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INTRODUCTION

This pamphlet! provides an explanation of the proposed income
tax treaty, as modified by the proposed protocol, between the
United States and the Kingdom of Denmark (“Denmark”). The pro-
posed treaty was signed on June 17, 1980, and was amplified by an
exchange of notes signed the same day. The proposed protocol, to-
gether with a related exchange of notes, was signed on August 23,
1983. The proposed treaty would replace the treaty between the
two countries, signed in 1948, that is currently in force. The pro-
posed treaty has been scheduled for a public hearing on July 30,
1985, by the Senate Committee on Foreign Relations.

The Administration originally submitted the proposed treaty to
the Senate in 1980. The Senate Committee on Foreign Relations
postponed its consideration of the proposed treaty in 1981 at the
Treasury Department’s request because negotiation of the proposed
protocol was then underway. In May 1984, the Committee reported
favorably on the proposed treaty (and protocol) without reservation
and recommended that the Senate advise and consent to its ratifi-
igiéizn. However, the Senate did not consider the treaty further in

The proposed treaty is similar to other recent U.S. income tax
treaties, the 1981 proposed U.S. model income tax treaty (“U.S.
model treaty”’), and the model income tax treaty of the Organiza-
tion for Economic Cooperation and Development (“OECD model
treaty”). However, there are certain deviations from those docu-
ments.

The first part of the pamphlet summarizes the principal provi-
sions of the proposed treaty. The second part discusses the issues
that the proposed treaty presents. The third part provides an over-
view of U.S. tax laws relating to international trade and invest-
ment and U.S. tax treaties in general. This is followed in part four
by a detailed explanation of the proposed treaty and protocol.

1This pamphlet may be cited as follows: Joint Committee on Taxation, Explanation of Pro-
posed Income Tax Treaty (and Proposed Protocol) Between the United States and the Kingdom of
Denmark (JCS-217-85), July 29, 1985.
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I. SUMMARY
In general

The principal purposes of the proposed income tax treaty be-
tween the United States and Denmark are to reduce or eliminate
double taxation of income earned by citizens and residents of either
country from sources within the other country, and to prevent
avoidance or evasion of the income taxes of the two countries. The
proposed treaty is intended to continue to promote close economic
cooperation between the two countries and to eliminate possible
barriers to trade caused by overlapping taxing jurisdiction of the
two countries. It is intended to enable the countries to cooperate in
preventing avoidance and evasion of taxes.

As in other U.S. tax treaties, these objectives are principally
achieved by each country agreeing to limit, in certain specified sit-
uations, its right to tax income derived from its territory by resi-
dents of the other. For example, the treaty contains the standard
treaty provisions that neither country will tax business income de-
rived from sources within that country by residents of the other
unless the business activities in the taxing country are substantial
enough to constitute a permanent establishment or fixed base (Ar-
ticles 7 and 14). Similarly, the treaty contains the standard “‘com-
mercial visitor” exemptions under which residents of one country
performing personal services in the other will not be required to
pay tax in the other unless their contact with the other exceeds
specified minimums (Articles 14, 15, and 18). The proposed treaty
provides that dividends, interest, royalties, and certain capital
gains derived by a resident of either country from sources within
the other country generally may be taxed by both countries (Arti-
cles 10, 11, 12, and 13). Generally, however, dividends, interest, and
royalties received by a resident of one country from sources within
the other country are to be taxed by the source country on a re-
stricted basis (Articles 10, 11, and 12).

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 of the potential
douc}ﬂe taxation by the country of residence allowing a foreign tax
credit.

This 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 bene-
fits he would be entitled to under the domestic law of the country
or under any other agreement between the two countries (Article
1); that is, the treaty will only be applied to the benefit of taxpay-
ers.

(2}



3

Differences in proposed treaty and model treaties

The proposed treaty differs in certain respects from other U.S.
income tax treaties and from the U.S. model treaty. It also differs
in significant respects from the present treaty with Denmark.
Some of these differences are as follows:

(1) U.S. citizens who are not also U.S. residents are generally cov-
ered. While the U.S. model covers such U.S. citizens, the United
States has frequently been unable to negotiate coverage for non-
resident citizens in its income tax treaties.

(2) The U.S. excise tax on insurance premiums paid to a foreign
insurer is generally covered. This is a departure from the present
treaty and other older U.S. tax treaties, although similar coverage
appears in some more recent treaties, such as the present treaties
with France and Hungary. The excise tax on premiums paid to for-
2ign insurers is covered under the U.S. model treaty.

(3) The proposed treaty defines the “United States” and ‘“Den-
mark” more broadly than the present treaty to include expressly
the U.S. and Danish portions of the continental shelf. Coupled with
sther treaty provisions, these definitions generally allow each coun-
try to tax certain income earned by residents of the other from the
>xploitation of natural resources, such as oil, found along the first
sountry’s portion of the continental shelf. Under the present
reaty, there may be some uncertainty as to whether one country
may tax natural resource income of residents of the other from op-
srations along the first country’s portion of the continental shelf.

(4) The proposed treaty does not provide investors in real proper-
:y in the country not of their residence with an election to be taxed
m those investments on a net basis. Under the present treaty, an
zlection may be made or revoked on an annual basis without re-
strictions, allowing Danish investors unintended tax planning op-
sortunities. The U.S. model treaty has a net basis tax election for
ncome from real property; however, under the U.S. model, the
slection, once made, is binding for all subsequent years unless the
sountries agree to allow the taxpayer to terminate it. Although
current U.S. law and current Danish law independently provide for
slective net basis taxation, the making of a second election under
ntlferélal U.S. law is restricted once a first election has been re-
7oked.

(5) Under the proposed treaty, as amended by the proposed proto-
sol, U.S. residents generally receive an imputation credit against
Danish tax with respect to dividends received from Danish resident
sompanies. This provision reflects Denmark’s introduction in 1976
»f an imputation system that integrates in part the corporate
ncome tax with the individual income tax. Under this system,
Danish resident shareholders subject to full tax liability in Den-
nark on dividends from Danish resident companies receive an im-
sutation credit. For residents of Denmark, this credit was in-
reased from 15 percent to 25 percent of the gross dividend for
years of assessment beginning with 1982/83. The credit is either
applied against the shareholder’s Danish income tax liability or, if
‘he credit exceeds such liability, is refunded to the shareholder. In
he absence of a tax treaty, nonresidents of Denmark do not re-
seive the imputation credit.
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Under the proposed treaty, U.S. portfolio investors (U.S. resident
companies owning less than a 25 percent share capital interest,
and noncorporate U.S. residents) in Danish resident companies gen-
erally will be entitled to a credit equal to 15 percent of gross divi-
dends beneficially owned. Under the treaty, Denmark may charge
U.S. portfolio investors a withholding tax on the aggregate amount
of dividends and credit at a rate not exceeding 15 percent. In the
case of U.S. direct investors (U.S. resident companies owning at
least a 25 percent share capital interest) in Danish resident compa-
nies, the proposed treaty generally provides for a credit equal to
five percent of gross dividends beneficially owned. Denmark may
charge U.S. direct investors a withholding tax on the aggregate
amount of dividends and credit at a rate not exceeding five per-
cent.

Absent the treaty, dividends paid to U.S. residents by Danish
companies would be subject under present Danish tax rules to a
withholding tax at a rate of 30 percent, rather than the five and 15
percent rates prescribed. Generally, the imputation credit, coupled
with the reduced withholding tax, reduces the effective Danish tax
rate on dividends beneficially owned by U.S. portfolio investors to
2.25 percent, and on dividends beneficially owned by U.S. direct in-
vestors to one-quarter of one percent.

The U.S. income tax treaties with the United Kingdom and
France also provide certain U.S. resident shareholders an imputa-
tion credit.

(6) The proposed treaty, like the U.S. model treaty and the
present treaty, generally limits to five percent the rate of withhold-
ing tax that the country of source may impose on dividends paid to
direct investors resident in the other country. To qualify for the
five-percent rate under the proposed treaty, the beneficial owner of
the dividends must directly hold at least 25 percent of the share
capital of the payor corporation. Under the U.S. model treaty, by
comparison, the beneficial owner of the dividends must own 10 per-
cent or more of the payor corporation’s voting stock to qualify for
the five-percent treaty rate. To qualify for the five-percent rate
under the present treaty, the dividend recipient must be a corpora-
tion controlling 95 percent or more of the entire voting power of a
payor corporation whose gross income from dividends and interest
other than from its own subsidiaries is not more than 25 percent of
its total gross income, and the relationship of the two corporations
must not have been established primarily to secure the reduced
rate of tax. Thus, the proposed treaty imposes a lower ownership
requirement for application of the five-percent rate of tax on direct
investment dividends than does the present treaty.

(7) The U.S. model treaty allows one country to tax dividends
paid by a resident company of the other country from profits of its
permanent establishment in the first country constituting 50 per-
cent or more of the country’s worldwide income. The proposed
treaty allows such taxation only when the dividends are (a) paid tc
a resident of the first country (and when that country is the United
States, to a U.S. citizen) or (b) with respect to a stock holding effec-
tively connected a permanent establishment or a fixed base in the
first country. The effect of this variation in the proposed treaty is
to exempt from U.S. tax dividends paid by a Danish company
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~which, under Internal Revenue Code section 861(a)(2)(B), are from
sources within the United States and, thus, would otherwise be
“subject to U.S. tax under U.S. internal law. To prevent third-coun-
try residents from using a Danish company to take advantage of
this exemption, the proposed treaty allows one country to tax divi-
dends paid by a resident company of the other country which de-
rives income from the first country if more than 50 percent of the
share capital of the company is owned by third country residents
and the company was formed to take advantage of this treaty ex-
-emption.
(8) Both the U.S. model treaty and the proposed treaty provide
or source country taxation of capital gains from the disposition of
real property regardless of whether the taxpayer is engaged in a
rade or business in the source country. The proposed protocol ex-
pands the proposed treaty (and U.S. model) definition of real prop-
erty for these purposes to encompass ‘“U.S. real property interests.”
“This safeguards U.S. tax under the Foreign Investment in Real
Property Tax Act of 1980 which applies to dispositions of “U.S. real
"roperty interests” by nonresident aliens and foreign corporations.

(9) Under the proposed protocol, income tax imposed under the

anish Hydrocarbon Tax Act adopted in 1982 is a covered tax and
will be treated as a creditable income tax for U.S. foreign tax
credit purposes. The Hydrocarbon Tax Act taxes income from the
extraction of hydrocarbons in Denmark, including its territorial
sea and its part of the continental shelf. The tax is assessed sepa-
rately from the regular income and corporate taxes. However, a de-
duction is allowed for income and corporate taxes paid, and other
special deduction and allowance rules apply. The tax is imposed on
2 field-by-field basis and amounts to 70 percent of the aggregate
income of the fields showing profits. In the absence of this provi-
sion, Danish income tax specifically imposed under the Hydrocar-
bon Tax Act probably would not be creditable under U.S. Treasury
*Department regulations.

(10) The proposed treaty exempts from source country taxation
“tertain profits from the operation of ships or aircraft when earned
from participation in a consortium. The U.S. model treaty extends

ts shipping and aircraft exemption to profits from participation in
.a pool or joint operating agency, but not explicitly to a consortium.
Extending the exemption to consortiums makes the exemption
-available to the Scandinavian Airlines System consortium (SAS),
which derives income in the United States through an agent.
~ The proposed treaty also exempts from U.S. tax remuneration of

Danish resident from employment aboard an aircraft operated

internationally by SAS.
. (11) The proposed protocol provides that an installation, drilling
rig, or ship used for the exploration or exploitation of natural re-
ssources will be treated as a permanent establishment only if it
lasts more than 12 months. Thus, for example, business profits at-
tributable to a U.S. drilling rig located in the Danish sector of the
North Sea will be taxable by Denmark only if the rig stays there
‘more than 12 months. A comparable provision is included in the
U.S. model treaty but is not included in the present treaty or in a
number of other U.S. income tax treaties.
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The proposed protocol also provides that gains derived by an en-
terprise of one country from the deemed alienation of an installa-
tion, drilling rig, or ship used for the exploration or exploitation of
natural resources will be taxable in that country only. Thus, gains
from the removal of a U.S, drilling rig located in the Danish sector
of the North Sea will not be taxable by Denmark regardless of
whether the enterprise has a permanent establishment in Den-
mark. The U.S. model treaty and the present treaty do not have
this special protection against so-called “balancing charges.”

(12) Under the proposed treaty, remuneration from employment,
as a member of the crew of a ship or aircraft operated internation-
ally by an enterprise of one country is taxable in that country ase
well as in the country of which the employee is a resident. Under
the U.S. model treaty, by contrast, such remuneration is taxable«
only in the country of which the employee is a resident.

(13) The present treaty exempts from source country taxation the”
salaries of teachers from the other country who visit for two years
or less. Under the proposed treaty and the U.S. model, these sala-"
ries are subject to the standard rules, ordinarily resulting in full,
source country taxation. )

(14) The proposed treaty allows directors’ fees and similar pay-4
ments by a company resident in one country to a resident of the
other country to be taxed in the first country if the fees are paid-
for services performed in the first country. The U.S. model treaty,
on the other hand, treats directors fees as personal service income*
or as a distribution of profits. Under the U.S. model treaty (and the
proposed treaty), the country where the recipient resides generally
has primary taxing jurisdiction over personal service income and,
the source country tax on distributed profits is limited.

(15) The proposed treaty allows source country taxation of an en-,
tertainer or athlete who earns more than $3,000 there during a
%%}63(})013 year; the comparable amount in the U.S. model treaty is+

(16) Under the proposed treaty, child support payments by a U.S.*
citizen or U.S. resident to a Danish resident under 18 years of age
pursuant to a Danish court decree may be taxed by Denmark, and”
the United States must allow a deduction for the payments. Under
the U.S. model treaty, child support payments are generally tax-
able only in the country of residence of the payor. Child support,
payments are not deductible under U.S. internal law.

(17) The proposed treaty provides that, if certain conditions are~
met, contributions to a pension plan recognized for tax purposes in
one country made by or for an individual resident of the other™
country who is not a citizen of the second country will be treated
the same way for tax purposes in the second country as contribu-*
tions made to a pension plan recognized for tax purposes in the
second country are treated in the second country. Absent this pro-
vision, a U.S. citizen residing in Denmark would not be able to,
deduct contributions to a U.S. pension plan for Danish income tax
purposes; the staff understands that under Danish administratives
practice, deductions for contributions to foreign pension plans
(other than those of certain countries) are not a.l]owe(i).e E

(18) The proposed treaty’s nondiscrimination provision differs
from the U.S. model treaty’s in that the provision in the proposed '

R

i
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treaty protects all legal persons deriving their status as such from
the United States, not U.S. citizens alone.

(19) Sanctions against treaty-shopping by business organizations
are imposed on a more restricted basis under the proposed treaty,
as amended by the proposed protocol, than under the U.S. model
treaty. The present treaty does not contain anti-treaty shopping
‘rules. (See discussion under “Issues,” below.)

(20) The proposed treaty contains a provision requiring each
country to undertake to lend administrative assistance to the other
in collecting taxes covered by the treaty. This provision, carried
over with minor modifications from the present treaty, is more de-
tailed than the administrative assistance provision in the U.S.
model treaty. Among other things, the proposed treaty provision
specifies that one country’s application to the other for assistance
must include a certification that the taxes at issue have been “fi-
nally determined.”

(21) The proposed treaty would enter into force after each coun-
try notifies the other that its constitutional requirements for entry
into force have been satisfied and the later of the notifications is
received. Under the U.S. model treaty, entry into force occurs upon
the exchange of instruments of ratification. This departure from
the U.S. model reflects the fact that Danish law, unlike the U.S.
Constitution, does not require legislative ratification of certain
international agreements concluded by the government. The
Danish Parliament may delegate to the Danish executive branch
the power to conclude binding international agreements and has
done so in the case of such agreements to avoid double taxation.
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II. ISSUES

The proposed treaty, as amended by the proposed protocol, pre-
sents the following specific issues. .

(1) Imputation credit

As amended by the proposed protocol, the proposed treaty gener-,
ally provides U.S. portfolio investors in Danish resident companies
with a Danish imputation tax credit equal to 15 percent of gross
dividends paid to the investors by the companies. U.S. direct inves-
tors generally are entitled to a five percent imputation credit.
Under Danish law, Danish resident shareholders subject to full tax
liability in Denmark presently receive an imputation credit equal
to 25 percent of gross dividends paid by Danish resident companies.
Under the proposed treaty, then, U.S. investors in Danish resident’
companies receive a smaller imputation credit than Danish share-
holders in Danish resident companies receive for dividends paid by
the companies. As a result, U.S. shareholders may be subject to
higher Danish corporate and personal income taxes in connection
with dividends received from Danish resident companies than
Danish shareholders are. The issue is whether the United States
should insist on the same tax relief for U.S. investors in Danish
1residt-:-nt companies as Danish shareholders receive under Danish
aw.

As originally drafted, the proposed treaty generally granted U.S.
portfolio investors in Danish resident companies an imputation
credit equal to the credit which an individual Danish resident
would have been entitled to had he received the dividend (at that
time, 15 percent). The provision fixing the credit for U.S. portfolio
investors at 15 percent was substituted in the proposed protocol.
The U.S. income tax treaties with the United Kingdom and France,
which, like Denmark, have imputation systems, provide U.S. port-
folio investors with a credit equal to the credit a U.K. or French
resident would have received. On the other hand, the U.S. income
tax treaty with Canada, which also has an imputation system, does
not allow U.S. shareholders in Canadian companies any portion of
the imputation credit provided by Canadian statute to Canadian
shareholders in Canadian companies. )

As originally drafted, the proposed treaty generally granted U.S.
direct investors in Danish resident companies a dividend credit
equal to one-third of the 15-percent credit which an individual
Danish resident would have been entitled to had he received the
dividend. The proposed protocol fixes the credit at five percent.
This modification reduces the credit available to U.S. direct inves-
tors since one-third of the 25-percent credit which an individual
Danish resident is presently entitled to would be 8.33 percent.
Under present U.S. income tax treaties, however, no imputation
system country except the United Kingdom allows U.S. direct in-

®)
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vestors any portion of the imputation credit provided its own resi-

dents. The U.S. treaty with the United Kingdom provides U.S.

direct investors (defined more broadly than in the proposed treaty)

with a credit equal to one-half of the credit which an individual

EiJ.K‘i resident would be entitled to were he the recipient of the divi-
end.

(2) Hydrocarbon tax

Under the proposed protocol, Danish national income taxes im-
posed under the Danish Hydrocarbon Tax Act adopted in 1982 will
be creditable for U.S. foreign tax credit purposes, subject to special
computation limitations. In the absence of this provision, income
taxes specifically imposed under the Danish Hydrocarbon Tax Act
probably would not be creditable under U.S. Treasury Department
regulations. The treaty credit will be available retroactively for
Danish taxes paid for taxable years beginning after 1982. The
treaty credit, because it will probably be larger than the income
tax credit otherwise allowed under the regulations, may reduce the
U.S. taxes collected from U.S. oil companies operating in the
Danish sector of the North Sea. For these reasons, and also because
it is no longer U.S. treaty policy generally to give treaty credits for
special taxes on foreign oil and gas extraction income, it can be
argued that the treaty should not allow a credit against U.S. tax
for additional income taxes specifically imposed by the Danish Hy-
drocarbon Tax Act. On the other hand, it can be argued that fair-
ness requires that the treaty allow a credit since treaty credits are
allowed for arguably comparable oil and gas taxes imposed by the
United Kingdom and Norway on income from some fields under
the U.S. income tax treaties with those countries currently in
force. Also, it can be argued, the credit is subject to special compu-
tation limitations under the treaty more restrictive than those ap-
plying under U.S. internal law to the Internal Revenue Code credit
for foreign oil and gas extraction income taxes (sec. 907).

Another issue is whether the United States should agree to a
treaty definition of “Denmark” that allows Denmark to impose its
hydrocarbon tax on oil and gas extraction income of U.S. oil com-
panies from operations along Denmark’s portion of the continental
shelf in the North Sea. The proposed treaty defines ‘“Denmark”
and “the United States” more broadly than the present treaty to
include expressly the Danish and U.S. portions, respectively, of the
continental shelf. While the matter is not free from doubt, it is ar-
guable that, under the present treaty’s more restrictive definition
of Denmark, U.S. oil companies are not subject to the Danish hy-
drocarbon tax in connection with their North Sea operations since
none of their income from those operations is arguably from
Danish sources.

(3) Treaty-shopping

The proposed treaty, like a number of U.S. income tax treaties,
generally provides a reciprocal exemption from source country
withholding tax on interest paid to residents of the other country.
Although this treaty exemption (like other exemptions and reduc-
tions provided in the proposed treaty) is intended to benefit resi-
dents of Denmark and the United States only, residents of third
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countries sometimes attempt to use a treaty to obtain treaty bene-
fits. This is known as treaty shopping. Investors from countries
which do not have tax treaties with the United States, or from
countries which have not agreed in their tax treaties with the
United States to a reciprocal exemption of interest may, for exam-
ple, attempt to secure the exemption as it applies to U.S. tax by
lending money to a U.S. person indirectly through a country
having a treaty with the United States that contains the interest
exemption. The third-country investor may do this by establishing
a subsidiary, trust, or other investing entity in the treaty country
which makes the loan to the U.S. person and claims the treaty ex-
emption for the interest it receives. If the investing entity is estab-
lished in certain treaty countries, it may be possible for the invest-
ing entity, in turn, to pay interest to the third-country investor
without paying any tax on that interest to the treaty country.

The anti-treaty shopping provision of the proposed treaty is less
strict than the anti-treaty shopping provision found in some recent
U.S. treaties, but more restrictive than the anti-treaty shopping
provisions in older U.S. treaties. The provision is also less strict
than that of the current (1981) U.S. model, although the 1981 U.S.
model provision is only one of several approaches that the Treas-
ury Department considers satisfactory to prevent treaty shopping
abuses. The 1981 model provision is nonetheless a standard against
which to compare the proposed treaty. This raises the issue of
whether a stronger anti-treaty shopping provision is necessary ef-
fectively to forestall potential treaty shopping abuses.

There are several respects in which the anti-treaty shopping pro-
vision of the proposed treaty is more lenient than that of the 1981
U.S. model and other recent treaties. A business organization is not
entitled to treaty benefits under any provision of the 1981 U.S.
model unless, in addition to other requirements being satisfied,
more than 75 percent of the beneficial interest of the business orga-
nization is owned by individual residents of the country of which
the organization is a resident. By contrast, under the proposed
treaty, the ownership requirement for treaty benefit eligibility gen-
erally is that 50 percent of the beneficial interest in an organiza-
tion be owned by residents of the two countries, U.S. citizens, pub-
licly traded companies that are residents of the two countries, or
the two countries themselves (‘“ownership test”). The recent trea-
ties with Australia and New Zealand maintain the 75-percent
standard, but expand the class of qualified beneficial owners to in-
EIUdte owners comparable to those qualified under the proposed

reaty.

Further, under the proposed treaty, a business organization is
generally denied treaty benefits if more than 50 percent of its gross
income is used to make interest payments to persons other than
those just named. By contrast, under the 1981 U.S. model treaty, a
business organization is always denied treaty benefits if its income
is used in substantial part to meet liabilities to third-country resi-
dents who are not U.S. citizens (“income-use test”).

The Treasury Department’s Technical Explanation of the pro-
posed treaty and protocol indicates that interest payments will be
considered to be “made” under the treaty’s income-use test with re-
spect to an original issue discount obligation when interest accrues
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for Danish tax deduction purposes. In its 1984 report on the pro-
posed treaty, the Senate Committee on Foreign Relations indicated
that this interpretation of the “make payments” language is impor-
tant to forestall a potential abuse under the anti-treaty shopping
provision of the proposed treaty. Because the income-use rule of
the proposed anti-treaty shopping provision refers to using income
to make payments rather than to “meet liabilities,” as the U.S.
model does, third-country investors might (absent the Technical Ex-
planation clarification) arguably meet the test by indirectly lending
to U.S. persons through an investing entity that is a resident of
Denmark (and that satisfies the 50-percent ownership test dis-
cussed above) on an original issue discount basis. In that case, the
Danish investing entity might not “make payments” to the third-
country investor until the original issue discount obligation of the
Danish investing entity matures. Before that time, the income-use
rule may not be violated and, consequently, interest received by
the Danish investing entity from the U.S. borrowers may be eligi-
ble for the treaty exemption from U.S. tax.

The recent treaties with Australia and New Zealand, it should be
noted, have no protective income-use test of any kind.

Treaty shopping potential in the case of Denmark may be more
serious than in the case of some other U.S. treaty partners because
of the absence of any Danish withholding tax on interest payments
from a Danish conduit to third-country investors; Denmark is rela-
tively unusual among U.S. treaty partners in not imposing a with-
holding tax on interest derived by nonresidents. Treaty shopping
potential is also a special concern in the case of Denmark because,
under the proposed treaty, Denmark will tax dividends paid by
Danish companies to U.S. shareholders at a very low effective rate.
This reduction of the Danish tax that a U.S. owner of a Danish fi-
nance subsidiary would pay on dividends received from such a sub-
sidiary could facilitate the use of such subsidiaries to borrow from
third-country residents. On the other hand, Danish investing enti-
ties may be liable for other Danish taxes.

Under the proposed treaty, unlike the 1981 U.S. model, the own-
ership and income-use tests need not be satisfied to obtain treaty
benefits if an organization is a publicly traded company. Unlike the
1981 U.S. model, the proposed treaty does not limit treaty benefits
in the case of income earned in one country by a resident of the
other country that bears a significantly lower tax in the residence
country under its laws than similar income earned in the residence
country; however, Denmark does not now impose lower taxes on
foreign source income than on domestic source income.

The United States arguably should maintain its policy of limiting
treaty shopping opportunities whenever possible. On the other
hand, the present income tax treaty between the United States and
Denmark does not contain anti-treaty shopping rules. Further, the
proposed anti-treaty shopping provision may be effective in pre-
venting third-country investors from obtaining treaty benefits by
establishing investing entities in Denmark since third-country in-
vestors may be unwilling to share ownership of such investing enti-
ties on a 50-50 basis with U.S. or Danish residents or other quali-
fied owners to meet the ownership test of the anti-treaty shopping
provision. The income-use test provides protection from the poten-
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tial abuse of a Danish conduit that pays interest currently. Finally,
Denmark imposes significant taxes of its own; these taxes may
deter third-country investors from seeking to use Danish entities to
make U.S. investments.

(4) Deductibility of child support payments

Under the proposed treaty, as a general rule, child support pay-
ments made by a resident of one country to a resident of the other
country (who is a child under 18 years of age) pursuant to a writ-
ten separation agreement or decree of divorce, separate mainte-
nance, or compulsory support may be taxed only in the first coun-
try. However, when such payments are made by a citizen or resi-
dent of the United States to a resident of Denmark pursuant to a
Danish court decree, the treaty provides that the payments may be
taxed by Denmark and the United States must allow a deduction
for the payments. This rule generally allows Denmark to impose its
tax on child support payments; under Danish internal law, child
support payments are taxable income to a child 15 years old or
older and the payor may deduct such payments provided that they
are made to a child 18 years old or younger. Under U.S. internal
law, child support payments are not taxable income to the recipi-
ent (Code sec. T1(b)) and, absent this special treaty provision, the
payor may not deduct such payments. Thus, in preserving the
Danish statutory tax on child support payments, the treaty pro-
vides a U.S. tax deduction not otherwise allowed under the Code.

This raises the issue of whether deductions should be granted to
U.S. persons by treaty in cases where Congress has chosen not to
do so under the Code. The granting of a deduction otherwise denied
represents an expansion of the general scope of treaties which usu-
ally seek only to reduce double taxation and to prevent the avoid-
ance or evasion of income taxes. It also raises the issue of how far
the United States should go in giving tax benefits to U.S. persons
by treaty. The Senate Committee on Foreign Relations expressed
concern with the granting of deductions by treaty in connection
with its 1981 consideration of the proposed income tax treaties with
Canada, Israel, and Jamaica, which allow deductions not granted
under the Code. In 1981, the Chairmen of both the Senate Finance
Committee and the House Ways and Means Committee expressed
their general views that the United States should not give U.S. per-
sons deductions by treaty.

This is the first time that a deduction for child support pay-
ments, in particular, has been provided by treaty. According to the
Treasury Department’s Technical Explanation of the proposed
treaty and protocol, the child support provision is intended to rec-
oncile the conflicting Danish and U.S. internal laws governing the
tax treatment of child support payments. However, the reconcilia-
tion reached is arguably one-sided in Denmark’s favor: Denmark is
allowed to collect tax on certain child support payments that it
could not otherwise collect under the treaty’s general rule that
only the source country may tax child support payments, while the
United States is required to allow a deduction not otherwise al-
lowed under the Code for these payments, which could result in a
minor revenue loss to the U.S. Treasury.
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The child support provision was included in the proposed treaty
before the 1981 treaty hearings, when the deduction issue was
brought generally to the attention of the Senate Committee on For-
eign Relations. As indicated above, it was at that time that the
Committee first indicated its general disapproval of the granting of
U.S. tax deductions by treaty. The Committee decided not to recom-
mend a reservation on the child support provision when it exam-
ined the proposed treaty in 1984 because the provision predates the
Committee’s 1981 expression of disapproval of special treaty deduc-
tions.

(5) Branch-level tax

The United States does not now impose a branch-level tax, but
the Administration’s May 1985 tax reform proposal asks Congress
to enact one. The proposed treaty does not expressly prohibit the
United States from imposing a branch-level tax though it does pre-
vent the United States from imposing its second tier withholding
tax on dividends, which the branch-level tax would replace under
the Administration’s proposal. Many argue, however, that the non-
discrimination rule protecting permanent establishments that is
found in the proposed treaty and in most income tax treaties effec-
tively forbids the imposition of a branch-level-type tax on perma-
nent establishments. The Administration has responded to this ar-
gument by asking Congress not to override treaties. On enactment,
the Administration would seek to renegotiate treaties to allow the
United States to impose the branch-level tax that Congress enacted
as a general rule in particular countries where current treaties
prohibit its imposition. The issue is whether the sequence of ac-
tions that the Administration asks Congress in general and the
Senate in particular to take makes sense. If the Senate agrees to a
treaty with Denmark, for example, and then Congress enacts a
branch-level tax that the treaty prevents Danish corporations from
paying, it is unclear why Denmark would agree to allow the United
States to impose that tax. Denmark could unilaterally concede the
issue, but Denmark could instead ask for a quid pro quo from the
United States, or Denmark could instead not yield on this point.
Previous experience indicates that, in general, renegotiation of
treaties, once ratified, is difficult.

The Committee might address this issue in one of three ways.
First, the Committee could follow the Administration’s request and
recommend that the Senate consent to the treaty notwithstanding
this branch-level tax issue. It is not clear if or when Congress will
enact a branch-level tax; if Congress does not do so, then there will
have been no need for the Committee to take notice of this issue.
Similarly, if Congress overrides treaties in enacting a branch-level
tax, there is no need for current adverse Committee action. Over-
riding the treaty so soon after approval could disappoint Den-
mark’s legitimate expectations, however. Second, the Committee
could seek a reservation allowing the United States to impose a
branch-level tax if it decides to do so. This course, while it could
allow the United States to collect the tax, could also present a con-
dition that the Danish Government finds unacceptable. Therefore,
this course could delay or prevent the benefits of the treaty. Third,
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the Committee could delay action on the treaty while it awaits leg-
islative progress on the Administration proposals for tax reform.

(6) Dividends paid deducti

The Administration’s tax reform proposal presents another issue.
The Administration proposal would allow a 10-percent dividends
paid deduction to U.S. corporations. The purpose of this deduction
is to reduce the burden of the two-tiered taxation of corporate prof-
its under the ‘“classical” system of present law, which imposes a
tax at the corporate and shareholder levels. The dividends paid de-
duction would extend to some dividends paid to foreign sharehold-
ers. Absent treaty protection, however, the proposal would impose
on such dividends a compensatory withholding tax designed to pre-
vent elimination of all tax on 10 percent of corporate profits where
shareholders are not U.S. taxpayers. The proposed treaty with Den-
mark would prevent U.S. imposition of this compensatory with-
holding tax. So would the existing treaty with Denmark. Although
the Administration proposal would not initially impose a compen-
satory tax on dividends paid to protected treaty country recipients,
including Danish recipients, it would delegate to the Secretary of
the Treasury the authority to override treaties to impose a compen-
satory dividend withholding tax on a country-by-country basis. The
purpose of this delegation is, in part, to seek similar relief from
treaty partner countries.

Many countries which reduce the burden of the two-tier tax do so
through a mechanism other than a dividends paid deduction. These
countries, including Denmark, give resident shareholders a tax
credit when they receive dividends. Denmark’s partial tax credit
for resident shareholders reflects the fact that corporate income,
from which the dividends are paid, is subject to Danish corporate
tax. For the shareholder, the credit may function as the economic
equivalent of a partial dividends paid deduction. As indicated
above, Denmark gives Danish resident shareholders subject to full
tax liability in Denmark a credit equal to 25 percent of gross divi-
dends paid by Danish resident companies. Denmark, like other
countries, does not give this credit to foreign shareholders unilater-
ally. However, the proposed treaty provides substantial U.S. corpo-
rate investors with a reduced credit equal to five percent of gross
dividends paid by Danish resident companies and other U.S. inves-
tors with a reduced credit equal to 15 percent of gross dividends
paid by Danish resident companies. Certain other U.S. income tax
treaties with imputation system countries also provide the dividend
credit to investors on a limited basis. Some U.S. treaties with such
countries do not provide even a part of the credit to U.S. investors.

Under the Administration tax reform proposal, the Secretary of
the Treasury could impose the compensatory withholding tax on a
dividend if the home country of the dividend recipient indicated an
unwillingness to extend credit benefits to dividends paid by local
companies to U.S. shareholders. The compensatory withholding tax
might, for example, be imposed if the home country did not provide
credit relief that was economically equivalent in value to the 10-
percent dividends paid deduction. Alternatively, the compensatory
tax might be imposed if the home country (like Denmark) did not,




15

unilaterally or by treaty, apply the same credit rules to U.S. inves-
tors as it applied to resident investors.

Here, again, the Committee and the Senate have three choices.
One possibility is consenting to the treaty as proposed. Congress
might not enact any dividend relief, or might enact a credit mecha-
nism for dividend relief like Denmark uses. In either of those
events, there would be no treaty violation by the United States.
(There would be no violation even though the Administration pro-
posal, which violates treaties, achieves (at least if the credit is re-
fundable) the same result as the Danish method, which does not.)
However, consent to the treaty as proposed might lead to disap-
pointment by Denmark (if the United States later overrides the
treaty and imposes a compensatory tax on dividends paid to Danish
shareholders) or frustration of the purpose of the Administration
proposal (if the United States fails to impose the compensatory tax
on dividends paid to Danish shareholders out of a concern for the
expectations that the Danish Government derives from a recent
limitation on the U.S. tax on those dividends). Second, the Commit-
tee could seek a reservation allowing the United States to impose a
compensatory withholding tax if it decides to do so. This course
could present a condition that the Danish Government finds unac-
ceptable, so that it could delay or prevent the proposed treaty’s
taking effect. Third, the Committee could await legislative progress
on the Administration proposals for tax reform to decide how to
handle this issue. This course too, could delay the treaty, however.



III. OVERVIEW OF UNITED STATES TAXATION OF INTER-
NATIONAL TRADE AND INVESTMENT AND TAX TREATIES

This overview contains two parts. The first part describes the
U.S. tax rules relating to foreign income and foreign persons that
apply in the absence of a U.S. tax treaty. The second part discusses
the objectives of U.S. tax treaties and describes some of the modifi-
cations they make in U.S. tax rules.

A. United States Tax Rules

The United States taxes U.S. citizens, U.S. residents, and U.S.
corporations on their worldwide income. The United States taxes
nonresident alien individuals and foreign corporations on their
U.S. source income that is not effectively connected with the con-
duct of a trade or business in the United States (sometimes re-
ferred to as “noneffectively connected income”). They are also
taxed on their U.S. source income and certain limited classes of for-
eign source income that is effectively connected with the conduct of
a trade or business in the United States (sometimes referred to as
“effectively connected income.”)

Income of a nonresident alien or foreign corporation that is effec-
tively connected with the conduct of a trade or business in the
United States is subject to tax at the normal graduated rates on
the basis of net taxable income. Deductions are allowed in comput-
ing effectively connected taxable income, but only if and to the
extent that they are related to income that is effectively connected.

U.S. source fixed or determinable annual or periodical income of
a nonresident alien or foreign corporation (including generally in-
terest, dividends, rents, salaries, wages, premiums, and annuities)
that is not effectively connected with the conduct of a U.S. trade or
business is subject to tax at a rate of 30 percent of the gross
amount paid. This tax is often reduced or eliminated in the case of
payments to residents of countries with which the United States
has an income tax treaty. The 30-percent (or lower treaty rate) tax
imposed on U.S. source noneffectively connected income paid to for-
eign persons is collected by means of withholding (hence these
taxes are often called withholding taxes).

Certain exemptions from the 30-percent tax are provided. Bank
account interest is defined as foreign source interest and, therefore,
is exempt. Exemptions are provided for certain original issue dis-
count and for income of a foreign government from investments in
U.S. securities. Under the Tax Reform Act of 1984, certain interest
paid on portfolio obligations issued after July 18, 1984 (the 1984
Act’s date of enactment) is exempt from the 30-percent tax. U.S.
treaties also provide for exemption from tax in certain cases.

U.S. source noneffectively connected capital gains of nonresident
individuals and foreign corporations are generally exempt from
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U.S. tax, with two exceptions: (1) gains realized by a nonresident
alien who is present in the United States for at least 183 days
during the taxable year, and (2) certain gains from the sale of in-
terests in U.S. real estate.

The source of income received by nonresident aliens and foreign
corporations is determined under rules contained in the Internal
Revenue Code. Interest and dividends paid by a U.S. citizen or resi-
dent or by a U.S. corporation are generally considered U.S. source
income. However, if a U.S. corporation derives more than 80 per-
cent of its gross income from foreign sources, then dividends and
interest paid by that corporation will be foreign source rather than
U.S. source. Conversely, dividends and interest paid by a foreign
corporation, at least 50 percent of the income which is effectively
connected income, are U.S. source to the extent of the ratio of its
effectively connected income to total income.

Rents and royalties paid for the use of property in the United
States are considered U.S. source income. The property used can be
either tangible property or intangible property (e.g., patents, secret
processes and formulas, franchises and other like property).

Since the United States taxes U.S. persons on their worldwide
income, double taxation of income can arise because income earned
abroad by a U.S. person may be taxed by the country in which the
income is earned and also by the United States. The United States
seeks to mitigate this double taxation by generally allowing U.S.
persons to credit their foreign income taxes against the U.S. tax
imposed on their foreign source income. A fundamental premise of
the foreign tax credit is that it may not offset the U.S. tax on U.S.
source income. Therefore, the foreign tax credit provisions contain
a limitation that ensures that the foreign tax credit offsets only the
U.S. tax on foreign source income. The foreign tax credit limitation
generally is computed on a worldwide consolidated (overall) basis.
Hence, all income taxes paid to all foreign countries are combined
to offset U.S. taxes on all foreign income.

Prior to the Tax Reform Act of 1984, a U.S. person could convert
U.S. source income to foreign source income, thereby circumvent-
ing the foreign tax credit limitation, by routing the income through
a foreign corporation. The 1984 Act added to the foreign tax credit
provisions special rules that prevent U.S. persons from converting
U.S. source income into foreign source income through the use of
an_intermediate foreign payee. These rules apply to 50-percent
U.S.-owned foreign corporations only.

A U.S. corporation that owns 10 percent or more of the voting
stock of a foreign corporation may credit foreign income taxes paid
or deemed paid by that corporation on earnings that are received
as dividends. These deemed paid taxes are included in total foreign
taxes paid for the year the dividend is received and go into the gen-
eral pool of taxes to be credited.

Separate foreign tax credit limitations are provided for DISC
dividends, FSC dividends, taxable income of a FSC attributable to
foreign trade income, and certain interest, respectively. Also, a spe-
cial limitation applies to the credit for taxes imposed on oil and gas
extraction income. The Code sometimes disregards intermediate en-
tities to apply these limitations correctly.
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B. United States Tax Treaties—In General

The traditional objectives of U.S. tax treaties have been the
avoidance of international double taxation and the prevention of
tax avoidance and evasion. To a large extent, the treaty provisons
designed to carry out these objectives supplement Code provisions
having the same objectives; the treaty provisions modify the gener-
ally applicable statutory rules with provisions that take into ac-
count the particular tax system of the treaty country. Given the di-
versity of tax systems, it would be very difficult to develop in the
Code rules that unilaterally would achieve these objectives for all
countries.

Notwithstanding the unilateral relief measures of the United
States and its treaty partners, double taxation might arise because
of differences in source rules between the United States and the
other country. Likewise, if both countries consider the same deduc-
tion allocable to foreign sources, double taxation can result. Prob-
lems sometimes arise in the determination of whether a foreign tax
qualifies for the U.S. foreign tax credit. Also, double taxation may
arise in those limited situations were a corporation or individual
may be treated as a resident of both countries and be taxed on a
worldwide basis by both.

In addition, there may be significant problems involving “excess”
taxation—situations where either country taxes income received by
nonresidents at rates that exceed the rates imposed on residents.
This is most likely to occur in the case of income taxed at a flat
rate on a gross basis. (Most countries, like the United States, gener-
ally tax domestic source income on a gross basis when it is received
by nonresidents who are not engaged in business in the country.)
In many situations the gross income tax exceeds the tax that would
lc'llave been paid under the net income tax system applicable to resi-

ents.

Another related objective of U.S. tax treaties is the removal of
barriers to trade, capital flows, and commercial travel caused by
overlapping tax jurisdictions and the burdens of complying with
the tax laws of a jurisdiction when a person’s contacts with, and
income derived from, that jurisdiction are minimal.

The objective of limiting double taxation is generally accom-
plished in treaties by the agreement of each country to limit, in
certain specified situations, its right to tax income earned from its
territory by residents of the other country. For the most part, the
various rate reductions and exemptions by the source country pro-
vided in the treaties are premised on the assumption that the coun-
try of residence will tax the income in any event at levels compara-
ble to those imposed by the source country on its residents. The
treaties also provide for the elimination of double taxation by re-
quiring the residence country to allow a credit for taxes that the
source country retains the right to impose under the treaty. In
some cases, the treaties may provide for exemption by the resi-
dence country of income taxed by the source country pursuant to
the treaty.

Treaties first seek to eliminate double taxation by defining the
term “resident” so that an individual or corporation generally will
not be subject to primary taxing jurisdiction as a resident by each
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of the two countries. Treaties also provide that neither country will
tax business income derived by residents of the other country
unless the business activities in the taxing jurisdiction are substan-
tial enough to constitute a branch or other permanent establish-
ment or fixed base. The treaties contain commercial visitation ex-
emptions under which individual residents of one country perform-
ing personal services in the other will not be required to pay tax in
that other country unless their contacts exceed certain specified
minimums, for example, presence for a set number of days or earn-
ings of over a certain amount.

Treaties deal with passive income such as dividends, interest,
and royalties from sources within one country derived by residents
of the other country by either providing that they are taxed only in
the country of residence or by providing that the source country’s
withholding tax generally imposed on those payments is reduced.
As described above, the United States generally imposes a 30-per-
cent tax and seeks to reduce this tax (on some income to zero) in its
tax treaties, in return for reciprocal treatment by its treaty part-
ner.

In its treaties, the United States, as a matter of policy, generally
retains the right to tax its citizens and residents on their world-
wide income as if the treaty had not come into effect, and provides
this in the treaties in the so-called “saving clause”. Double tax-
ation can also still arise because most countries will not exempt
passive income from tax at the source.

This double taxation is further mitigated either by granting a
credit for income taxes paid to the other country, or, in the case of
some U.S. treaty partners, by providing that income will be exempt
from tax in the country of residence. The United States provides in
its treaties that it will allow a credit against U.S. tax for income
’lcaxes paid to the treaty partners, subject to the limitations of U.S.
aw.

The objective of preventing tax avoidance and evasion is general-
ly accomplished in treaties by the agreement of each country to ex-
change tax-related information. The treaties generally provide for
the exchange of information between the tax authorities of the two
countries when such information is necessary for carrying out the
provisions of the treaty or of their domestic tax laws. The obliga-
tion to exchange information under the treaties typically does not
require either country to carry out measures contrary to its laws or
administrative practices or to supply information not obtainable
under its laws or in the normal course of its administration, or to
supply information that would disclose trade secrets or other infor-
mation the disclosure of which would be contrary to public policy.
The provisions generally result in an exchange of routine informa-
tion, such as the names of U.S. residents receiving investment
income. The Internal Revenue Service (and the treaty partner’s tax
authorities) also can request specific tax information from a treaty
partner. This can include information to be used in a criminal in-
vestigation or prosecution.

Administrative cooperation between the countries is further as-
sured under the treaties by the inclusion of a competent authority
mechanism to resolve double taxation problems arising in individ-
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ual cases and, more generally, to facilitate consultation between
tax officials of the two governments.

At times, residents of countries without income tax treaties with
the United States attempt to use a treaty to avoid U.S. tax. To pre-
vent third-country residents from obtaining treaty benefits intend-
ed for treaty country residents only, the treaties generally contain
an “anti-treaty shopping” provision that is designed to limit treaty
benefits to bona fide residents of the two countries.

The treaties generally provide that neither country may subject
nationals of the other country (or permanent establishments of en-
terprises of the other country) to taxation more burdensome than
that it imposes on its own nationals (or on its own enterprises).
Similarly, in general, neither country may discriminate against its
enterprises owned by residents of the other country. ’



IV, EXPLANATION OF PROPOSED TAX TREATY

A detailed article-by-article explanation of the proposed income
tax treaty between the United States and Denmark is presented
below. This explanation includes a discussion of the proposed proto-
col under the treaty articles amended by it. Also presented below
are separate, summary explanations of the notes exchanged when
the proposed treaty was signed, the proposed protocol, and the
notes exchanged when the proposed protocol was signed.

Article 1. Personal Scope

The personal scope article describes the persons who may claim
the benefits of the proposed treaty and contains other rules includ-
ing the “saving clause.”

The proposed treaty applies generally to residents of the United
States and to residents of Denmark, with specific exceptions desig-
nated in other articles. This follows other U.S. income tax treaties,
the U.S. model income tax treaty, and the OECD model income tax
treaty. Residence is defined in Article 4.

The proposed treaty provides that it does not restrict any bene-
fits accorded by internal law or by any other agreement between
the United States and Denmark. Thus, the treaty will apply only
where it benefits taxpayers.

Like all U.S. income tax treaties, the proposed treaty contains a
“saving clause.” Under this clause, with specific exceptions de-
scribed below, the treaty is not to affect the taxation by either
country of its residents or its citizens. By reason of this saving
clause, unless otherwise specifically provided in the proposed
treaty, the United States will continue to tax its citizens who are
residents of Denmark, as if the treaty were not in force. “Resi-
dents” for purposes of the treaty (and thus, for purposes of the
saving residents clause) include corporation and other entities as
well as individuals (Article 4 (Fiscal Domicile)).

Under Section 877 of the Internal Revenue Code (the “Code”) a
former U.S. citizen whose loss of citizenship had as one of its prin-
zipal purposes the avoidance of U.S. income, estate or gift taxes,
will, in certain cases, be subject to tax for a period of 10 years fol-
lowing the loss of citizenship. The treaty contains the standard pro-
vision found in the U.S. model and most recent treaties specifically
retaining the right to tax former citizens. Even absent a specific
orovision the Internal Revenue Service takes the position that the
United States retains the right to tax former citizens resident in
‘he treaty partner (Rev. Rul. 79-152, 1979-1 C.B. 237).

Exceptions to the saving clause are provided for certain benefits
sonferred by the articles dealing with pensions, alimony, and child
support (Article 19); relief from double taxation (Article 23); nondis-
;gi)mination (Article 24); and mutual agreement procedures (Article

29).
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In addition, the saving clause does not apply to the benefits con-
ferred by one of the countries under the articles dealing with gov-
ernment service (Article 20), students and trainees (Article 21), and
diplomatic agents and consular officers (Article 28), with respect to
individuals who are not citizens of the conferring country and do
not have “permanent resident status” in the conferring country.
The term “permanent resident status” is intended to have the
same meaning as the term “immigrant status” used in the corre-
sponding provision of the U.S. model treaty. Thus, for U.S. pur-
poses, an individual has permanent resident status in the United
States if he has been admitted to the United States as a permanent
resiéi;?)nt under U.S. immigration laws (i.e, he holds a “green
car

Article 2. Taxes Covered

The proposed treaty generally applies to the income taxes of the
United States and Denmark.

United States

In the case of the United States, the proposed treaty applies to
the Federal income taxes imposed by the Internal Revenue Code,
but excluding the accumulated earnings tax and the personal hold-
ing company tax. As amended by the proposed protocol, the pro-
posed treaty also applies to the Federal tax imposed with respect to
private foundations.

Under the Internal Revenue Code, premiums from insuring U.S.
risks which are received by a foreign insurer having no U.S. trade
or business are not subject to U.S. income tax but are subject to the
U.S. insurance excise tax (Code secs. 4371-4373). This insurance
excise tax is also covered by the proposed treaty, but only to the
extent that the foreign insurer does not reinsure the risks in ques-
tion with a person not entitled to relief from this tax under the
proposed treaty or another U.S. treaty. Therefore, under the busi-
ness profits article (Article 7) and other income article (Article 11),
income of a Danish insurer from the insurance of U.S. risks will
not be subject to the insurance excise tax (except in situations
where the risk is reinsured with a company not entitled to the ex-
emption) if that insurance income is not attributable to a U.S. per-
manent establishment maintained by the Danish insurer. This
treatment is a departure from the existing tax treaty with Den-
mark, but is similar to that provided in some other recent U.S. tax
treaties, for example, the treaties with France and Hungary. The
excise tax on premiums paid to foreign insurers is a covered tax
under the U.S. model treaty.

Under the Internal Revenue Code (in the absence of a contrary
treaty provision), a foreign insurer is subject to U.S. income tax on
income derived from the insurance of risks situated in the United
States in situations where that insurance income is effectively con-
nected with a U.S. trade or business. A foreign insurer insuring
U.S. risks ordinarily will not be viewed as conducting a U.S. trade
or business and thus will not be subject to U.S. income tax if it has
no U.S. office or agent and operates in the United States solely
through independent brokers.
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. In these situations, a foreign insurer is not subject to U.S.
income tax, but the insurance excise tax is imposed (except as oth-
erwise provided in a treaty) on the premiums paid for that insur-
ance.! The excise tax may be viewed as serving the same function
as the tax imposed on dividends, interest, and other types of pas-
sive income paid to foreign investors. In general, the excise tax ap-
plies to insurance covering risks wholly or partly within the
United States where the insured is (i) a U.S. person or (ii) a foreign
person engaged in a trade or business in the United States. Under
the Code, the excise tax generally applies to any such life, sickness,
or accident insurance, or annuity contract unless the foreign insur-
er is subject to U.S. income tax. It generally applies to any such
casualty policy written by an insurer unless the policy is placed
through an officer or agent of the foreign insurer within a State in
which the insurer is authorized to do business.

The treatment of insurance income of foreign insurers is compli-
cated somewhat in situations where, as is usually the case, some
portion of the risk is reinsured with other insurers in order to
spread the risk. In situations where the foreign insurer is engaged
in a U.S. trade or business and thus subject to the U.S. income tax,
reinsurance premiums, whether paid to a U.S. or a foreign reinsur-
er, are allowed as deductions. Accordingly, the foreign insurer is
taxable only on the income attributable to the portion of the risk it
retains. However, while no excise tax is imposed on the insurance
policy issued by the foreign insurer doing business in the United
States (and, in the case of casualty insurance, the policy is written
by an officer or agent of the insurer within a State in which it is
authorized to do business), the one-percent excise tax on reinsur-
ance is imposed if and when that insurer reinsures that U.S. risk
with a foreign insurer not doing business in the United States (and
not subject to U.S. income tax).

The statutory rules governing the taxation of foreign insurers in-
suring U.S. casualty risks have been modified through interpreta-
tions of treaties contained in certain closing agreements which
have been entered into between the IRS and a number of foreign
insurers. The closing agreements are intended to provide relief in
those situations where there is the potential for both income tax
and excise tax liability because the foreign insurer is subject to the
income tax (because it is engaged in a U.S. trade or business) and
the excise tax (because it is not licensed by a State to write insur-
ance). It is understood that, if there is a tax treaty between the
United States and the country of which the foreign insurer is a
resident and the treaty includes an appropriate nondiscrimination
clause, the foreign insurer agrees in the closing agreement to sub-
ject itself to the U.S. income tax by treating its U.S. operations
(frequently an unrelated agent) as a permanent establishment, and
the IRS agrees to waive the excise tax on premiums effectively con-
nected with that U.S. trade or business under the non-discrimina-
tion clause of the treaty.

1 The excise tax is presently imposed at a rate of four percent of the premiums paid on casual-
ty insurance and indemnity bonds, and one percent of the premiums paid on life, sickness, an
accident i annuity and rei (Code secs. 4371-4374).
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In exempting from the U.S. income tax and the insurance excise
tax all insurance income which is not attributable to a permanent
establishment in the United States, the proposed treaty makes two
changes in the statutory rules governing the taxation of insurance
income of Danish insurers. First, any insurance income which is ef-
fectively connected with a U.S. trade or business but is not attrib-
utable to a U.S. permanent establishment will not be subject to
U.S. income tax. This exemption is contained in the existing treaty.
Second, Danish insurers not engaged in a U.S. trade or business
will no longer be subject to the insurance excise tax. This exemp-
tion is not contained in the existing treaty. However, those Danish
insurers which continue to maintain a U.S. permanent establish-
ment after the proposed treaty enters into force will remain subject
to the U.S. income tax on their net U.S. insurance income attribut-
able to the permanent establishment.

In addition, the insurance excise tax will continue to apply in sit-
uations where a Danish insurer with a U.S. trade or business rein-
sures a policy it has written on a U.S. risk with a foreign reinsurer
other than a resident of Denmark or another insurer entitled to ex-
emption under a different tax treaty (such as the U.S.-French
treaty). The tax is imposed on the Danish insurer which in this sit-
uation is viewed as the U.S. resident person transferring the premi-
um to the foreign reinsurer. The excise tax will apply to such rein-
surance even where the Danish insurance company has a U.S.
trade or business but no U.S. permanent establishment and thus
will not be subject to U.S. income tax on the net income it derives
on the portion of the risk it retains.

If the excise tax applies to premiums paid to the Danish insurer
in the absence of the treaty exemption, the tax will continue to
apply to that insurer to the extent of reinsurance with a nonex-
empt person. For example, assume a Danish company not engaged
in a U.S. trade or business insures a U.S. casualty risk and receives
a premium of $200. The company reinsures part of the risk with a
German insurance company (not currently entitled to exemption
from the excise tax) and pays that German company a premium of
$100. The four-percent excise tax on casualty insurance applies to
the premium paid to the Danish insurance company to the extent
of the $100 reinsurance premium. Thus, the U.S. insured is liable
for an excise tax of $4, which is four percent of the portion of its
premium to the Danish insurer which was used by the Danish in-
surer to reinsure the risk. It is the responsibility of the U.S. in-
sured to determine to what, if any, extent the risk is to be rein-
sured with a nonexempt person.

Denmark

In the case of Denmark, the proposed treaty applies to the
Danish national income taxes and municipal income taxes. The
proposed protocol provides that the Danish national income taxes
to which the treaty applies include the taxes imposed under the
Danish Hydrocarbon Tax Act. The Danish Hydrocarbon Tax Act is
discussed under Article 23.
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Other rules

For purposes of the non-discrimination article (Article 24), the
treaty applies to taxes of all kinds imposed by the countries, in-
cluding any taxes imposed by their political subdivisions or local
authorities. For purposes of the exchange of information article
(Article 26), the treaty applies to national taxes of every kind im-
posed by the countries.

The proposed treaty also contains a provision generally found in
U.S. income tax treaties to the effect that it will apply to substan-
tially similar taxes that either country may subsequently impose.
The proposed treaty, like the U.S. model, obligates the competent
authority of each country to notify the competent authority of the
other country of any substantial changes in the tax laws of his
country and of any official published material concerning the appli-
cation of the treaty, including explanations, regulations, rulings, or
judicial decisions.

Article 3. General Definitions

Certain of the standard definitions found in most U.S. income
tax treaties are contained in the proposed treaty.

The term “person” is defined to include an individual, an estate
or trust, a company and any other body of persons. A “company” is
any body corporate or any entity which is treated as a company or
body corporate for tax purposes.

An enterprise of a country is defined as an enterprise carried on
by a resident of that country. Although the treaty does not define
the term “enterprise” it will have the same meaning that it has in
other U.S. tax treaties—the trade or business activities undertaken
by an individual, partnership, company, or other entity.

The proposed treaty defines “international traffic” as any trans-
port by a ship or aircraft except where the transport is solely be-
tween places in the other country. Accordingly, with respect to a
Danish enterprise, purely domestic transport in the United States
is excluded.

The U.S. competent authority is the Secretary of the Treasury or
his delegate. In fact, the U.S. competent authority function has
been delegated to the Commissioner of the Internal Revenue Serv-
ice, who has redelegated the authority to the Associate Commis-
sioner (Operations). The Assistant Commissioner (Examination) has
been delegated the authority to administer programs for simultane-
ous, spontaneous, and industry-wide exchange of information. The
Director, Foreign Operations District (formerly called the Director
of the Office of International Operations), has been delegated the
authority to administer programs for routine and specific ex-
changes of information and mutual assistance in collection.

The Danish competent authority is the Minister for Inland Reve-
nue, Customs, and Excise, or his authorized representative.

The “United States” means the United States of America, but
does not include Puerto Rico, the Virgin Islands, Guam or any
other U.S. possession. The definition of the United States also in-
cludes, where the term is used in a geographical sense, any area
outside the territorial sea of the United States that, in accordance
with international law and the laws of the United States, has been
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or may at a later time be an area within which the United States

may exercise rights with respect to the exploration and exploita-

tion of the natural resources of the seabed or its subsoil. The intent

of this rule is to cover the U.S. continental shelf consistent with

the definition of continental shelf contained in section 638 of the
de.

The term “Denmark” means the Kingdom of Denmark but does
not include the Faroe Islands or Greenland. Denmark also in-
cludes, where the term is used in a geographical sense, any area
outside the territorial sea of Denmark that, in accordance with
international law and the laws of Denmark, has been or may at a
later time be an area within which Demark may exercise rights
with respect to the exploration and exploitation of the natural re-
sources of the seabed or its subsoil. Therefore, income earned on
the Danish continental shelf is covered.

The term “Contracting State” means the United States or Den-
mark, as the context requires.

The proposed treaty also contains the standard provision that,
unless the context otherwise requires or the competent authorities
of the two countries establish a common meaning, all terms are to
have the meaning which they have under the applicable tax laws
of the country applying the treaty.

Article 4. Fiscal Domicile

The assignment of a country of residence is important because
the benefits of the proposed treaty generally are available only to a
resident of one of the countries as that term is defined in the
treaty. Furthermore, double taxation is often avoided by the treaty
assigning one of the countries as the country of residence where,
g;uier the internal laws of the countries, a person is a resident of

th.

Under U.S. law, residence of an individual is important because
a resident alien is taxed on his worldwide income, while a nonresi-
dent alien is taxed only on his U.S. source income and on his
income that is effectively connected with a U.S. trade or business.
A company is a resident of the United States if it is organized in
the United States. Prior to the Tax Reform Act of 1984, the Code
did not provide standards for determining whether an alien indi-
vidual was a U.S. resident. Under U.S. Treasury regulations, an
alien was a resident of the United States if he was actually present
in the United States and was not a mere transient or sojourner.
Whether he was a transient was determined by his intentions as to
the length and nature of his stay. (See Treas. Reg. sec. 1.871-2(b).)
Under the standards for determining residence provided in the
1984 Act (which were generally effective on January 1, 1985), ar
individual who spends substantial time in the United States in any
year or over a three-year period generally is a U.S. resident. A per-
manent resident for immigration purposes also is a U.S. resident.
The standards for determining residence provided in the 1984 Act
do not apply in determining the residence of a U.S. citizen for the
purpose of any U.S. tax treaty (such as a treaty that benefits resi-
dents, rather than citizens, of the United States.)

The proposed treaty generally defines “resident of a Contracting
State” to mean any person who, under the laws of that country, is
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liable to tax therein by reason of his domicile, residence, citizen-
ship, place of incorporation, or any other criterion of a similar
nature. However, the term ‘“resident of a Contracting State” does
not include any person who is liable to tax in that country in re-
spect only of income from sources in that country.

This provision of the proposed treaty is generally based on the
fiscal domicile article of the U.S. model treaty. Under this provi-
sion, citizenship alone may establish residence. As a result, U.S.
citizens residing overseas (in countries other than Denmark) are
entitled to the benefits of the treaty as U.S. residents. The pro-
posed treaty is one of the few U.S. income tax treaties in which the
United States has been able to negotiate coverage for nonresident
citizens.

In the case of income derived or paid by an estate or trust, the
term “resident of a Contracting State” applies only to the extent
that the income derived by the estate or trust is subject to tax as
the income of a resident, either in its hands or in the hands of its
beneficiaries. For example, if the share of U.S. beneficiaries in the
income of a U.S. trust is only one-half, Denmark would have to
reduce its withholding tax on only one-half of the Danish source
income paid to the trust.

A company is a “resident of a Contracting State” if it is created
or organized under the laws of that country or a political subdivi-
sion of that country.

A set of “tie-breaker” rules is provided to determine residence in
the case of an individual who, under the basic residence rules,
would be considered to be a resident of both countries. Such a dual
resident individual will be deemed to be a resident of the country
in which he has a permanent home available to him. If this perma-
nent home test is inconclusive because the individual has a perma-
nent home in both countries, the individual’s residence is deemed
to be the country with which his personal and economic relations
are closer, ie., his “center of vital interests”. If the country in
which he has his center of vital interests cannot be determined and
he has an habitual abode in both countries or in either of them,
the competent authorities of the countries are to settle the question
of residence by mutual agreement.

In the case of a person, other than an individual or a company,
who is resident of both countries under the basic treaty definition,
the treaty requires the competent authorities of the two countries
to endeavor by mutual agreement to settle the question of resi-
dence and to determine how the treaty applies to that person.

Article 5. Permanent Establishment

The proposed treaty contains a definition of the term “perma-
nent establishment” that generally follows the pattern of other
recgnlt U.S. income tax treaties, the U.S. model, and the OECD
model.

The permanent establishment concept is one of the basic devices
used in income tax treaties to limit the taxing jurisdiction of the
host country and thus mitigate double taxation. Generally, an en-
terprise that is a resident of one country is not taxable by the
other country on its business profits unless those profits are attrib-
utable to a permanent establishment of the resident in the other
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country. In addition, the permanent establishment concept is used
to determine whether the reduced rates of, or exemptions from, tax
provided for dividends, interest, and royalties will apply, or wheth-
er those amounts will be taxed as business profits. Taxation of busi-
ness profits is discussed under Article 7 (Business Profits).

In general, under the proposed treaty, a permanent establish-
ment is a fixed place of business through which an enterprise en-
gages in business in the other country. A permanent establishment
includes a place of management, a branch, an office, a factory, a
workshop, a mine, an oil or gas well, a quarry, or other place of
extraction of natural resources. It also includes any building site or
construction or installation project, if the site or project lasts for
more than 12 months. In addition, under the proposed protocol, a
permanent establishment includes any installation, drilling rig, or
ship used for the exploration or exploitation of natural resources, if
the installation, drilling rig, or ship lasts for more than 12 months.
The 12-month period for establishing a permanent establishment in
connection with a building site, an entity used for the exploration
or exploitation of natural resources, etc., corresponds to the rule of
the U.S. model treaty.

The current treaty does not contain special permanent establish-
ment rules for building sites, entities used for the exploration and
exploitation of natural resources, etc.

The general rule is modified to provide that a fixed place of busi-
ness that is used for any of a number of specified activities will not
constitute a permanent establishment. These activities include the
use of facilities solely for storing, displaying, or delivering mer-
chandise belonging to the enterprise and the maintenance of a
stock of goods belonging to the enterprise solely for storage, dis-
play, or delivery, or solely for processing by another enterprise.
These activities also include the maintenance of a fixed place of
business solely for the purchase of goods or merchandise or for the
collection of information, or solely for the purpose of carrying on,
for the enterprise, any other preparatory or auxiliary activity.
Under the U.S. model treaty, the maintenance of a fixed place of
business solely for any combination of these activities will not con-
stitute a permanent establishment. Under the proposed treaty, a
fixed place of business used solely for any combination of these ac-
tivities will not constitute a permanent establishment provided
that the overall activity of the fixed place of business is of a pre-
paratory or auxiliary character.

If a person has, and habitually exercises, the authority to con-
clude contracts in a country on behalf of an enterprise of the other
country, then the enterprise will be deemed to have a permanent
establishment in the first country. This rule does not apply where
the contracting authority is limited to those activities (described
above) such as storage, display, or delivery of merchandise which
are excluded from the definition of permanent establishment. The
proposed treaty contains the usual provision that the agency rule
will not apply if the agent is a broker, general commission agent,
or other agent of independent status acting in the ordinary course
of its business.

The determination whether a company of one country has a per-
manent establishment in the other country is to be made without
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regard to the fact that the company may be related to a company
that is a resident of the other country or to a company that en-
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