio n in o th er tr ea ti es.  (F ra nce is  com­
m it te d to  reo pen th e di sc us sion  of  th is  issu e as  soon as  fe as ib le  "a nd  in an y 
ev en t if  th e av oir  fiscal is ex te nd ed  in fu ll or  in p a rt  to  dir ec t in ve st or s of  o th er  
co untr ie s. ” ) U.S.  an d Fre nc h ta x  au th o ri ti es ar e  in co nt ac t freq ue nt ly , includ ing 
a t th e  tw ice  ye ar ly  m ee tin gs  of th e  Co mmitt ee  on Fi sc al  Affai rs  of  the OECD, 
so t her e are  ample o pp ort unit ie s to  keep th e is su e ali ve .

Th e T re asu ry  D epart m ent has  been in touc h w ith  re pre se nta tives  of  st a te  ta x  
au th ori ti es on po ss ible ap pr oa ch es  to  th e un it ary  ta x iss ue . We will co nt in ue  
to  wo rk with  the m an d w ith  Con gress to  seek  an  ac ce pt ab le  so lu tio n,  w het her  
by le gi sl at io n or  tr ea ty . We  wi ll no t prop os e a tr ea ty  so lu tion  w ith ou t a ssu r­
an ce s th a t it  is  a cc ep table.

Q UEST IO N S ON U NIT ED  ST A TE S- FR ANCE ES TA TE  AND GIF T TA X TR EA TY

Que sti on  10. The  prop osed  Co nv en tio n is an  ex tens ion of  th e  Fo re ig n In ve st or s 
Tax  Act of  1966. could  you  pl ea se  de sc ribe  th e benefits, as  you see  the m,  th a t 
th e U.S. ha s de rive d from  th e 1966 Ac t as  we ll as  th e fi rs t co nv en tio n und er  th a t 
Act w ith  th e N et he rl an ds ?

An sw er . The  prop os ed  Con ve nt ion is no t re al ly  an  “exte ns io n"  of  th e Fo re ign 
In ves to rs  Tax  Act of  1966. I t is  a  Con ve nt ion wh ich  mo dif ies  th e  p ro vi sion s of  th e
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co nv en tio n cu rr en tl y  in  fo rc e be tw ee n tw o p art ie s in ord er  to  ha rm on iz e th e
tr e a ty  arr an gem en t w ith  th e pr ov is io ns  o f th e  1 96 6 A ct.

The  pr im ar y ob je ct iv e of  th e 19 66  A ct w as  to  r em ov e or re du ce  b a rr ie rs  cr ea te d  
by th e  ta x sy st em  to  th e fr ee  flow of  fo re ign ca pit al  in to  th e U ni te d S ta te s.  Th e 
e st a te  ta x  pr ov is io ns  of  th e Act  lowered  th e ta x  ra te  impo sed  up on  th e  est a te s of  
fo re ig ne rs  wh o ow ne d U.S. pro pe rt y a t th e ir  de at h.  Th e pr im ar y ac hi ev em en t of  
th e st a tu te  w as  to les sen ta x  h a rr ie rs  to th e  inf low  of  fo re ig n cap it a l in to  th e 
U ni te d St at es .

The  pri m ar y  ac hi ev em en t of  th e  N et her la nds  Co nv en tio n from  th e  pe rs pe ct iv e 
of  th e Uni te d S ta te s w as  th e ag re em en t by th e N et he rl an ds  to  th e sp ec ia l ru le s 
wh ich  dee m a U.S . ci tiz en  a do m ic ili ar y of  th e U.S.  if  he  is deem ed  do micile d in 
bo th  co un tr ie s a t th e  tim e of  h is  de at h,  hu t if  he  has  no t liv ed  in th e  N et her la nd s 
mor e th an  7 of  th e 10 yea rs  en di ng  w ith  his  de at h. T hi s en su re s th a t A mer ic an  
ci tize ns  liv in g in  th e  N et he rl an ds  wi ll no t he su bj ec t to N et her la nds e st a te  ta x  
un le ss  they  ha ve fo rm ed  an  in te n t to  st ay  in  th e N et he rl an ds , or  ha ve  liv ed  th er e 
a lon g tim e. T his  is of  su b st an ti a l im po rt an ce  to  U.S.  co mpa nies  do in g bu sine ss  
in  th e N et he rl an ds , sin ce  i t per m it s them  to as sign  th e ir  e xe cu tiv es  to th e  N et her ­
la nd s w itho ut th e  em ploy ee s’ becomi ng  su bj ec t, sim ply by vir tu e of  livi ng  in th e 
N et he rl an ds  fo r a sh or t tim e, to  N et her la nds  e st a te  t ax es .

Que sti on  11.  A m aj or fe a tu re  of th e pr op os ed  co nv en tio n is th e  us e of a five 
y ear tim e pe riod  th a t w ill  be th e  b as is  fo r det er m in in g th e do micile  o f a ta xpa yer .
Co uld  yo u ex pl ai n th e re as on  th e five y ear tim e pe rio d was  se le ct ed ?

An sw er.  T he  fiv e-y ea r pe rio d is re le van t on ly in ca se s w he re  ea ch  S ta te  un de r 
it s own la w  co ns id er s an  in di vi du al  to  be  it s own do m ic ili ar y a t th e sa m e tim e.
Th e fiv e-y ear pe rio d is ir re le v an t to  th e  d et er m in at io n of  do mi cil e und er  do mes tic  
la w , an d co me s in to  pl ay  on ly a ft e r su ch  a de te rm in at io n h as been m ad e in ea ch  
Sta te . I t al so  ap pl ie s only if  th e pe rson  is  a ci tiz en  of on ly on e of th e C on trac ting  
Sta te s.

T he  fiv e- ye ar  pe riod  (o r  th e 5-of-7 ru le  of A rt ic le  4 ( 3 )  of  th e  C on ve nt io n)  was  
th e pr od uc t of ba rg ai ni ng be tw ee n th e  p ar ti es . T he  of ficia l U.S.  po si tio n,  ref lec ted  
in th e mo de l tr e a ty  an d th e  U .S .-N et he rlan ds  tr eaty , is th a t a pe rs on  sh ou ld  ha ve  
to  liv e in  a co un tr y oth er  th an  th a t of  hi s ci tize ns hi p 7 of 10 y ear s be fo re  his  
dea th  to  be su bje ct  to  th e new co untr y’s dea th  ta xe s.  T he  Fre nc h po si tio n wa s 
th a t on ly  th e  “ ti e- br ea ker ” ru le s of  A rt ic le  4 ( 2 )  sh ou ld  be us ed  fo r an y ca se  of 
“dou ble do mic ile ,” re ga rd le ss  of th e fa ct th a t th e  p erso n w as  a ci tize n of onl y one  
C on tr ac ti ng Sta te . Th e 5-o f-7  ru le  re pre se nts  a co mpr om ise  be tw ee n th e two  
po sit ions .

The  7-o f-1 0 y ear ru le  of th e  mo del  is  ba se d up on  a ba la nc in g of  co nc er ns  fo r 
det er m in in g which  S ta te  sh ou ld  ha ve  th e  ri ght to  ta x  th e  li fe ti m e ac cu m ul at io n 
of  an  in di vi du al . In  ge ne ra l, th e  U.S.  be lie ve s th a t th e m om en ta ry  ci rc um st an ce  
of  re si de nc e a t  de at h  sh ou ld  not  be  co nt ro ll in g,  p art ic u la rl y  w her e a cit iz en  of  
on e co untr y  is re si di ng  ab ro ad , an d do in g so  on ly fo r a sh ort  tim e.  The  U.S.  be ­
lieves, howrev er , th a t if  a pe rs on  liv es  in  a co un tr y fo r a su b sta n ti a l pe rio d of  
tim e, a t so me po in t th a t co un tr y ac qu ir es  a le git im at e cl ai m  to  ta x  th e  pe rs on ’s 
li fe tim e ac cu m ul at io n,  even  if  th e pe rs on  is  no t a ci tiz en  of  th e  c ountr y  an d doe s 
no t in te nd  to  re m ai n th er e fo re ve r.

Que sti on  12. W ou ld you det ai l th e nu m be r of in di vi du al s af fe ct ed  by th e  pro ­
pos ed Co nv en tio n an d th e  re ve nu e th a t wi ll be rec eive d by th e  T re asu ry  as  a re ­
su lt  of  th e prop os ed  Con ve nt io n?  In  ad di ti on , wo uld  you, fo r th e re co rd , su bm it 
es tim at ed  co st  to  th e D ep ar tm en t of  T re asu ry , IR S.  or  o th er U.S.  Gov er nm en t 
en ti ti es  re sp on sibl e fo r en fo rc in g th e  te rm s of  th e Con ve nt io n?

An sw er . I t is  im po ssi ble to  de te rm in e which  in di vi du al s will  he af fe cte d by th e 
pro po se d Co nv en tio n, sinc e th a t de pe nd s up on  th e  do micile  of  in div id ual s a t th e 
tim e of  th e ir  de at h or  th e ir  gi ft s,  an d up on  w hat  pro pe rt y su ch  in di vi du al s own 
a t su ch  tim es . The  T re as ury  do es no t ha ve  st a ti st ic s on th e nu m be r of  U.S.  ci ti - V
zens liv in g  in  F ra nce  o r Fre nc h ci tize ns  livi ng  in th e  U ni te d S ta te s,  wh o m ig ht  
be af fe ct ed  by  th e  do micile  det er m in at io n ru le s of th e  C onven ti on; no r does it  
ha ve  re li ab le  d a ta  co nc er ni ng  th e  am oun t of U.S.  si tu s pro per ty  he ld  by Fre nc h 
do m ic ili ar ie s,  or  Fre nc h si tu s pr ope rt y he ld  by U.S.  do m ic ili ar ie s,  th e ta xat io n of c
wh ich  m ig ht  he af fecte d by th e  al lo ca tion  of  ta x  ju ri sd ic ti on  eff ected  by th e 
Co nv en tio n.

T he  T re asu ry  believe,  ho wev er , th a t th e Co nv en tio n w ill  not ha ve  a su b st an ti a l 
reve nu e eff ect. Thi s is  be ca us e th e Con ve nt io n em bo dies  a ba la nc e of  co nc essio ns  
by th e tw o sid es , re sp ec tiv e re ve nu e eff ec ts of  w’hich  ar e  like ly  to  ca nc el ea ch  
oth er  ou t. F o r in stan ce , th e C on ve nt io n’s do micile  ru le s en ab le  th e  U.S . to  ta x  it s 
ci tiz en s livi ng  in Fra nce  if  th ey  hav e no t liv ed  th er e mo re  th an  5  to  7 yea rs ; to 
th is  ex te nt,  it  is  lik el y to  re su lt  in a sl ig ht  re ve nu e gai n  to  th e  U.,S. On th e  oth er
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ha nd , th e Con ve nt ion al so  re st ri c ts  th e  ri g h ts  of  th e U.S . to ta x  cert a in  in ta ngib le  
U.S . pr ope rt y ow ne d by Fre nc h pe rs on s a t th e tim e of  d e a th ; to  th is  ex te n t,  it  
pr ob ab ly  inv olv es  some  re ve nu e co st to  th e  U.S. To  th e  e x te n t th e Con ve nt ion as a 
wh ole  el im in at es  b a rr ie rs  cr ea te d by pote nti al  do ub le  ta x ati o n  to  th e fr ee  flow of 
goo ds,  pe rs on s, an d cap it a l be tw ee n th e  tw o co un tr ie s,  it pr ob ab ly  re su lt s in  a 
sl ig ht  re ve nu e ga in  to ea ch  co un try.

Th e Co nv en tio n sh ou ld  no t invo lv e ap pre ci ab le  ad m in is tr a ti v e  co sts to  th e 
U.S. Gov er nm en t. T he  ru le s of  th e Con ve nt io n ap ply  to  est at es , gi ft s,  an d ge ne ra -

V, tion -s ki pp in g tr a n sfe rs  whi ch  ev en  in  th e  ab se nc e of  th e  Co nv en tio n wo uld be
su bj ec t to  U.S. s ta tu to ry  la w , an d wou ld  th ere fo re  ha ve  to  be su bj ec t to  re tu rn  
re qu ir em en ts , a u d it  an d co lle cti on  pr oc ed ur es , and  th e lik e,  und er  s ta tu to ry  law . 
1 h e Con ve nt ion on ly re su lt s in su b sti tu te  or  su pp le m en ta ry  leg al ru le s go ve rn in g 
th e ta xat io n  of  su ch  tr a n sf e rs , an d as  su ch  sh ou ld  no t re su lt  an y an y m ea su ra ble  
ad m in is tr a ti v e  c ost s.

TH IRD PROTOCOL TO THE UN IT ED  ST AT ES -U NI TE D KIN GDOM INC OM E TAX TRE ATY

Qu estio n 13.  W ou ld yo u pl ea se  su m m ar iz e th e  B ri ti sh  re ac tion  to  th e re se rv a­
tio n incl ud ed  in th e S en at e ad vi ce  an d co ns en t to ra ti fi ca ti on la s t Ju n e  27 , 19 78 , 
co nc er ni ng  A rt ic le  9 ( 4 ) .

An sw er . The  B ri ti sh  ta x  au th o ri ti e s w er e unhap py w ith th e Sen at e re se rv at io n 
co nc er ni ng  A rt ic le  9 ( 4 ) .  Th ey  ho pe d th a t a mo dif ied  ve rs io n of  A rt ic le  9 ( 4 )  
m ig ht  be in cl ud ed  in th e  tr e a ty . W he n it  be ca me cle ar th a t th er e w as  no  po ss i­
bi li ty  of a mo di fic ati on  whi ch  wo uld be ac ce pt ab le  to  al l par ti es , th ey  re lu cta n tl y  
ag re ed  to se ek  P a rl ia m e n ta ry  ap pr ov al  of  th e  tr e a ty  w ith  th e de le tio n of  A rt ic le  
9 ( 4 )  bu t on ly  a f te r  th e T h ir d  Pr ot oc ol  is  ap pr ov ed  by th e Se na te . T he  B ri ti sh  
au th o ri ti es vie w som e of  th e  pr ov is io ns  of  th e  T hir d  Pr ot oc ol  (p a rt ic u la rl y  th e 
N or th  Sea pe rm an en t es ta bl is hm en t ru le s)  as  a co nc essio n fo r th e  de le tio n of  
A rti cl e 9 ( 4 ) .  W e re ce nt ly  re co nf irm ed  w it h  th e B ri ti sh  th e ir  w ill in gn es s to  go 
fo rw ar d  w ith  th e  tr e a ty  if  th e  p ro toco l is ap pr ov ed  by th e  Se na te.

Very st ro ng  ob je ct io n h as  been  ra is ed  by th e U.K . bu si ne ss  co m m un ity  to  th e 
de le tio n of A rt ic le  9 ( 4 ) .  M an y bu si ne ss  an d in d u str ia l gr ou ps  in th e U.K . ha ve  
ur ge d P arl ia m en t no t to  re ap pro ve th e tr e a ty  in  th e ab se nc e of  th e A rt ic le  9 ( 4 )  
pr ov isi on .

T he st re ngth  of  th es e ob je ct io ns  w as  co nf irm ed  by te st im on y a t th e Ju n e  6 
he ar in gs to  th e ef fe ct th a t th e re  is a vie w am on g som e C on se rv at iv e Mem be rs of 
P arl ia m en t th a t th e tr e a ty  sh ou ld  no t be ap pr ov ed  un le ss  som e so lu tio n ca n be 
fo un d to th e st a te  ta x ati o n  pr ob lem, al bei t outs id e th e tr e a ty  fr am ew or k.

Que sti on  11,. W ou ld  an y re se rv at io ns ad de d a t th is  d a te  je opa rd iz e th e  T hir d  
Pro to co l a n d /o r th e  U..S ./U. K. In co me T ax  T re a ty ?  I f  ye s, plea se  ex pl ai n.

Ans we r. In  ou r ju dg m en t an y re se rv at io n on th e  T h ir d  Pr otoc ol , or  an y su b­
sta n ti a l de la y in  ap pr ov al  of  th e  Pr ot oc ol  w ill  se ri ou sl y je opar diz e th e  ch an ce s 
th a t th e pr op os ed  U.S./U .K . In co m e T ax  T re aty , w ith  it s ve ry  su b st an ti a l be ne fit s 
fo r U.S . ta xp ay ers , w ill  ev er  c om e in to  e ffect.

W hi le  we  ca nn ot  sp ea k fo r th e U ni te d Kingd om , or pre dic t w ith  ab so lu te  ce r­
ta in ty  th e ac tion s which  m ig ht  be ta ken  by th e  B ri ti sh  P ar li am en t,  cert a in  fa ct s 
ar e  cl ea r.  T he re  is  st ro ng bu sine ss  op po si tio n in th e  U ni te d Ki ng do m to  th e  tr e a ty  
re se rv at io n on A rti cl e 9 ( 4 )  an d as  tim e pa ss es  th ere  i s also  l ik el y co nc ern ov er  th e 
gr ow in g co st of th e re tr o acti v e  re fu nd to U.S.  in ves to rs  of  th e B ri ti sh  Adv an ce  
C or po ra tion  T ax  ( i t  w ill  be ov er  .$500 mill ion th ro ugh 1 9 7 9 ).  D es pi te  th is , th e 
B ri ti sh  ha ve  ag re ed  to go fo rw ard  to  P arl ia m en t w ith  th e tr e a ty  as  lon g as  th e 
U.S. S en at e ap pr ov es  th e T hir d  Pr ot oc ol  co nt ai nin g w h at we,  an d th ey , vie w as  a 
re as on ab le  a nd  ju st if ia bl e pr ov is io n cl ar if y in g  t he U ni te d Kin gd om ’s t ax in g  r ig h ts

Ct ov er  cert a in  offsh ore ac tivit ie s.
Sh ou ld  th e  U ni te d S ta te s ag ai n  re se rv e on a tr e a ty  pr ov is io n im port an t to th e 

B ri ti sh , p art ic u la rl y  on e w hich  is  re as on ab le  in  li ght of bo th  th e do m es tic  ta x  
la w  of  th e  U ni te d S ta te s an d th e h is to ry  of  th e ba si c tr e a ty , it  may  we ll pr ov id e 
suffi cie nt im pe tu s fo r th os e in th e  U ni te d Kingd om  opposed  to th e tr e a ty  to

a  se cu re  i ts  d ef ea t.  Pr ol on ge d de la y co ul d ha ve  a  si m il a r effect .
Q ue sti on  15. W hy  w as  th e de fini tio n of  a “p er m an en t est ab li sh m en t” in th e 

ca se  of  ac ti v it ie s carr ie d  on of fs ho re  in co nn ec tio n w ith  th e  ex pl or at io n an d 
expl oi ta ti on  of  th e  se ab ed  an d su bs oi l mod ifi ed ? W ill  th is  m od ifi ca tio n re su lt  in  
a los s o f re ve nu es  t o th e  U .S .? If  ye s. how m uc h?  I f  no , wh y n o t?

Ans we r. The  re as on s fo r mod ifi ca tio n of  th e de fini tio n of  th e te rm  “p erm an en t 
est ab li sh m en t” a re  se t fo rt h  in th e  an sw er  to  que st io ns 0  an d 7 u n d er th e  
G en er al  Q ue st io ns  h ea di ng  a bov e.
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Since th ere  is  a  good  ar gu m en t, an d it is th e  B ri ti sh  vie w,  th a t th e ac tivit ie s 
dealt  w ith  in th e protoc ol  prov is ion ma y be ta xed  in th e U ni ted Kingd om  unde r 
th e prop os ed  tr e a ty  w ith out  th e pro toco l, it  is  lik ely  th a t th e protoc ol  prov is ion 
will  re su lt  in  no addi tion al  los s of  reve nu es  to th e Uni ted  Sta te s.  As a ge ne ra l 
m at te r,  U ni te d Ki ngdom ta xati on  of  th e inc om e fro m ex pl or at io n an d ex ploi ta - 
tion  co nn ec ted ac ti v it ie s of  U.S.  ta xpayers  wi ll give  ri se  to  fo re ign ta x  cr ed it s 
which  a re  av ai la ble  to  off se t th e U.S. ta x  li ab il ity of  U.S . ta xpayers  on th is  
inc om e. To  th a t ex te nt,  th e U.S.  T re asu ry  wi ll lose re ve nu e an d th e B ri ti sh  
T re as ury  will  ga in  rev en ue . The  m ag ni tu de  of  th is  re ve nu e tr an sf e r,  howe ver, 
is no t lik ely  to be su bst an ti al . The  in fo rm at io n we ha ve  in di ca te s th a t on ly a 
few U.S. dri ll in g  co mpa nies  a re  ac tiv ely op er at in g in  th e B ri ti sh  se ct or of  th e 
N or th  Sea.

I t is im port an t to no te  th a t oth er  pr ov is io ns  of  th e T hir d  Pr ot oc ol  wi ll ra is e 
U.S . re ve nu es  (e.g.,  th e  li m it at io n  on th e  cr ed it  fo r th e B ri ti sh  Pe trol eu m  Reve­
nu e T ax ) an d th us , th e net  reve nu e im pa ct  of  th e protoc ol  wi ll be insign ifi ca nt .

Qu estio n 16. Ho w wi ll th e U.S . d et er m in e th e U ni ted Kingdom so ur ce  o il incom e 
fo r oil co m pa ni es  op er at in g in  th e N or th  Se a?  Won’t th e  oil co m pa ni es  be  ab le 
to sh el te r oi l- re la te d inc om e from  o th er co unt ri es  un de r th e pe trol eu m  reve nu e 
ta x  (P R T ) es ta bl is he d by th is  co nv en tio n?

Answe r. T he  pr oc ed ur es  fo r de te rm in in g th e tr ea ty  li m it at io n  on th e  cr ed it  
fo r th e U.K. Pe trol eu m  Rev en ue  Tax  (P R T ) ar e de sc rib ed  in th e  T re asu ry ’s 
te ch ni ca l ex pla nation  of  th e  T hird  Protoc ol . For  ex am ple,  fo r pu rp os es  of  th is  
lim itat io n,  th e  ta xa bl e inc om e fro m th e  ex tr ac tion  of  m in er al s from  oil  or  ga s 
well s in th e  U ni ted Ki ngdom wi ll be de te rm in ed  by ap pl yi ng  princ ip le s si m ilar  
to  thos e under se ct ion 9 0 7 (c ) (1 )( A ) an d sect ion 9 0 7 (c )( 3 ) of  th e  In te rn a l 
Rev en ue  Cod e.

As lim ited  by th e  pr ov is ions  in  th e T hird  Protoc ol , ex cess P R T  sh ou ld  no t 
sp ill  o ve r t o o ffse t U.S.  t ax  on inc om e fr om  oth er c ou nt ries .

Que sti on  17. W ill  th e T hir d  Pr otoc ol , if  ra ti fied , re su lt  in a los s of  reve nu es  
to  th e U.S.? I f  yes , how muc h?  I f  no,  why no t?  W hat  was  th e po lic y reason  fo r 
ac ce pt in g th e  lo ss or  gain?

Answe r. W e do no t be lie ve  th a t th e  T hir d  Protoc ol  wi ll, on ba lanc e,  ha ve  a 
sign if ic an t im pa ct  on U .S. reve nu es , e it her po si tive  o r ne ga tiv e.

Q U EST IO N S ON T H E  UNIT ED  KIN GD OM  ES TA TE  AND GIF T TA X TR EA TY

Que sti on  18. Exp la in  th e or ig in  an d de ve lopm en t of  th e  mo del est a te  an d gi ft  
ta x  c on ve nt io n pu bl ishe d by th e D ep ar tm en t o f T re as ury  in 1977?

An sw er . The  U.S.  T re as ury  D ep ar tm en t re leased  it s “m od el” est a te  an d 
gi ft  ta x  tr ea ty  on M arch  16, 1977. The  model  se rv es  as  a st at em ent of th e 
T re asu ry ’s ba sic tr ea ty  ne go tiat in g po si tio n.  It  w as  deve lop ed  ov er  seve ra l 
mon th s by Office of Tax  Po licy st aff  mem be rs  co nv er sa nt  w ith  est a te  an d gi ft  
ta x  tr ea ty  iss ue s. Th e ge ne ra l pr in ci pl e un de rlyi ng  th e mo del is to g ra n t to  
th e co un try of  domi cil e th e  ri gh t to  ta x  the wor ldwide est a te  or  gif ts  of  a 
de ce de nt  or  donor, w ith  a cr ed it  fo r ta x  pa id  to  th e oth er  S ta te  w ith  res pe ct 
to re al  p ro pe rt y an d bu sine ss  a ss et s loca ted th er ei n.

Th e em ph as is  on do m ic il ia ry -b as is  ta xati on  also  ex pl ai ns  th e or ig in  of  th e 
model . Al l U.S. est a te  an d gi ft  ta x  tr ea ti es ne go tiat ed  be tw ee n UM6 an d 1956 
co nt ai n a co mpr eh en sive  se t of  si tu s ru les. Do uble ta xat io n  is  el im in at ed  by 
aw ar din g th e si tu s st a te  th e p ri m ary  ri ght to  ta x  a giv en ty pe of  pr op er ty .
In  1966, ho wev er , th e  O rg an iz at io n fo r Ec onom ic Coo pe ra tio n an d Develop ­
men t (O EC D) pu bl ishe d a mod el e st a te  ta x  co nv en tio n (I )r a ft  Do uble Tax at io n 
Co nv en tio n on E st ate s an d In heri ta nces) . Th e OE CD  mod el, wh ich  th e Uni ted 
S ta te s he lped  dev elo p, pr ov ides  fo r do m ic ili ar y- ba si s ta xati on . Thi s is al so  (th e ap pr oa ch  of  o ur  on ly est a te  ta x  tr ea ty  wh ich  has  com e in to  fo rce sin ce  1956, 
th e U ni ted Sta te s- N et he rl an ds  tr ea ty  of  1971. Th us , th e U.S. model  est a te  an d 
gif t ta x  tr ea ty  re fle ct s bo th  th e in te rn at io na lly- ac ce pt ed  co nc ep ts  in th e OECD  
mo del  a nd  o ur  c u rr en t tr e a ty  pos iti on .

Que sti on  19. Does th e U.S.-U.K . E st a te  an d Gift  Tax  T re aty  di ff er  fro m th e  «U.S . mo del tr ea ty , an d if  so, pl ea se  ex pl ai n th e policy reas on s fo r th e di fferen ce ?
An sw er . Th e U.S .-U.K. E st a te  an d Gift  Trfx T re at y  is si m ilar , bu t no t id en ti ­

cal, to  th e model. I t is  si m ilar  in  th a t bo th  fol low  th e princ ip le  of  do mic ili ar y-  
ba si s ta xat io n . T hat  is. th e co untr y  of  domi cil e may  ta x  th e  wor ldwide est a te  
or  g if ts  of  a de ce de nt  or  donor. Im mov ab le  pro pe rty an d cert a in  bu sine ss  ass et s 
a re  t axab le  in  the C on tr ac ting S ta te  w he re  s itua te d.

The  U.S .-U .K.  tr ea ty  is  di ff er en t from  th e mo del in th a t it  in cl ud es  th e ta x  
on ge ne ra tion -s ki pp in g tr ansf ers , im po sed by th e T ax  Ref or m  Ac t o’f 1976. Thi s
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is pu re ly  a m att er Qf tim ing.  Alth ou gh  th e  mo del was  no t pu bl ishe d unt il  1977, 
it was  develop ed  ea rl y  in 1970. Con se qu en tly , it  does no t includ e th e est a te  an d 
gi ft ta x  mod ifi ca tio ns  in th e Ta x Refor m Act of  1976, wh ich  was  s igne d in Octob er  
of  th a t ye ar . U nl ike th e model , th e U.S .-U .K.  tr ea ty  does no t pr ov ide fo r a 
re cipr oc al  ex em pt ion of .$.30,009 fo r pro per ty  th a t is ta xab le  un de r th e tr ea ty  
on a si tu s ba sis. T his  part  of  th e mo del  re fe rs  to pre -T ax  Re form  Act  of  1976 la w ; 
th e $.30,000 e xe mpt ion was  c on ve rted  to  a $3,600  cr ed it  by th e 1976 ch an ge s. T his  
pro visio n is no t in th e  tr ea ty  be ca us e th e U. K. 's ca pit al  tr an sf e r ta x  does no t 

V> a PPl.v to  t he f irs t £25 ,000  ( ro ug hly $50,000)  of  p ro pe rty tr ansf err ed .
Qu estio n 20. How do es  th e U.S .-U.K. tr ea ty  de fin e domi cil e an d how . or  wh y, 

was  t hi s de fin iti on  s elec ted?
Answe r. Th e de te rm in at io n  of  a sing le  tr ea ty  do mi cil e is  ve ry  im por ta nt,  sin ce  

th e co un try of do mic ile  has  th e pri m ar y  ri gh t to  ta x  th e wor ldwide est a te  an d 
gif ts  of a de ce de nt  or do no r, w ith  th e ex ce pt ion of  pr op er ty  ta xab le  unde r th e 
si tu s ar ti cl es . Dom ici le is  de te rm in ed  in it ia l’y unde r th e b w  of ea ch  C on trac ting  
St at e.  Und er  th e tr ea ty , an  in di vi dua l is  do mi cil ed  in  th e Uni ted S ta te s (a ) if  he  
was  a  U.S. re si den t o r (b ) if  he w as  a  U.S.  nat io na l, an d h ad  b een  a re si den t in  t he  
Uni ted S ta te s a t an y tim e duri ng th e pr ec ed in g th re e ye ar s.  The  Co nv en tio n 
us es  the te rm  “re si den t (d om ic il ia ry )” be ca us e U.S . do mes tic  law eq ua te s th e 
te rm  “r esi den t” w ith  th e  te rm  “d om ic il ia ry .” Th e th re e- yea r ru le  simply p a ra l­
lel s a pr ov is ion in th e U.K. ca pit al  tr a n sfe r ta x  th a t a U.K. do mic ili ar y wi ll he 
deem ed  to  be domi cil ed  in  th e Uni ted Kingdom fo r a pe rio d of  th re e years  a ft e r 
a ch an ge  of do micile  is actu a lly  ma de. An in di vi du al  is  do mi cil ed  in th e Uni ted 
Ki ngdom if  he  is (a ) a U.K . do m ic il ia ry  unde r gen er al  pr in cipl es  of  U.K . law . 
or (b ) tr eate d  as  a U.K. do mic ili ar y fo r pu rp os es  of  th e ca pi ta l tr an sfe r ta x.

Th e Con ve nt ion pr ov id es  ru le s fo r det er m in in g a sing le  tr ea ty  do mi cil e wh en  a 
de ce de nt  o r tr an sf e ro r is  dom icile d,  under  t he law s of  th e  re sp ec tiv e co un tr ie s,  in 
bo th  Sta te s.  P art ic u la rl y  im port an t in  th is  re ga rd  is th e prov is ion th a t a U.S. 
ci tiz en , wh o i s co ns idered  u nder  t he C on ve nt ion to  be do mi cil ed  in bo th th e Uni ted  
Ki ngdom an d th e U ni te d S ta te s,  sh al l be  de em ed  to  be  domi cil ed  in th e Uni ted  
S ta te s if  he  h ad  n ot  be en r es id en t in th e U ni ted Ki ng do m fo r 7 o f t he la s t 10 yea rs . 
Thi s ru le  is ba se d on th e  co nc ep t th a t a C on tr ac ting  S ta te  shou ld  no t ta x  the 
est a te  o r o th er  tr an sfe rs  o f an  i ndiv id ual  on a do m ic il ia ry  ba si s if  th e in di vi du al  
has no t been p re se n t in  th a t S ta te  fo r a sign ifi ca nt  pe riod  of  tim e. I f  th e  7 ou t of 
10 y ea r ru le  do es  n ot  a pp ly , th e  si ng le  tr e a ty  d om icile  is  d et er m in ed  b y a se t of  t ie ­
bre ak in g ru le s ba se d on: per m an en t home , ce nte r of  vit a l in te re st s,  ha bi tu al  
abode, st a te  of  nat io nal it y , or m utu al  ag re em en t. The se  tie- br ea ki ng  ru le s are  
si m il ar to thos e in  bo th  th e OE CD  an d U.S . model  tr ea ti es an d in our ex is ting  
e st a te  t ax  t re a ty  w ith th e N et he rlan ds .

Que sti on  21. By  us in g a w or ld w id e ba si s to  de te rm in e th e do m ic il ia ry  S ta te s’ 
ri gh t to  t ax  est a te s an d tr an sf e rs , will  th e U.S . in cr ea se  o r de cr ea se  it s ta x  reve ­
nu es  f ro m est a te  an d gif t ta xes?  B y w hat  am ou nt ? P le as e giv e policy reas on s fo r 
an y pro je ct ed  inc re as e or  d ec reas e.

An sw er . Gen eral ly , th e U ni ted S ta te s ta xes th e est a te s an d pr op er ty  tr an sf e rs  
of  i ts  c iti ze ns  a nd  re si de nts  (d om ic il ia ri es ) on a w or ld w id e ba si s under  it s s ta tu ­
to ry  law . Th us , use of  a w or ld w id e ba si s unde r th e tr ea ty  does no t re pre se nt a 
m ate ri a l depart u re  fr om  o ur  n or m al  e st a te  a nd  g if t ta x  b ase. .

Thi s tr ea ty , like  othe rs , is  a ba lanc ed  pa ck ag e of  m utu al co nc essio ns  whe re  
th ere  may  be  re ve nu e ga in s fr om  som e pr ov is io ns  an d re ve nu e losses  on oth er s 
bu t, whe re  t he  net  r ev en ue  effe ct is  ni l.

Qu estio n 22. W hy  w as  th e 7 ou t of  10 year ru le  used  fo r th e  de te rm in at io n of 
do micile  u nd er  the tr ea ty ?

. Answe r. A b as ic  co ncep t of  U ni te d S ta te s ta x  po licy in th is  field  is th a t a Con­
tr ac ti ng  S ta te  sh ou ld  no t ta x  th e e st a te  or  o th er tr an sf e rs  of an  indi vi du al  on a 
do m ic il ia ry  ba si s if  th e in div id ual  has  no t been pre se nt in th a t S ta te  fo r a sign ifi ­
ca nt  p er iod of  time . Co nv erse ly , w he re  a n in di vi du al  has  been  p re se nt  fo r a sign ifi ­
c a n t pe rio d of tim e we be lie ve  th a t it  is  re as on ab le  to per m it th e S ta te  to  ta x  th e 

y in d iv id ual’s ac cu m ul at io n of  w ea lth . The  7 ou t of  10 yea r ru le  re pr es en ts , in ou r
ju dg m en t, a sufficie ntl y long  pe riod  of  pr es en ce  to  ju st if y  ta xati on  an d has  been  
ou r tr e a ty  po lic y fo r a long  tim e. The  ru le  is in co rp or at ed  in th e ex is ting  est a te
ta x  t re a ty  w ith  th e N et her la nds  w hich  en te re d in to  fo rce in 1971.

I t  is al so  im port an t to  po in t ou t th a t a U.S.  ci tiz en  wi ll no t au to m at ic al ly  b e
deem ed  to  be do micile d in th e Uni ted Ki ngdom if  he  has  bee n re si de nt  th er e fo r. 
sav 7 o ut  of  10 v ea rs . In  th a t ca se  Hie de te rm in at io n of  a  sing le  t re a ty  do micile  is 
se tt le d by th e tie -b re ak in g ru les. The se  are  ba sed on th e  co nc ep ts  of  pe rm an en t 
hom e, cente r o f v it a l in te re st s,  h ab it ua l abode, nat io nal it y , an d m ut ua l ag re em en t.

46- 730  0 - 7 9 - 8
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Thus, it  is possible t ha t an indivi dual could be resident  in the United  Kingdom for
more tha n 7 yea rs and stil l be tre ate d as a U.S. domiciliary, if, for example , he
maintain ed a pe rma nen t home in  the United State s.

QUEST ION S ON TH E UNITED  8TAT E8- HU NG AR Y INC OME TAX TREATY *»

Question 23. How does the  1977 model convention of the  Orga nization of Eco­
nomic Cooperatio n and Development (OE CD) differ from the U.S. model income 
tax  convention?

Answer. Among the  primar y d ifferences between  the U.S. and OECD models are  
th at  the  United  Sta tes reserves its righ t und er its  model to tax  U.S. citize ns in 
accordance with U.S. law even if they are  residents of the othe r tre aty  country 
and th at  U.S. tr ea tie s cover only Fed eral  income taxe s excep t for purpose s of non­
discriminatio n wher e a ll taxes are covered. The OECD model deals with  taxatio n 
of re side nts of each country and does not  make  an exception for nonreside nt citi­
zens, and covers sta te and local income and  cap ital  taxe s as well as those  at the 
nat ional level. In addition, the U.S. model provides for exempti on at  source on 
intere st (ta xa tio n only in the country of residence)  whereas  the OECD model 
allows a 10 pe rcen t t ax  a t source. The U.S. model includes somewhat broader pro­
visions for adjus ting the income of rela ted  persons and excha nging infor mation 
and provides for  limited  assistance in collecting taxe s reduced on paym ents to 
persons not ent itle d to the tre aty  reduct ions. Ther e are  a number  of lesse r differ­
ences, pr imaril y technical in nature . A sum mary  comparison of the  two models is 
given in the atta che d memorandum.

Question 2-b- Will the  proposed Hunga rian  Convention resu lt in a net loss or 
gain to the  U.S. tax  reven ues? If  gain, how much? If  loss, how much? Wh at are  
the  underlying  policy r easons  fo r any  projected loss or gain?

Answer. The revenue consequences of the  treaty  for the foreseeable fu tu re  a re 
negligible. The reduct ions in Hun gar ian  tax  will prim aril y benefit U.S. investors 
by reducin g excess cred its of join t ven ture s and eliminati ng the  need to file t ax 
ret urn s by indiv idua ls and companies whose contacts with Hun gary  are limited.
The U.S. ra te  reduct ions on outgoing  dividends, inte res t and roy alties represent 
a potentia l revenue cost but the level of such paym ents is insignificant.

Question 25. The submittal let ter  from the Secr etary  of Sta te to the Pres iden t 
mentions th at  the convention provides “for  exch ange of infor mati on and adminis­
tra tiv e coope ration  between the tax  aut horiti es of the  two countrie s to avoid 
double tax ati on ,” how, or in wh at form  will thi s exchange an d/ or  cooperation 
take  plac e?

Answer. The exchange of infor mati on and adm inis trat ive  cooperation  prov i­
sions are  taken from the U.S. model tre aty  and app ear in several othe r U.S. 
trea ties . The tax aut hor itie s agree  to cooperate with  each oth er in applying the  
convention to avoid double taxatio n and preve nt tax  evasion. The United States 
would furnish Hung ary with copies of withholdin g forms on paym ents of U.S. 
income, such as dividen ds and int ere st subject  to withho lding,  to reside nts of 
Hun gary  (not U.S. cit ize ns) . Safe gua rds are  provided  to pro tect  secrecy and 
avoid undu e adm inis trat ive  burdens. The tax  autho riti es may cons ult by let ter  
or in person whenever a question arises.

Question 26. Will the ratif icati on of U.S.-Hungary Income Tax  Tre aty  encour­
age pr iva te U.S. capi tal inves tment or activ ity in Hu nga ry?  If  yes. have there 
been a ny projection s or studi es as to the level of inves tment  or act ivi ties ?

Answer. The ratif icati on of the tre aty would signal to U.S. and Hun gari an 
inves tors that  fam ilia r tax  rules  apply  and sound tax  relatio ns exis t between 
the  two countries. This  would sup por t and encourage the intere st of investors 
in both countries,  hut it is one fac tor  an d ca nnot be quant ified separate ly. Int ere st .
alrea dy exists . For example. Control  Data. Katy Ind ust ries  (sh oes) and Levi 
Strau s are already actively in Hungary  and Hun gar ian  companies ar e producing 
ligh t bulbs, marketing  pha rma ceutica ls, and engaging in a going venture with 
Corning Glass in the United States. The tre aty  would help the  expansion of 
these act ivi ties  by clarif yin g th e t ax  rules  in advance. z

QUEST ION S ON TH E UNITE D STATES-KOREA  INC OME TAX TREATY

Question 27. This Commit tee ordered prin ted the  “Tax Convention with  the 
Republic of Korea” on April 25, 1978. Have any factors  surrounding the tre aty , 
or t he  tre aty  itself, been changed or modified?

Answer. There have been no chang es eith er in the  Kore an tre aty  itse lf or in 
the fac tors  surro undi ng the tre aty since the Committee action on the tre aty in 
April  1978.
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Qu estio n 28.  W ill  th is  tr ea ty  re su lt  in a los s or a ga in  to U.S . ta x  re ven ues ? 
If  a ga in , how m uch ? If  a los s, how m u ch ? Ple as e ex pl ai n th e po lic y re as on s fo r 
th e los s or  ga in .

An sw er . We do  no t be lie ve  th a t th e tr e a ty  w ith  Kor ea  wi ll, on ba la nc e,  ha ve  a 
J  sign ifi ca nt  im pa ct  on U.S . reve nu es .

Que sti on  2i>. W ha t a re  th e policy  re as on s fo r th e sp ec ia l ex em pt io n from  U.S . 
so cia l se cu ri ty  ta xes  fo r K or ea n re si den ts  wh o a re  te m pora ri ly  pr es en t in G ua m ?

An sw er.  The  ex em pt io n in A rt ic le  25  fo r K or ea n re si den ts  te m pora ri ly  wor k-  
ing in  Gua m was  a m a tt e r of  gre at im po rt an ce  to  th e K or ea n neg ot ia to rs . T he  
K or ea ns  ar gu ed  th a t as  lon g as  P hil ip pi ne  w ork er s in Gu am  are  ex em pt  from  
so cia l se cu ri ty  ta x  by v ir tu e  of  se ct io n 3 1 2 1 (b ) (1 8 ) of  th e In te rn al Rev en ue  
Code, th e K or ea n w ork er s ca nn ot  co m pe te  w ith  w or ke rs  fro m th e  Phi lipp in es . 
Sin ce  neit h er P hi lipp in e no r K or ea n w ork er s are  lik ely  ev er  to be eli gibl e fo r 
U.S. so cial se cu ri ty  be ne fit s, th e co m pa riso n of K or ea n w or ke rs  w ith  P hi lipp in e 
w or ke rs  see ms  mor e re le v an t th an  th e ir  co m pa riso n w ith  e it h er U.S.  o r G ua ­
m an ia n w or ke rs , wh o a re  su bje ct  to ta x , bu t w ill  al so  be el ig ible  fo r benefits.

Th e T re as ury  fo un d th is  po si tio n re as on ab le . O ur  co nc ern (a s  we ll as  th a t of  
(h e  K or ea ns)  is  no t w ith pr ov id in g ex em pt io n in a ll  ca se s fo r K or ea n w or ke rs , 
bu t ra th e r w ith ass u ri n g  th a t K or ea n w or ke rs  a re  tr eate d  eq ui ta bl y vis-a-vis 
Ph il ip pi ne  w or ke rs .

Qu est ion  30 . Ar e th ere  an y pl an s fo r fu rt h e r ne go tiat io ns  w ith  K or ea  in ot her  
ta x  a re a s?

An sw er.  T he re  a re  no pla ns a t pre se nt  fo r fu r th e r ne go tiat io ns  w ith  Kor ea  
e it h er to mod ify  th e inc om e ta x  tr e a ty  or  to  d ea l w ith  o th er ta xe s.

Que sti on  31.  W ill  th e pr op os ed  U. S.-K ore a In co m e T ax  T re aty  pr om ot e the 
in ve st m en t of  p ri vat e U.S . cap it a l in K o re a? Do you  ha ve  an y st udie s or pr o­
je ct io ns?

An sw er . It  is re as on ab le  to ex pe ct  th a t th e  inc om e ta x  tr e a ty  w ith  K or ea  wi ll 
ha ve  a po si tiv e im pa ct  on U.S.  in ve st m en t in Kor ea . The  pr es en ce  of a tr e a ty  
cr ea te s a fa vo ra bl e cl im at e fo r in ves tm en t by  as su ri n g  ag ain st  ca pr ic io us  
ch an ge s in th e ta x  re gi me fa ce d by U.S. in ves to rs  an d by cr ea ti ng  a m ec ha nism  
fo r th e  re so lu tio n of  d is pute s whi ch  m ay  ari se  in th e ta x ati o n  of  flow s of  inc om e 
be tw ee n th e tw o co un tr ie s.  F urt her m ore , th e  re du ct io ns  in K or ea n w ith ho ld in g 
ra te s wi ll, in m an y cases, d ir ec tl y in cr ea se  th e ra te  of  re tu rn  fo r U.S. in ve st or s 
on in ve st m en t in Kor ea  and  on tr a n sf e rs  of  tec hn olog y to  Kor ea . I t is n o t po ss i­
ble.  ho we ve r, to  qu an ti fy  th es e eff ects,  in p art , be ca us e th e ap pl ic ab le  ta x  ru le s 
a re  bu t one  of  th e fa ct ors  ta k en  in to  ac co un t in m ak in g in ve st m en t de cis ion s. 

Mate rial R eferred  to in  Que sti on  1 on th e  T reat y W it h  H ungary  

TH E UNI TED  STA TES MODEL INC OM E TAX TREATY

( Sub m itt ed  by th e  D ep ar tm en t of T re as ury . U ni te d S ta te s of  Ameri ca , fo r th e 
X IX  In te r-A m er ic an  C en te r on T ax  A dm in is tr at ors  (C IA T ) Te ch ni ca l C on fe r­
en ce  on “E xc ha ng e of In fo rm at io n  U nd er  T ax  T re a ti es” , Aug us t 28 -S ep te m be r 
3, 19 77 , C u ra cao ).

INTRODUCT ION

In  Ma y of  197 6, th e  U ni te d S ta te s T re asu ry  D ep ar tm en t fi rs t re le as ed  th e 
te x t of  it s Mod el In co me T ax  T re at y. Th e cu rr en t ve rs io n of  th e U.S.  Mod el, 
whi ch  di ff er s fro m th e  19 76  Mo del  on ly  in m in or  re sp ec ts,  w as  re le as ed  on May 
17, 1977.

T he  U.S.  Mod el is  p a tt ern ed  a ft e r th e Mo del Inc om e T ax  T re aty  of  th e O r­
ga ni za tio n fo r Ec on om ic Coo pe ra tio n an d Dev elo pm en t (O EC D  M od el ), an d 

} clo sel y fol low s th a t mo del  bo th  in  su bs ta nc e an d in for m.  Th e Un ite d S ta te s
us es  th is  Mode l as  th e ba si s fo r co nd uc tin g neg ot ia ti ons w ith al l co un tr ie s.  Al­
th ou gh  th e  U ni ted  S ta te s do es  no t ha ve  a mo del  tr e a ty  spec ifi ca lly  ta il ore d fo r 
neg ot ia tion s w ith  de ve lopi ng  co un tr ie s,  it  is pre pa re d to  var y  so m ew ha t from  
(h e st a n d a rd  Model pr ov is io ns  in th os e ne go tia tio ns .

In  de sc ri bi ng  th e U.S . Mo del,  it  is pe rh ap s mo st us ef ul  to di sc us s th e pr in ci pa l 
di ffer en ce s be tw ee n it  an d th e OEC D Mod el. T hi s pap er  an al yz es  th e pr in ci pa l 
di ffer en ce s be tw ee n th e tw o mod els on  an  ar ti c le  by  ar ti c le  ba sis. It  sh ou ld  be 
em ph as iz ed  th a t al th ou gh  th e p ri m ary  fo cu s of  th is  pap er  is  on th e di ffer en ce s 
be tw ee n th e tw o mo del s, th e  U.S . Mod el di ff er s from  th e OE CD  Mo del in re la ­
tive ly  fe w  in st an ce s,  an d th e di ff er en ce s are  of te n mi no r.
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I.  SCOPE OF TH E TREATY

The first two arti cles of both the  U.S. Model an d the OECD Model define the personal scope of the tre aty  and the taxes covered. The differences  in the scope of the two models are  discussed below.
1. Personal  scope.—In delim iting  the personal scope of the  tre aty , the  most signific ant departu re in the U.S. Model from the OECD Model is the reser vatio n to each Con trac ting  Sta te of the right  to tax  its own residents and nat ion als  as if the tre aty did not come into effect. Thi s provision overr ides any oth er provi­sion tha t would otherwise limit the autho rity  of a Contract ing Sta te to apply  its intern al tax  law to its citiz ens or resident s. The only except ions to this  rule rela te to provis ions that  are clear ly inten ded to limi t the autho rity  of a Con­tracting Sta te to tax  its citiz ens or resid ents . The provisions of the tre aty rela ting  to the  foreign  tax  credit, non-discriminat ion and the mu tual agreem ent procedure are examples  of those exceptions. The reason  for  thi s provision, known as the  “saving clause", is tha t the  United  Stat es views tre ati es  as affect­ing a Con trac ting  Sta te’s rig ht to tax  residen ts and citize ns of the  oth er Con­tra cting  State, and not as affecting  its rig ht  to tax  its own residents  and citizens.Under the  saving  clause, the  United States reta ins  it sta tut ory  right to tax its  citize ns and residents on worldw ide income. The United  Sta tes  also reta ins  the  righ t to tax a former citizen  on U.S. source income for a 10-year period if the form er citizen renounced citizensh ip to avoid U.S. taxes.In addition  to this rese rvat ion of the right of each Contract ing Sta te to tax its own citiz ens and reside nts, the U.S. Model also clarifies  that  some of the tre aty  provis ions apply  to persons  th at  are  not resid ents  of eith er of the  Cont racti ng States . The  OECD Model makes this clari ficati on in lat er provis ions of the trea ty.

2. Taxes covered.—With respect to tax es covered by the tre aty , the  U.S. Model contains  two differences from the OECD Model. A mino r difference is th at  the U.S. Model focuses on a specific list  of taxes covered and does not con­tai n a gene ral discussion of those taxe s. A more signific ant difference is tha t, except for purpos es of the Non-Discrimination  Article, income and cap ita l taxes imposed by local subdivisions of the  United Sta tes are not covered by the trea ty. These local U.S. taxe s are  not covered because  it  is unlikely  th at  the United States would consent to the  ratif icat ion of any tre aty  provision th at  rest ricted the  rig hts  of the various sta tes  to impose their  own taxes.

II . DE FINITION S OF TERM S

The U.S. Model closely follows the  OECD Model in Artic les 3, 4 and 5. Those arti cles define the genera l term s used in the treaty , such as “person”, “company”, “ente rpr ise  of a Cont racti ng Sta te” , “int ern atio nal  traffic”, “res ident of a Con­tra cting  State ” and “perm anen t esta blis hm ent”. The few differences between the defini tions  used in the  two models are  described  below.1. Definition of “person” .—The U.S. Model includes par tnerships , tru sts  and esta tes in the definition of a “perso n”. This  difference is merely  an atte mp t to clar ify th at  those legal entit ies are  covered by the  t rea ty.
2. Definition of “int ern atio nal  traffic” .—The term “in ter nat ion al traffic” is in the U.S. Model solely in terms  of transp ort.  The OECD Model definition of “intern ational traffic” is phrased in term s of tra nsp ort  by a ship  or air cra ft operated  by an enterp rise  which has its place of effective manag ement  in a Con tract ing State . If the enterp rise  operatin g the ship or ai rc ra ft has its place of effective management in its Sta te of residence, then  the  U.S. Model definition of “int ern atio nal  traffic”, toge ther  with the subs tant ive provisions of the Shipping and Air Tra nsp ort  Article, results  in the  same tax treatm ent  of profits from shipping and ai r tra nsp ort  a s t ha t in the OECD Model.

3. Undefined terms.—Both the U.S. Model and the OECD Model provide  th at  for purpo ses of apply ing the tre aty to its own taxes, each Con tract ing Sta te will look to its domestic law for the definition of term s not defined in the  trea ty. The U.S. Model makes the resolutio n of undefined term s subjec t to the mut ual agree ment  procedure. This  provision  may be impli cit in the  OECD Model.
4. Definition of “resid ent of a Con trac ting  Sta te” .—Under both models, tre aty  benefits are  genera lly conferred only on a resid ent of a Con trac ting  State, and a person is considered a resid ent of a Contract ing Sta te only to the exte nt that  the person is subject  to tax  in th at  Sta te on income from sources both within and wit hou t th at  State . In the  int ere st of clarifi cation, the U.S. Model conta ins
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ru le s fo r ap ply in g th is  li m it a ti on  to  th e inc om e of  par tn er sh ip s,  tr u st s , an d 
es ta te s,  an d to  inc om e ta xed  in a C on tr ac ting  S ta te  on a re m it ta nce  ba si s.  In  
ad di tion , be ca us e th e U ni ted S ta te s ta xes on th e ba si s of  U.S . ci tize ns hi p an d 
in co rp or at io n in  th e U ni te d S ta te s,  c it iz en sh ip  an d pl ac e of  in co rp or at io n are  
ad de d to  t he  c ri te ri a  fo r det er m in in g res iden ce .

The  tie- br ea ke r ru le s in th e  U.S . Model fo r de te rm in in g a un ique  re side nc e fo r 
in di vi du al s ge ne ra lly fo llo w th e OE CD  ru le s.  How ev er , be ca use th e Uni ted 
S ta te s doe s no t reco gn ize  th e co nc ep t o f  plac e of m an ag em en t, th e ti e- br ea ke r 
ru le  fo r du al  re si de nt  corp ora tions in th e U.S . Model is  st ru ctu re d  in  te rm s of 
plac e of  in co rp or at io n.  The  U.S.  Model  al so  pr ov id es  th a t th e co mpe tent  au ­
th o ri ti es of th e tw o S ta te s a re  to  de te rm in e re side nc e in o th er  dua l re side nc e 
si tu at io ns.

F in al ly , th e U.S . Mo del  in cl ud es  as  a “r esi den t of  a C ontr ac ting  S ta te " n a­
tional s of  th a t S ta te  en ga ge d in th e per fo rm an ce  of go ve rn m en t se rv ices  fo r 
th a t St at e,  an d mem be rs  of  th e ir  fa m il ie s,  even  th ou gh  th ey  ma y re side  in  th e 
o th er C on trac ting  S ta te  or  in a th ir d  S ta te . Thi s br oa de ne d de fin ition  of  “r es i­
den t"  is in te nd ed  to ex tend  th e be ne fit s of  th e  tr ea ty  to go ve rn m en t em ployees 
an d fa m il ie s wh o are  em ploy ee s of  a C on tr ac ting  S ta te  an d a re  ta xe d in  th a t 
S ta te  on  a  wor ldwide ba sis.

5. Def in iti on  o f "p er m an en t est abli sh m en t”.— W ith m in or  ex ce pt ions , th e  U.S.  
Mo del  de fin iti on  o f “p er m anent est ab li sh m en t” is  id en tica l to  th a t in  th e OE CD  
Model . The  fi rs t ex ce pt ion is  th a t un de r th e  U.S . Model, if  a plac e of  m an ag e­
m en t in a C ont ra ct in g S ta te  do es  no t ha ve  o th er a tt ri b u te s  of  a pe rm an en t 
es ta bl is hm en t,  th en  it do es  no t co nst it u te  a per m an en t es ta bl ishm en t. I t is. 
ho wev er,  dif ficult  to en visio n th e ci rc um st an ce s und er  which  th er e could  be a 
pl ac e of  m an ag em en t th a t do es  no t ha ve  o th er a tt ri b u te s  of  a pe rm an en t 
es ta bl ishm en t.

Secon d, th e U.S. Model pr ov id es  th a t an  in st a ll a ti on , dri ll in g  rig  or  sh ip  used  
fo r th e ex pl or at io n or de ve lopm en t of  n a tu ra l re so ur ce s const it u te s a pe rm a­
ne nt  es ta bl is hm en t on ly if  it  la s ts  mor e th an  24 mon ths. The  as su m pt io n under­
ly in g th is  prov is ion is th a t th e  in st a ll a ti on , ri g  o r sh ip  is an al og ou s to a co n­
st ru cti on  pr oj ec t an d sh ou ld  be tr ea te d  in th e sa m e m an ne r.  The re  is no si m ilar  
pr ov is ion in th e OE CD  Model, bu t th e OE CD  Com m en ta ry  rec og nize  th e pr o­
vi sion  in  th e U.S . Mo del  as  on e of  th re e  ac ce pt ab le  m ea ns  of  de al in g w ith  
ac ti v it ie s of  ex pl ora tion of n a tu ra l re so ur ce s.

T hi rd , th e U.S.  Model pr ov id es  th a t th e m ai nte na nce  of  a fixed plac e of  bu si ­
ne ss  so lel y fo r an y co m bi na tion  of  th e ac ti v it ie s li st ed  in th e  OE CD  Mod el as  
ex ce pt ions  to  th e de fin iti on  of  a pe rm an en t es ta bl is hm en t w ill  no t re su lt  in th e 
pr es en ce  of  a pe rm an en t est ab li sh m en t.  Th e as su m pt io n und er ly in g th is  pro ­
vision  is th a t an  en te rp ri se  of  on e C on trac ting  S ta te  m ai nta in in g a plac e of  
bu sine ss  in th e ot her  C ontr ac ting  S ta te  solely fo r a co mbi na tio n of  thes e ac ti v i­
ti es  is  en ga ging  only in  ac ti v it ie s of  a p re para to ry  or aux il ia ry  char ac te r.

I I I .  rules for tax ation  of sp ec ific  categories of inco me  and asset s

A rt ic le s G th ro ug h 22 of  th e OE CD  Mod el se t fo rt h  ru le s fo r th e ta xati on  of  
specif ic ca te go ries  of  inc om e an d ca pital . Th e pu rp os e of  th es e ru le s is to el im i­
nat e do ub le  ta xati on  an d to  pro vi de  so ur ce  ru le s fo r ap pl yi ng  th e ge ne ra l re li ef  
from  do ub le  ta xati on  pr ov is io ns  o f A rt ic le  23. U nder  th es e 17 ar ti cl es , e it her th e 
S ta te  of  so ur ce  or  th e S ta te  of  re side nc e ex em pt s spe cif ic ty pe s of incom e or  
ca pit al  from  ta x  or  s ub je cts  th em  to  redu ce d ra te s of ta xat io n. Th e U.S.  Model  
fol low s th e ba sic  s tr uc tu re  an d su bst an ce  of  the OE CD  Model in th es e 17 a rt ic le s.  
Th e pr in ci pa l di fferen ce s be tw ee n th e tw o mo de ls as  they  re la te  to each  ca tego ry  
of  in come  o r ca pit al  a re  d iscu ss ed  below .

1. In co m e fr om  im m ov ab le  pr op er ty .— In  th e U.S.  an d OE CD  Models, th e p ri ­
mar y ri gh t to  ta x  incom e from  im mov ab le  pr op er ty  is  veste d in the S ta te  in 
which  th e pr op er ty  is  si tu ate d . The  U.S . Mod el fu r th e r prov ides  fo r an  ele cti on  
to  be ta xed  on th e inc om e from  im mov ab le  pro per ty  on a ne t ba sis. U.S.  ta x  law 
un il a te ra ll y  pr ov id es  th a t re si den ts  of o th er co untr ie s ma y ele ct  to be taxe d in 
th e U ni ted S ta te s incom e from  re a l p ro per ty  on a net  ba sis .

2. Bus in es s pr of its .— The  U.S . Mo del  clos ely  fo llo ws  th e OE CD  Mod el in th e 
tr eatm ent of  b us in es s prof its . In  l>oth m odels , bu sine ss  p ro fi ts  of  a re si den t of  on e 
C on tr ac ting  S ta te  a re  no t ta xab le  in th e o th er C on trac ting  S ta te  un less  th e  re si ­
den t has  a per m an en t est ab li sh m en t in  th a t o th er  C ontr ac ting  S ta te . Ther e ar e.  
ho wev er , some  m in or  d if fe renc es  b etwee n th e  tw o mo dels.

F ir st , th e U.S . Model re fe rs  to “b us in es s pr of its ”, ra th e r th an  to  “p ro fi ts” . T he  
re fe re nc e to  “b us in es s pro fi ts ” m er ely cl ar if ie s th a t th e  OE CD  te rm  “pro fi ts”
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includes only income from business and not any othe r income. If  thi s inte rpre­
tati on is not used, Article 22, dealing  with other income, would have no 
significance.

Second, for the purpose of determining which profits are  att rib uta ble  to a 
permanent estab lishment, the U.S. Model requires arms-length dealings between L

all  related  enti ties,  not jus t between the permanent  estab lishment and its home 
office. Third , the U.S. Model specifies th at in determ ining the profits of a perma­
nent establ ishment, a deduction is allowable for a reasonable allocat ion of re­
search and development expenses, inte rest  and other expenses incurred for the .
ente rprise of  which the permanent  es tabli shment is a part. This change generally 
puts into the  tex t of tlie treaty  the apparen t intent  reflected in the OECD Com­
mentary .

Fou rth,  because the United States does n ot determ ine profits att ributa ble  to a 
permanent establ ishment through an apportionment  method, the apportion­
ment provision of the OECD Model is deleted.

Finally , the U.S. Model conta ins a definition of the term “business profits”, 
and specifically includes in that  definition  income derived  from the ren tal  of tangi­
ble iiersonal  property and motion picture, television and radio tapes and films.
This definition is provided to more precisely delineate the  types of income sub­
ject to the  permanent establ ishment rules and to taxatio n on a net, ra ther  than 
gross, basis.

3. Income from  shipping and air transport.—There are  three differences be­
tween the U.S. Model and the OECD Model with respect to the taxation of in­
come from shipping and ai r transpor t.

Firs t, in the U.S. Model, profits from the operat ion of ships or  a irc raft in i nte r­
national  traffic are subject to tax only in the country of residence  of the opera­
tor of the ship or a ircraf t. Under the OECD Model, the S tate  in which the place of 
effective management of the oiierator  is located has the  exclusive  right to tax.
The difference between the two models exists because U.S. tax  laws  do not con­
tain  a  concept of place of effective management. However, th ere  is no substant ive 
difference between the OECD rule and the U.S. rule in cases in which the en­
terp rise  operating  the ships or air craf t has its place of effective management 
in the Sta te of i ts residence.

Second, the  U.S. Model dele tes the OECD Model provision relatin g to shipping 
on inland  wate rways because foreign ships do not operate on U.S. inland  water­
ways and it is unlikely that  U.S. ships will operate on inland waterways  of 
foreign countries.

Third, the United States Model clarifies tha t profits from the  ren tal  of ships 
or ai rc ra ft operated in internatio nal  traffic, profits tha t are incidental  to in­
ternat ion al tran sport, and profits from the rental of containe rs used for tra ns ­
port in international traffic are  exempt from taxatio n in the Sta te of source.
The applicabil ity of these rules is generally  acknowledged in the OECD Com­
mentary.

4. Profits of associated enterprises.— The scope of the provision in the U.S.
Model for alloca ting profits between related ente rprises is broader than the 
scope of the OECD provision in that  it extends the  righ t of the Contracting 
States to distr ibute, apportion or allocate income, deductions, cred its or allow­
ances between related part ies that  are  residents of the Contracting States 
and of th ird  States.

5. Dividends .—In addit ion to minor dra ftin g differences, there are  two sub­
stantive differences between the U.S. Model trea tment of dividends and tha t 
of th e OECD Model. First, the U.S. Model provides tha t a recipient of a dividend 
tha t owns 10 jiercent of the stock of the company paying the dividends qualifies
for the 5 percent rat e of withhold ing. The U.S. Model applies  the 10 percent <
ownership rule, ra the r than  the 25 percent ownership rule  of the OECD Model, 
because U.S. tax laws distinguish between direct inves tment and portfolio 
investment for foreign tax cred it purposes at the  10 percent level of stock 
ownership. Second, the U.S. Model embodies in the treaty  a basic concept of 
U.S. tax law tha t one Contractin g Sta te may tax dividends paid by a resident e

of the  o ther  Contracting State to the exten t attr ibu tab le to the profits of a per­
manent estab lishment in the tax ing  State, but  only if  those profits account  
for a t least 50 percent of the gross income of the co rporation paying  the  dividends.

6. Interest .—Tlie principal difference between the T’.S. Model and the OECD 
Model in the trea tme nt of in terest  income is tha t the U.S. Model exempts inte res t 
payments from withholding at source, while the OECD Model provides for a 10 
percent rate of tax withholding. In the U.S. view, a 10 percen t ra te  of tax  with­
holding at  source fails  to adequ ately  recognize that  there are often substan tial
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ex pe ns es  as so ci at ed  w ith  in te re st  incom e. T hu s,  ev en  a re la tive ly  low  ra te  of  ta x  
w ith ho ld in g on gr os s in te re st  ma y tr an sl a te  in to  a ve ry  hi gh  ra te  of  ta x  on net  
in te re st  in com e.

7. Roy al ties .— The  U.S . Mo del  tr ea tm en t o f ro yal ti es  is  es se ntial ly  th e  sa m e
> as th a t in  th e OE CD  Model.  How ev er  be ca us e inc om e fr om  th e re n ta l of  mot ion

p ic tu re  films, film s an d ta pes fo r us e in te le vi si on  an d ra dio  bro ad ca st in g  an d 
in dust ri a l,  co mmercial  am i sc ient if ic  eq ui pm en t is ta xed  as  bu sine ss  pro fi ts  in 
th e U.S. Model, th a t inc om e is ex clud ed  fro m th e  d ef in iti on  of th e te rm  "r o y a lt ie s” . 
In  ca se s whe re  an  en te rp ri se  of  one C ontr acti ng  S ta te  has no per m an en t es ta b-I  li sh m en t in  th e S ta te  o f so ur ce  o f th e  ro yal ti es , th ere  is no  su bst an tive di fferen ce ,
be tw ee n th e U.S.  Model an d th e OE CD  M od el ; in  bo th  ca se s,  th os e ro yalt ie s are  
no t su bj ec t to  ta x  in th e so ur ce  S ta te . Also,  un d er th e U.S . Mod el, ga in s from  th e 
al ie nati on  of  in dust ri a l pro per ty  a re  ta xed  as  ro yalt ie s to  th e ex te n t conting en t 
on pro du ct iv ity or  sa le s, be ca us e co nt in ge nt  pay m en ts  mor e clo sel y re se m ble 
ro yal ti es  th an  gain .

8. Cap ita l ga ins.— Th e U.S. Model tr ea tm en t o f ca pital  gai ns di ffer s from  th a t 
in th e OE CD  Model on ly in  th a t gai ns de rive d by  an  en te rp ri se  fr om  th e  a li en a ­
tio n of  sh ip s, a ir c ra ft  or  conta in er s ope ra te d by  th a t en te rp ri se  in  in te rn a ti ona l 
tra ffi c a re  ta xab le  on ly in th e S ta te  of  re si de nc e of  th e  opera to r ra th e r th an  in 
th e S ta te  in  wh ich  th e en te rp ri se  has  it s pla ce  of  ef fe ct iv e m an ag em en t. T his  
di ffer en ce  re su lt s fro m th e ab se nc e in U.S. ta x  la w s of  a co nc ep t or  pl ac e of  
ef fecti ve  m an ag em en t of  an  en te rp ri se . If  th e  en te rp ri se  co nd uc ting  th e  in te r ­
national  tr ansp ort  ope ra tion s has  it s plac e of  ef fe ct iv e m an ag em en t in  th e  S ta te  
of which  it is  a re side nt , th ere  is  no su bst an ti ve  di ffer en ce  be tw ee n th e tw o 
mo de ls in th e taxati on  o f t ho se  gains .

9. In co m e from  th e pe rfor m an ce  of  in de pe nd en t pe rson al  se rv ices .— The  p ri n ­
cip al di fferen ce  be tw ee n th e tw o mod els in th e tr ea tm en t of  inc om e fr om  th e 
th e pe rf or m an ce  o f in de iie nd en t per so nal  s er vi ce s is th a t th e U.S . Model  per m it s a 
C ontr ac ting  S ta te  to ta x  a re si den t of  th e o th er C on tr acti ng  S ta te  o n th a t inco me 
if  th e pe rson  pe rf orm in g th e se rv ic es  is pre se nt  in  th a t S ta te  fo r more th an  183 
da ys  duri ng th e yea r.  Und er  th e  DEC I) Model , if  th e per so n per fo rm in g th e 
se rv ices  does no t ha ve  a fixe d ba se d in th e ta x in g  S ta te , he  wo uld no t be su bje ct  
to ta xati on  in  th a t S ta te  ir re sp ec tive of  th e le ngt h of  hi s pr es en ce  in th a t S ta te . 
In  th e U.S.  view, re si den ts  o f th e ta x in g  S ta te  find  it  ob je ct io na bl e th a t a re si den t 
of  th e o th er C on tr ac ting S ta te  ca n be pre se nt in  th e  ta xin g S ta te  fo r more th an  
half  th e  y ear an d no t be su bje ct  to  ta x  on ea rn in gs from  per so nal  se rv ices  per­
fo rm ed  th er e.  The  183-day ride  of  th e U.S. Mo del  is  co ns is te nt w ith  th e 183 -day 
ru 'e  in  th e Dep en de nt  Per so na l Se rv ices  A rt ic le s in  bo th th e  OE CD  an d the' 
U.S. Mo dels an d is al so  co ns is te nt w ith  th e law s of ma ny  co untr ie s th a t us e a 
six- m on th s pr es en ce  t es t fo r d et er m in in g re side nc e.

The  U.S.  Model al so  mak es  tw o cl as si fi ca tion s to  th e  OE CD  Model . F ir st , th e  
U.S. Model cl ar if ie s th a t th e in de pe nd en t per so nal  se rv ic es  pr ov is io ns  ap ply on ly 
to in di vi du al s.  Sec ond , th e U.S. Mo del  us es  th e te rm  “p er so na l se rv ices ",  ra th e r 
th an  th e  OE CD  te rm  “p ro fe ss io na l se rv ic es ",  to  c la ri fy  th a t al l in de pe nd en t 
pe rs on al  s er vi ce s a re  co ve red by In dep en den t P ers onal Se rv ices  A rt ic le .

10. In co m e fr om  th e pe rfor m an ce  o f de pe nden t pe rs on al  se rv ices .— W ith re ­
sp ec t to  th e ta xati on  o f  incom e from  th e per fo rm ance of  de pe nden t pe rs on al  
se rv ice s, th e U.S . Mo del  di ffer s from  th e OE CD  Mod el  on ly in th a t th e ta xati on  
of re m uner at io n  de rive d in resp ec t of  an  em pl oy m en t as  a mem be r of a re gu la r 
co mplem en t of  a sh ip  or an  a ir c ra ft  ope ra te d in in te rn a ti o n a l tra ffi c is re se rv ed  
to th e S ta te  of  re side nc e of  th e opera to r of  th e sh ip  or a ir c ra ft  ra th e r th an  to 
th e S ta te  in which  th e pl ac e o f  ef fecti ve  m an ag em en t of th e  opera to r is si tu at ed . 
Th e re su lt s re ac he d in th e tw o mod els a re  th e sa m e if  th e en te rp ri se  en ga ging

m in th e in te rn ati onal tr an sp o rt  has  it s  plac e of  ef fe ct iv e m an ag em en t in th e S ta tew  of  it s re side nc e.
11. D irec to rs  fe es .— U nl ike th e OE CD  Model , th e  U.S. Model  co nta in s no pro ­

vis ion  spec ifi ca lly  addr es si ng  th e ta xa ti on  of  d ir ec to rs ’ fees. The  po si tio n in th e 
U.S. Mo del  is th a t d ir ecto rs ’ fees  sh ou ld  be ta xab le  a s  incom e fr om  th e pe rfor m -

•  mice o f de pe nd en t pe rs on al  se rv ices  if  th e  d ir ecto r is an  em plo yee of  t he  co mpa ny
pa ying  th e d ir ec to rs ' fee s, an d as  inco me fro m th e  per fo rm an ce  of inde iie nd en t 
pe rs on al  se rv ices  if  th e d ir ec to r is  not an  e mp loyee of  t h a t comp any.

12. In vest m en t or ho ld ing co mpa nies .— The  U.S . Model co nt ai ns a se para te  
art ic le  de sign ed  to lim it  th e opport unity  fo r th ir d  countr y  re si den ts  to  ta ke ad ­
va nt ag e of  th e  tr ea ty  be ne fit s by org an iz in g a ho ld in g o r in ve st m en t co mpa ny  in 
on e of  th e C ontr ac ting  Sta te s.  Ther e is  no co m par ab le  prov isi on  in th e OE CD  
Model.  How ev er,  th e  Com m en ta ry  to  th e  OE CD  Mod el in dic at es  th a t it  may  be
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ap p ro p ri a te  to  pr ov id e fo r sp ec ia l tr e a tm e n t of  in ve st m en t or ho ld in g co mpa nies  

in  b il a te ra l tr eati es.
13. A rt is te s an d at hl et es .— Th e on ly p ri nci pal  dif ferenc e be tw ee n th e U.S.  Model 

and  th e OE CD  Mo del  in th e tr eatm en t of  inc om e of  a rt is te s an d a th le te s is  th a t
und er  th e  U.S . Mod el, inc om e ea rn ed  in  on e C on trac ting  S ta te  by  a rt is te s an d t
a th le te s re si den t in th e o th er C ont ra ct in g S ta te  is  tr eate d  th e  sa m e as  inc om e 
ea rn ed  fr om  th e i>e rfo rmanc e of  in de pe nd en t or  de pe nd en t pe rs on al  se rv ic es  un ­
les s it  ex ce ed s $1 5,0 00  duri ng th e ta x ab le  yea r.  U nd er  th e OE CD  Mo del,  al l th e 
inc om e is ta xab le  in th e S ta te  whe re  th e  a rt is te s or  a th le te s pe rf or m ed . T he  ru le  

in th e U.S . Mo del refle cts  th e vie w th a t cu lt u ra l ex ch an ge s sh ou ld  be  en co ur ag ed , 0
an d th a t in  th e ab se nc e of  in te rn ati o n al ta x  av oida nc e,  en te rt a in e rs  an d a th ­
le te s sh ou ld  no t be  sin gled  out  fo r sp ec ia l ad ve rs e ta x  tr ea tm en t.  T he U.S.  Mo del 
doe s rec og nize , how ever,  th e ab il it y  of  th os e pe rf or m er s to  ear n  ve ry  hig h re ­
m un er at io n in  ve ry  sh o rt  pe rio ds , an d,  fo r th a t reas on , in cl ud es  th e $1 5,0 00  
th re sh ol d.  T he  U.S . Mo del  al so  co nta in s addit io nal  cl ar if ic at io n in  th e pr ov is io ns  
de sig ne d to  co unte r ta x av oi da nc e sc he m es  e mp loy ed  by e n te rt a in ers  an d at hl et es .

14. Pe ns io ns , an nu it ie s,  al im on y an d ch ild  su pp or t.— T he OE CD  an d U.S.
Mo dels co nt ai n v ir tu all y  id en tica l pr ov is io ns  fo r th e  ta xat io n  of  pe ns ions . Th e 
U.S . Mo del  goe s be yo nd  th e  OE CD  Mo del  in  th a t it  also  se ts  ou t pr ov is io ns  re ­
gar di ng  th e  ta x  tr eatm en t of  so cia l se cu ri ty  pa ym en ts  an d o th er  pu bl ic  pe ns ions , 
annuit ie s,  al im on y,  an d ch ild su pp or t. U nd er  th e U.S. Mo del,  so ci al  se cu ri ty  p ay ­
m en ts  an d o th er pu bl ic  pe ns io ns  a re  ta x ab le  only by th e pay in g st at e.  In  th e 
U ni te d Sta te s,  em ploy ee  so cial se cu ri ty  co nt ri bu tion s ar e m ad e w ith  aft er- ta x  
dol la rs  an d so cial se cu ri ty  be ne fit s pa id  by th e U ni te d S ta te s are  no t ta xe d.
So cia l se cu ri ty  be ne fit s pai d by fo re ig n go ve rn m en ts  to U.S . ci tize ns  an d re si ­
de nt s a re  no rm al ly  ta x ed  by th e U ni te d Sta te s.  How ev er , in  th e  U.S . Mod el, th e 
U ni te d S ta te s giv es up  th is  ta x  on fo re ig n so cia l se cu ri ty  pay m en ts  in  ex ch an ge  
fo r th e  ag re em en t of th e o th er C ontr ac ti ng S ta te  no t to ta x  so ci al se cu riy be ne ­
fit s pai d by  th e U ni te d S ta te s to  a re si den t of th a t o th er C ontr ac ti ng  Sta te . Th e 
o th e r C on trac ting  S ta te  is, ho wev er , pe rm it te d to ta x  th e so ci al  se cu ri ty  be ne fit s 

th a t it  p ay s to  a  re si den t of th e U nited  S ta te s.
T he  U.S . Mod el al so  pr ov id es  th a t an n u it ie s may  be ta x ed  on ly  by th e S ta te  

of  re si de nc e of  th e pe rson  re ce iv in g th e  an nuit y,  th a t al im on y mav  be ta xe d 
on ly  by  th e S ta te  of  re side nc e of th e pe rs on  rece iv in g th e al im on y,  an d th a t 
ch iid  su pp ort  pa ym en ts  are  ex em pt  from  ta x  in bo th  C ontr ac ti ng  S ta te s.  P u r­

su a n t to  th e O th er  In co m e A rt ic le  of  th e  OE CD  Mo del , an n u it ie s an d al im on y 
a re  ta x ed  on ly by th e  S ta te  of  th e re ci p ie nt’s resid en ce . Thu s,  th e ta x  tr e a t­
m en t of annuit ie s an d al im on y is  t h e  s am e in bo th Mod els.

15 . Gov er nm en t se rv ice .—T he  go ve rn m en t se rv ic e pr ov is io ns  of  th e tw o 
mod el s are  es se nt ia lly th e sam e. Th e U.S . Mo del  do es,  ho wev er , co nt ai n a 
sp ec ia l pr ov is io n to  th e  eff ect th a t th e  mot ive of  a spou se o r a de pe nd en t ch ild  
of  an  em plov ee  of  th e go ve rn m en t of  on e C on trac ting  S ta te  in  becomi ng  a re s i­
den t of  th e ot he r C on tr ac ti ng  S ta te  w ill  no t af fe ct th e ta x  ex em pt  st a tu s of  th a t 
sp ou se  o r ch ild  in  th a t o th er C on trac ting  S ta te  if  th a t sp ou se  or  ch ild  la te r 
become s an  em plo yee of th e go ve rn m en t o f th e fi rs t C ont ra ct in g S ta te .

16.  S tu den t an d tr ai nee s. —T he  on ly  su bst an ti ve di ff er en ce  be tw ee n th e  U.S.
Mo del an d th e OE<’D Mo del  i n th e  t re a tm en t of  inc om e of  s tu den ts , ap pr en ti ce s or  
bu sine ss  tr ai nee s is  th a t th e U.S. Mo del  pr ov id es  th a t th e  st ud en t,  ap pre nti ce  
or tr a in ee  fro m on e C ontr acti n g  S ta te  te m pora ri lv  p re se nt in th e o th er Co n­
tr a c ti n g  S ta te  may  el ec t to  be ta x ed  as  a re si den t of th e o th er C on trac ting  Sta te .
By  el ec tin g to be tr e a te d  as  a re si de nt  of  th e U ni te d S ta te s,  a no n- re side nt  ali en  
is  pe rm it te d  to ta k e  ce rt a in  s ta tu to ry  de du ct io ns , al lo w an ce s an d ex em pt io ns  
th a t w ou ld  no t ot he rw is e be av ai la bl e,  an d to file a jo in t inc om e ta x  re tu rn .
How ev er , th e  p er so n m ak in g th e  elec tio n m us t giv e up  th e  be ne fit s oth er w is e pro - 4
vi de d bv th e tr e a tv  fo r re sb le n ts  of  his ho me  S ta te  an d will  be ta xe d by the
U ni te d S ta te s on w or ld w id e inc om e.

17. O th er  inc om e.— Th e U.S . Mo del pr ov id es  fo r es se ntial lv  th e sa me tr ea tm en t 
of inc om e no t ot he rw is e dea lt  w ith  in  th e tr e a ty  as  i s pr ov id ed  in th e OE CD  M odel .
A m in or  di ffer en ce  be tw ee n th e  tw o mo de ls is th a t th e U.S. Mo del cl ar if ie s th a t ®
th e  A rt is te s an d A th le te s A rt ic le , as  we ll as  th e B us in es s Pro fi ts  an d th e  In ­
de pe nd en t Per so na l Se rv ic e A rti cl es , wi ll ov er ri de  th e  O th er  In co me A rt ic le  
if  inc om e no t ot he rw is e d ealt  w ith  in th e tr e a ty  is ef fe ct iv el y co nn ec ted w ith  
a per m an en t es ta bl is hm en t or fixe d ba se  m ai nta in ed  in th e  ta xin g S ta te  by a 
re si de nt of  ti m o th er Sta te .

18.  C ap ita l.— Alth ou gh  th e  U nite d S ta te s doe s no t cu rr en tl y  im po se ta x es on 
ca pit al , th e U.S . Mo del co n ta in s su bst an ti al ly  th e sa m e pr ov is io ns  as  th e
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T h e  o n ly  pr in ci pal  di fferen ce  be tw ee n th e tw o models  is th a t th e 
U.S. Model  re se rv es  th e  ri ght to  ta x  cap it a l re pr es en te d by sh ip s o r a ir c ra ft  
op er at ed  in  in te rn a ti ona l tra ffi c an d re la te d  mo vable pr op er ty  to  th e S ta te  
of re side nc e of  th e opera to r of  th e sh ip  or a ir c ra ft , ra th e r th an  to  th e S ta te  
in winch tli e ef fect ive m an ag em en t of tlie opera to r is si tu at ed . How ev er , th ere  
is  no di ff er en ce  be tw ee n th e tw o.mod els in th is  re sp ec t if  th e en te rp ri se  oper at in g  
th e sh ip s or a ir c ra f t lia s it s  place of  ef fecti ve  m an ag em en t in it s S ta te  of 
reside nc e.

I I I . REL IE F FROM  DOUBLE TA XA TION

* rt ic le  -3  of  bo th  th e  U.S.  an d OE CI ) Models co nt ai n de ta il ed  ru le s fo r th e 
e lm in at io n of do ub le  ta x a ti o n  in ca se s in which  do ub le  ta xati on  is no t o th er­
wi se  ac co m pl ishe d in th e  tr ea ty  by th e re linqui sh m en t of  th e ri gh t of  th e S ta te  
ot  so ur ce  or th e  S ta te  of  re side nc e to ta x  spe cif ic type s of  inc om e or  ca pital .
i m t r U A ?  ° R ^ ° f  t h e  f e w  a r t i e l e s  i n  which  th e U.S. Model do es  no t fol low  
th e styl e o f th e  OE CD  Mo del . The  U.S. Mo del  does no t fol low  th e OE CD  Model 
‘I™ ’1 s„e  t r a ‘l l ti onall y  m os t co untr ie s ha ve  de vised th e ir  own pr ov is ions  fo r
o p e n  1 ° U-n u  t a x a t i o n > a n d  h  i s  gen er al ly  ex pe cted  th a t th is  a rt ic le  of  th e 
OE CD  Mod el w il l be mo dif ied  in b il a te ra l tr eati es.
f r o n T * ? ' i t h  U  S ‘ t a x  l a w s ’ t h e  M o d e l  em ploy s a cr ed it  metho d of re li ef  
lrom  do ub le ta x a ti o n  fo r th e Uni ted Sta te s.  E ss en tial ly , th e Uni ted S ta te s gu ar - 

a n .d  c I t i z e n s  t h a t  th ey  will  be en ti tl ed  to a cre dit  ag ai nst  
omVrv fiLJ'n?  T - J ° r  f o r e i g n  t a x e s  l, i l i d  011 fo re ig n so ur ce  income. The  guara n te e  

1  ?  -S. S ta tu to ry  fo re ig n ta x  cre dit  bo th  fo r ta xes  pa id  di re ct ly  to
t e ot her  ( o n tr ac ti n g  S ta te s by tli e U.S. ci tize n or  re si den t an d fo r thos e fo re ig n 
ta xes  pa id  by fo re ig n co rp ora tions more th an  10 p er ce nt ow ned by a U.S.  co rp or a-

1 he 1 S. Mo del  per m it s th e  o th er C ontr ac ting S ta te  to  se t ou t it s own metho d 
to r av oidi ng  do ub le  ta xati on . How ev er,  if  t he tr ea ty  p a rt n e r uses  a  cr ed it  metho d,  
t le L ni te d S ta te s re ques ts  th a t th e  c re di t co ve r th e d ir ec t an d in dir ec t U.S . ta xes 
pai d on th e bu si ne ss  pr of its  an d al so  th e w ith ho ld in g ta x  im posed  by  th e Uni ted 
S ta te s on th e di v id en ds pa id .

IV . ADM IN IS TRATIV E PR OVIS IO NS

The  r em ai ni ng  si x  art ic le s of  b oth th e U.S. Mo del  an d th e OE CD  Model co nt ai n 
pr ov is io ns  re la ti ng  to  th e adm in is tr a ti on  of  th e tr ea ty . Th ose ar ti c le s re la te  to 
no n- di sc rim in at io n,  th e  m utu al  ag re em en t pr oc ed ur e,  ex ch an ge  of  in fo rm at io n 
an d adm in is tr a ti ve  as si st an ce , th e  eff ect of th e tr ea ty  on di pl om at ic  ag en ts  an d 
co nsu la r officials, e n tr y  int o fo rc e an d te rm in at io n.
, L N o] l < l i s c r i m i n ^ t ion.— T he  no ndi sc rim in at io n pr ov is io n in th e U.S . Model 

di ffer s from  th a t in th e  OE CD  Model in se ve ra l re sp ec ts . F ir st , th e U.S. Model 
cl ar if ie s th a t na ti onals  wh o a re  su bj ec t to ta x  by a C ontr ac ting S ta te  on w orld­
wi de  inc om e a re  not  in  th e sa m e ci rc um st an ce s as  nat io nals  wh o a re  no t so 
su bj ec t. Thi s pr ov is io n en ab le s th e Uni ted S ta te s to  c ont in ue  it s s ta tu to ry  sche me 
o f ta xin g it s ci ti ze ns and co rp ora tions  on th eir  w or ldw ide income, an d of  ta xin g 
no n- re side nt  al ie ns and  fo re ig n co rp ora tions on ly on in ve st m en t inc om e from  
1 .S. so ur ce s an d on inco me ef fect ively co nn ec ted w ith  a U.S.  tr ade  or  bu sin ess. 
Sec ond , th e U.S.  Mod el does not  g uara n te e  lion -d iscr im in at or y tr ea tm en t to  st a te ­
les s pe rson s be ca us e it  is fe lt  th a t th e co ve rage  of  st a te le ss  pe rson s is in appro pri ­
at e  in a b il a te ra l tr e a ty . F in all y , in  t he  i n te re st  o f cl ari ty , th e  U.S. Mo del  spe cif ies  
m g re a te r de ta il  th an  th e  OE CD  Model  th e ty pe s of di sb urs em en ts  fo r which  an  
ente rp ri se  of  on e C ontr acti ng  S ta te  m us t be all ow ed  a de du ct io n by th e  o th er 
C on trac ting  S ta te  on a lion -d is cr im in at or y basis .

2. M ut ua l ag re em en t pr oc ed ur e.— Ther e are  tw o minor  di fferen ce s be tw ee n the
M ut ua l Agree men t P ro cedure  A rt ic le s of  th e tw o mo dels.  F ir st , th e OE CD  Mode l 
ge ne ra lly re qu ir es  a pe rs on  to  invo ke  th e m ut ua l ag re em en t pr oc ed ur e in th e 
S ta te  of  wh ich  th a t per so n is a re si den t.  The  U.S . Mod el pr ov id es  th a t a pe rson  
may invo ke  th a t p ro ce dure  in e it h e r th e  S ta te  of re side nc e o r th e S ta te  of  whic h 
lie is a ci tiz en . Secon d, th e  U.S. Model  co nta in s no lim itat io n  on th e tim e pe rio d 
w ith in  wh ich  th e m utu al ag re em en t pr oc ed ur e m us t be invoked, whi le th e OE CD  
Mode l re qu ir es  th a t th e  pr oce dur e be inv ok ed  w ithin  a th re e year pe rio d.

3. Exc ha ng e of in fo rm ati on  an d adm in is tr a ti ve  as si stan ce .— The re  a re  tw o 
di ffe renc es  be tw ee n th e  ex ch an ge  of  in fo rm at io n pr ov is io ns  in th e  U.S.  an d 
OE CD  Models. F ir st , th e  U.S. Mo del  pr ov id es  fo r th e ex ch an ge  of in fo rm at io n 
w ith  re sp ec t to  all  n a ti o n a l ta xe s,  w hi le  th e OE CD  Mo del  ap pl ie s on ly to  th e 
ta xe s co ve red  in th e tr ea ty . Second, th e U.S . Mod el co nt ai ns  an  addit io nal  pro -
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vis ion  det ai li ng  th e pr oc ed ur es  re la ti ng  to  th e co lle cti on  of  in fo rm at io n an d th e fo rm  in which  th e in fo rm at io n is to  be prov id ed  to  th e re qu es tin g S ta te .The  U.S. Model also  co nt ai ns  a pr ov is ion under  wh ich  th e C ontr ac ting  S ta te s ag re e to  re nder  lim ite d as si st an ce  to ea ch  oth er  in  th e  co lle cti on  of ta xe s.  Thi s prov isi on  do es  no t prov ide fo r ge ne ra l as si st an ce  in co lle cti on , hu t only of  **lim ited  ass is ta nce  ne ce ssary to  pr ev en t m isus e of th e tr ea ty . The  U ni te d S ta te s re qu es ts  lim ited  as si st an ce  in co lle cti on  to  pre ve nt  ab us e of  th e addre ss  sy ste m (a s  opp ose d to  a ce rt if icat io n sy ste m or a re fu nd  sy st em ) which  th e Uni ted S ta te s uses  in  ap pl yi ng  the  t re a ty  ex em pt ion or redu ce d w ith ho ld in g fo r divi de nd s -pai d by U.S.  co rp or at io ns  to  re si de nts  of  fo re ign co un tr ie s.4. Effec t o f co nv en tio n on di pl om at ic  ag en ts  and co ns ul ar  off icials , do mes tic  la ir s and ot he r trea ties .— The  U.S.  Model goes bey ond th e OE CD  Model  prov is ion co nc erning  th e fiscal  pr iv ile ge s of  di pl om at ic  ag en ts  an d co ns ul ar  off icia ls in th a t it clar ifi es  th a t th e  tr ea ty  does no t lim it  an y of  th e  fisc al pr iv ile ge s ot he rw ise prov ided  under tli e laws of  e it her C on tr ac ting  S ta te  or  unde r an y o th er  tr ea ty  or  a gr ee m en t b etwee n th e C ontr ac ting S ta te s.
5. E ntr y  in to  forc e.— In  tli e entr y  in to  fo rc e prov is ions , the U.S . Model di ffer s from  th e OE CD  Mod el in tw o ve ry  m in or  re sp ec ts . F ir st , th e U.S.  Mo del  clar ifi es  th at th e tr ea ty  lia s no eff ect unti l it  lia s bee n ra ti fied  or ap pr ov ed  in  ac co rd an ce  witl i th e co nst it u tional  pr oc ed ur es  of ea cl i C on trac ting  St at e.  Second, th e U.S.Mod el spe cif ies  in  det ai l th e eff ec tiv e da te s fo r the ap pl ic at io n of th e  tr ea ty .(5. Ter m in at io n. — Th e U.S . Mod el pr ov is ion re la ti ng  to  te rm in ati on  of  th e tr ea ty  di ff er s fro m th a t in tli e OE CD  Model  in th a t it  pr ov id es  fo r a five ye ar  min im um  pe riod  du ring  which  tl ie  tr ea ty  is  to  re m ain in force. The  OE CD  Model leav es  th e min im um  pe rio d up  to th e C ont ra ct in g Sta te s.  As  in th e prov is ion co nc er ni ng  en tr y  in to  fo rce, tli e U.S . Mo del  al so  spe cif ies  in de ta il  tli e eff ec tiv e da te s fo r th e  t er m in at io n  o f th e tr ea ty .
The Chairman. Last, let me say that we have a statement submitted by Mr. Richard C. Pugh, president of the U.S.A. Branch of the Inte r­national Fiscal Association regarding the topic of today’s hearing  and T would ask that  that be inserted into the record.
[Mr. Pugh’s prepared statement follows:]

I nte rnational F iscal  Assoc iatio n,
N ew  Y or k,  N .Y ., June  6, 1.97.9.

P repared Sta teme nt  of R ichard  C. P ugh

I am  R ic har d  C. Pu gh , P re si den t of  th e Uni ted S ta te s B ra nch  of  th e In te r­national  F is cal Assoc ia tio n.
We appre c ia te  th is  op po rtuni ty  to  te st if y  be fo re  tli e Fo re ig n R el at io ns  Com ­m it te e on  t he im port an t s ubje ct  of  in te rn a ti ona l ta x  co nv en tio ns .

TH E ORGANIZATION AND ITS BACKGROUND

(1 ) General. — Th e In te rn ati onal F is ca l Assoc ia tio n (I F A ) is  a wor ldwide or­ga niz at io n wh ose mem be rs includ e go ve rn m en ta l officials, la w ye rs , ac co un ta nt s,  econ om ist s, co rp or at e ex ec ut iv es  and  mem be rs  of  th e ac ad em ic  co mmun ity  Who ha ve  a co nt in ui ng in te re st  an d pr of es sion al  invo lvem en t in in te rn ati onal ta x prob lems a nd  th e ir  re la ti onsh ip  to i n te rn ati onal tr ade  a nd  i nv es tm en t.The  A ssoc ia tio n w as  es ta bli sh ed  under th e  law of  tlie N et her la nd s in 1938. an d it s headquart ers  re m ai n to th is  d ay  in R otter dam . To da y th ere  a re  br an ch es  of IF A  in 25 o r more co unt ri es  t hro ughout th e w or ld . W or ld wid e mem be rshi p now ex ce ed s 5,000  pe rson s, of  which  ap pr ox im at el y 600 a re  in th e US A Bra nc h.  ~Tl ie  Assoc ia tio n co nd uc ts  an  in te rn ati onal co ng ress  annual ly  a t wh ich  m aj or issu es  of  in te rn ati onal ta xati on  a re  di sc us sed an d fo r which  pu bl ishe d st ud ie s are  p re par ed  by re pr es en ta tive s of th e nat io nal  b ra nd ie s an d by a ge ne ra l re ­po rter . In  ad di tio n,  th e USA  B ra nc h sp on so rs  se m in ar s an d oth er  ed uc at io na l «pro gr am s orga ni ze d by it s re gi on al  co m m itt ee s in m aj or  ci ti es  of  th e co un try.
TH E ROLE OF TAX TREAT IES IN  INT ERNATIO NAL COMMERCE

Iii a pr ev io us  s ub miss ion to th is  C om mitt ee , we  o bs erve d th a t co nt in ue d gr ow th  of  in te rn ati onal in ve st m en t an d tr ade, coup led  w ith th e in cr ea si ng co mplex ity  of th e re ve nu e laws of  t he  n at io ns  of  t he wor ld , ha ve  mad e ta x  tr ea ti es of  g re ate r im po rtan ce  to da y th an  e ve r i n th e pas t.
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Unl ike o th er ar ea s,  su ch  as  m on et ar y aff air s under  th e IM F  a nd  in te rn ati onal 
tr ade  un de r tli e GA TT, th ere  is no cen tr a l in te rn ati onal body ch ar ge d w ith  co­
or di na tion  of  in te rn a ti ona l ta x  po lic ies  or  re sp on sibl e fo r re so lu tio n of  conf lic ts 
be tw ee n tw o or  mor e na ti onal ta x in g  ju ri sd ic ti ons which  re su lt  in in te rn ati onal

•  do ub le ta xati on  of  inco me or pr op er ty . In co me ta xe s,  which  ha ve  a per va si ve  im­
pa ct  on al l tr ade  an d in ve st m en t, are  le ft  to  b il a te ra l de al in g an d ha rm on iz a­
tio n or ru le s th ro ug h th e mec ha ni sm  of  inc om e ta x co nv en tio ns . Thi s is eq ua lly  
tr ue fo r th e ve ry  dif ficult  prob lems posed  by co nf lic tin g ru le s an d ap pr oa ch es  to 
tlie ta xati on  of  es ta te s.

•  Ther e is simply no m ea ns  by wh ich  m an y of  th e co mpl icated  prob lems ari si ng  
; ut  of de ta il ed  di fferen ce s in  th e ta x  la w s of  tli e co untr ie s th a t a re  th e su bj ec t 
m att e r of  th e six tr ea ti es under  exam in at io n to da y co uld be res olve d o th er th an  
th ro ug h b il a te ra l ta x  co nv en tio ns .

Tl ie  in s ti tu ti onal a tt en ti on  of  IF A  has  lon g bee n dir ec te d  to w ar d a co nt in ui ng  
ex am in at io n of ta x tr ea ty  po lic y iss ue s, and in re ce nt  yea rs  a part ic u la r focu s 
" ' tin- USA B ra nc h ha s been th e U.S.  ta x  tr ea ty  pr og ra m . Be ca us e of  t he  va riou s 
di sc ip line s an d ba ck gr ou nd s re pr es en te d by our  div er se  mem be rshi p an d ou r 
mem be rs ' com mo n in te re st  in  m in im iz in g in te rn ati onal do ub le  t axat io n  we  beli eve 
we are  in a po si tio n to mak e a sign ifi ca nt  co ntr ib ution to  id en ti fy in g an d ex am in ­
in g pol icy  iss ue s, bo th pr oc ed ura l and su bs ta ntive , ari si ng  i n co nn ec tio n w ith ou r 
f ix  tr ea ty  pr og ra m. Our  ac ti v it ie s in th is  a re a  are  ce nt er ed  in a T ax  T re aty  
U un fti itt ee  th a t has part ic ip a te d  in pu bl ic  br ie fin g se ss ions  he ld  by th e T re asu ry  
on va riou s tr ea ti es un de r ne go tiat io n,  ha s pr ep ar ed  re port s on th es e se ss ions  an d 

as  or ga ni ze d ed uca tional  pro gr am s on im port an t tr ea ty  iss ue s. Our  ef fo rts in 
th e t re a ty  a re a are  p re m ised  on ou r be lie f th a t th e  u se  o f ta x  t re a ti es is  an  im po r­
ta n t compo ne nt  o f U .S. fo re ig n econom y policy.

At  t h is  h ea ring , we  w ish  s im pl y to  e mph as ize th re e  p o in ts :
F ir st , th e  U ni te d S ta te s lags  f a r  be hind  o th er in dust ri a li zed  nat io ns in 

se cu ring  ta x  co nv en tio ns . C an ad a,  Fra nc e,  W es t German y an d mo st of  th e 
nat io ns of W es te rn  Eur op e hav e co ns id er ab ly  w id er  tr ea ty  ne tw or ks  th an  does 
th e U ni ted Sta te s.  Th e la g in  th e  U.S . ta x  tr e a ty  pro gr am  is p art ic u la rl y  ac ­
ce ntu ate d  w ith  re sp ec t to  th e  de ve loping  co un tr ie s.  We  be lie ve  th a t U.S . in te r­
nat io nal  economic o bj ec tiv es  re qu ir e  t h a t in cr ea se d ef fo rt be  de vo ted  to ex pa nd in g 
our ta x  t re a ty  co ve rag e.

Second,  th e  pr oc ed ur es  fo r revi ew in g an d pas si ng  up on  inc om e ta x  tr ea ti es 
has been fa r  mo re  cu mbe rsom e an d has  mo ved fa r mor e slo wly in th e Uni ted 
S ta te s th an  in mo st of  th e  o th er in dust ri al iz ed  co un tr ie s an d,  ac co rd ingly,  con­
tinu in g  att en ti on  sh ou ld  be de vo ted to fin ding  way s of  sp ee di ng  up  th es e 
pr oc ed ur es .

O ur  th ir d  po in t so un ds  a mor e op tim is tic no te.  We  be lie ve  th a t tlie T re as ury  
D ep ar tm en t ha s em ba rk ed  on an  im port an t an d co ns tr uct iv e pr og ra m  to  im ­
prov e bo th it s own po lic y- m ak ing pr oc ed ur es  an d th e en vi ro nm en t fo r Con gres ­
sion al  co ns id er at io n of  ta x  tr ea ti es.  T heir  cu rr en t ag en da , as  in di ca te d by the 
Jo in t Com mitt ee  on T ax at io n  an d Sen at e Fo re ig n R el at io ns Com m itt ee  st at em en t 
of  May 21, on “T ax  T re a ti es:  St ep s in  th e N eg ot ia tion  an d R at if ic at io n of  Tax  
T re ati es an d S ta tu s of  Pr op os ed  Tax  T re ati es” is an  im pr es sive  one an d de mon ­
s tr a te s  th a t vigo ro us  ef fo rts  a re  be ing mad e to  de al  witl i ev olving  prob lems 
cr ea te d  by new ta x  ru le s of  bo th  de ve lop ed  and de ve loping  co un tr ie s.

Sinc e ou r p ri or su bm ission  to  th is  Co mmittee , we  a re  plea se d to  no te  an d 
comm end th e re ce nt  ef fo rt s of  th e T re as ury  D ep ar tm en t to sc he du le  pu bl ic  b ri ef­
ing se ss ions  a t appro pri a te  st ag es  in pe nd in g tr e a ty  neg ot ia tion s in ord er  to 
in fo rm  th e pu bl ic  of  is su es  under di sc us sion  an d pr ov ide an  oppo rt un ity fo r 
pu bl ic in put  on policy issu es  and  neg otiat in g po si tio ns . We  be lie ve  th a t th is  

£  ef fo rt by tli e T re as ury , co up led  w ith  th e pu bl ic at io n of  a “m odel tr e a ty ” as  th e
s ta rt in g  po in t fo r U ni ted S ta te s neg ot ia tion s an d an  ef fo rt to pu bl ish more 
det ai le d te ch ni ca l ex pla na tions  of  tr ea ty  prov isi on s, dem onst ra te s th a t sig nf ican t 
in st it u ti onal st ep s are  be ing ta ken  to  en ha nc e th e qual it y  an d co ns eq ue nt ly  th e 
ef fect iven es s of  U S. ta x  tr ea ti es.

•  Ma ny of  th e ta x  ag re em en ts  w il l re pr es en t to  a la rg e ex te n t a st andard  fo rm  
of  ag re em en t. How ev er , as  w ith al l ne go tiat ed  ag re em en ts  be tw ee n go ve rn ­
men ts , if  th ere  a re  to  be inc om e ta x  tr ea ti es to  ha rm on iz e di ve rs e an d some ­
tim es  co nf lic tin g ta x  ru le s,  th e re  m us t be som e de gr ee  of  co mprom ise  an d 
mod ifi ca tio n of  do mes tic  laws. As  w ith  legi slat io n,  th ere  may  be  di ffer in g view s 
am on g ta xpayers  as  to th e m er it s of  part ic u la r prov is ions . Ther e will, th er ef or e,  
fro m tim e to  tim e be some  co ntr over si al  prov isi on s. I t is th e  re sp on sibi li ty  of  tlie  
T re asu ry  an d th e Co ng ress  to  fo rm ula te  ac ce pt ab le  U ni te d S ta te s po lic y in th is
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re ga rd . I t is  ho pe d th a t em ph as is  wi ll be giv en  to  ad op tion  of co nsu lt at io n  p ro ­ce du re s to  en ab le  th e T re as u ry  an d th e Co ng re ss  to  co op er at e as  eff ici en tly  an d eff ec tiv ely  as  po ss ib le in de ve lop ing  policy  w it h re sp ec t to  new  an d so m eti me s co nt ro ve rs ia l is su es  ari si n g  in th e co nt ex t of th e  I .S. tr e a ty  pr og ra m .T he  U. S. ta x  tr e a ti e s m ak e an  im port an t co nt ri bu ti on  to  pr om ot in g in te rn a ­ti on al  tr a d e  an d in ve st m en t by m in im iz in g do ub le  ta x ati o n  of inc om e an d pro p­e rt y  an d by fa c il it a ti n g  fa ir  an d ef fe cti ve  a d m in is tr a ti o n  of  our ta x  la w s a s th ey  ap pl y to  in te rn a ti o n a l ac ti vi ti es . We th er ef ore , ha ve  ev er y ho pe  an d ex pe ct at io n Mr.  C ha ir m an , th a t th is  Com m itt ee  an d it s st af f,  w ith  clo se co ns ul ta ti on  w it h  th e T re a su ry  D ep ar tm en t, w ill  giv e a hi gh  p ri o ri ty  to  pr om pt  co ns id er at io n  of  ta x  co nv en tio ns  as  an  im p o rt an t p a rt  of  ou r fo re ig n econo mi c polic y.

The Chairman. Gentlemen, we thank you all very much for ap pear­ing before our committee today.
This hearing is adjourned.[Whereupon, at 12:27 p.m.. the committee adjourned, subject to call of the Chair.]
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