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INTRODUCTION

This pamphlet,! prepared by the staff of the Joint Committee on
Taxation, provides an explanation of the proposed income tax trea-
ty; and the proposed protocol to that treaty, between the United
States and the Kingdom of the Netherlands (“the Netherlands”).
The proposed treaty was signed on December 18, 1992, and ampli-
fied by diplomatic notes signed the same day. The proposed treaty
would replace the existing income tax treaty between the two coun-
tries that was signed in 1948 and modified and supplemented by
a supplementary treaty signed in 1965. The proposed protocol was
signed on October 13, 1993, and was amplified by diplomatic notes
si'ined that dag. The Senate Committee on Foreign Relations has
scheduled a public hearing on the proposed treaty and the proposed
protocol on October 27, 1993. o L

The proposed treaty is similar to other recent U.S. income tax
treaties, the 1981 pr?os‘ed U.S. model income tax treaty (the “U.S.
model”), and the model income tax treaty of the Organization for
Economic Cooperation and Development (the “OECD model”). How-
ever, the proposed treaty contains certain deviations from those
documents. - o L - o

Part I of the pamphlet summarizes the principal provisions of
the proposed treaty. Part II presents a discussion of issues that the
proposed treaty presents. Part III provides an overview of U.S. tax
laws relating to international trade and investment and U.S. tax
treaties in general. This is followed in Part IV by a detailed, arti-
cle-by-article explanation of the proposed treaty.2 Part V is a de-
tailed explanation of the proposed protocol.22 -

1This pamphlet may be cited as follows: Joint Commyii:tee‘bn Taxation, Exiz)lanat;iza'ri':'i

Pro-
posed Income Tax Treaty (and Proposed Protocol) Between the United States and the Kingdom

of the Netherlands (JCS-15-93), October 26, 1993. )
2For a copy of the proposed tredty, see Senate Treaty Doc. 103-6, May 12,1993. = . = ...
2aFor a copy of the proposed protocol, see Senate Treaty Doc. 103-19, October 25, 1993. = ~
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I. SUMMARY
In general

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

As in other U.S. tax treaties, the objectives of the treaty are
achieved principally by each country agreeing to limit, in certain
specified situations, its right to tax income derived from its terri-
tory by residents of the other. For example, the treaty contains the
standard treaty provisions that neither country will tax business
income derived from sources within that country by residents of the
other unless the business activities in the taxing country are sub-
stantial enough to constitute a permanent establishment or fixed

base (Articles 7 and 15). Similarly, the treaty contains the standard.

“commercial visitor” exemptions under which residents of one coun-
try 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 15-18). The proposed treaty provides
that dividends and certain capital gains derived by a resident of ei-
ther country from sources within the other country generally may
be taxed by both countries (Articles 10 and 14). Generally, how-
ever, 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 restricted basis or not at all (Articles 10,
12, and 13).

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 from the poten-
tial double taxation by allowing a foreign tax credit in the country
of residence, or, in the case where the Netherlands is the country
of residence, allowing in some cases a proportional exemption of
U.S. source income from Dutch tax (Article 25).

The proposed 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 24(1)). In addition, the proposed treaty contains
the standard provision that the treaty will not be applied to deny
any taxpayer any benefits he would be entitled to under the domes-
tic law of the country or under any other agreement between the

(2)
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two countries (Article 1(2)); that is, the treaty only w1ll be apphed
to the benefit of taxpayers. -

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 the Nether-
lands. (The present treaty predates the 1981 U. S model treaty)
Some of these differences are as follows: =~

(1) Perhaps most s1gn1ficant1y, the proposed treaty contalns a
limitation on benefits, or “anti-treaty shopping,” article. The
present treaty has no such article. The proposed treaty provision
retains in some respects the outline of the limitation on benefits
provisions contained in recent U.S. treaties and in the branch tax
provisions of the Internal Revenue Code and Treasury Regulatlons
However, to an unprecedented degree the proposed treaty provision
is more detaﬂed and in some respects may be more generous to
foreign persons, than recently negotlated prov1s10ns in other trea-
ties. -~ - e N A,

(2) Because the foregomg prov1sxon of the proposed treaty is be-
lieved to be inadequate to prevent all significant forms of tax treaty
abuse, the treaty provides that either- additional Dutch laws must
be enacted to prevent income tax avoidance or evasion in certain
cases, or the two countries must agree on a provision aimed at such
income tax avoidance or evasion, which agreement must be laid
down in a separate protocol to the proposed treaty. The proposed
treaty may leave open the possibility that a Dutch resident com-
pany with a branch in a third-country tax haven will be entitled
to treaty protection against the imposition of U.S. tax, even though
the company is also availing itself of the internal law provisions of
both the third country and the Netherlands in order to eliminate
all substantial non-U.S. tax on its income. The Dutch law or proto-
col to be adopted must, under the terms of the proposed treaty,
deal with the situation where a Dutch enterprise derives foreign
source interest or royalties attributable to a permanent establish-
ment in a third country, and the permanent establishment is both
exempt from Dutch tax and subject to special or low taxation be-
cause of a “tax haven” regime. On October 13, 1993 a protocol for
this purpose was signed. The protocol would relax the treaty limits
on source country taxation with respect to interest and royalty in-
come that bears less than full taxation in the recipient’s residence
country. The proposed protocol nevertheless requires source coun-
try tax reductions not required under a corresponding anti-abuse
provision in a version of the Limitation on Benefits article that was
proposed in 1981 at the txme that the last U S model treaty was
proposed s

(3) The U.S. excise tax on 1nsurance premmms pa1d to a forelgn
insurer generally is covered; that is, it is treated as a tax that may
be eliminated by the treaty This is a departure from the present
treaty and other older U.S. tax treaties, although this tax is cov-
ered in some more recent treaties, such as the present treaties with
Finland, France, Germany, Hungary, India, Italy, Spain; and the
United ngdom The excise tax on premiums paid to forelgn insur-
ers is covered under the U.S. model treaty.

(4) Like the U.S. model treaty, but unlike the present treaty, the
proposed treaty covers’ the U.S. excise taxes with respect to private
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foundations. The proposed treaty, like the model, does not cover so-
cial security taxes. -

(5) Like the present treaty, but unlike the U.S. model treaty, the
proposed treaty covers the U.S. accumulated earnings tax and the
personal holding company tax. . .

(6) By contrast with the present treaty, the proposed treaty intro-
duces rules for determining when a person is a resident of either
the United States or the Netherlands, and hence is entitled to ben-
efits under the treaty. The proposed treaty, like the U.S. and
OECD model treaties, provides tie-breaker rules for determining
the residence for treaty purposes of “dual residents,” or persons
who, but for the tie-breaker rules, would have resident status in
each of the treaty countries. These rules differ in some respects
from the rules in the U.S. model treaty, but are consistent with
rules in certain recent U.S. treaties. For example, under the pro-
posed treaty, the Netherlands need not treat U.S. citizens or green
card holders as U.S. residents unless they have a substantial pres-
ence, a permanent home, or an habitual abode in the United
States. The U.S. model, by contrast, provides for the other country
to reduce taxes on all U.S. citizens, regardless of where they reside.
The United States frequently has been unable to negotiate cov-
erage for nonresident citizens in its income tax treaties. Exceptions
include treaties with Cyprus, Malta, Hungary, New Zealand, and
Sweden. The proposed treaty, unlike the U.S. model treaty, does
not treat a dual resident company as a resident of the country
under whose laws it was created. Under the proposed treaty, any
dual resident other than an individual will be treated as a resident
of one or the other country only if the competent authorities can
agree; if not, in the case of a company, the proposed treaty (unlike
the U.S. model) expressly provides that the person generally shall
be treated as a resident of neither country for purposes of enjoying
treaty benefits, and hence is entitled to few treaty benefits.

(7) In the case of income derived by a partnership, the U.S.
model treaty and U.S. treaties generally apply only to the extent
that the income is subject to tax in a treaty country as the income
of a resident, either in the partnership’s hands or in the hands of
its partners. The proposed treaty omits this language. The Treas-
ury Department has indicated that this omission does not result in
the application of a different rule, however.

(8) The proposed treaty defines the “United States” and “Nether-
lands” more broadly than the present treaty to include expressly
the U.S. and Dutch portions of the continental shelf. These areas
are now included in those definitions under the present treaty only
because of changes in internal laws since the present treaty was
drafted. Coupled with other treaty provisions, these definitions
generally allow each country to tax certain income earned by resi-
dents of the other from the exploitation of natural resources, such
as oil, found along the first country’s portion of the continental
shelf. Moreover, rights to the resources found there are treated as
real property situated in that country under the proposed treaty.

(9) The business profits article of the proposed treaty omits the
force of attraction rules contained in the present treaty and the
Code, providing instead that the business profits to be attributed
to the permanent establishment shall include only the profits de-
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rived from the assets or activities of the permanent
This is consistent with the U.S. model treaty. = = %
(10) The proposed treaty, like the U.S. model treaty and similar
to the present treaty, provides that profits of an enterprise of one
treaty country from the operation of ships or aircraft in inter-
national traffic are taxable only in that country. However, unlike
the U.S. model treaty, the proposed treaty generally does not in-
clude nonincidental bareboat leasing profits, or profits from the use
or rental of containers and related equipment, in the category of
profits to which this rule applies. Instead, they are covered by the
business profits article. e e——
(11) Like the associated enterprises article of the U.S. model
treaty, the proposed treaty contains a “correlative adjustment”
clause not found in the present treaty. Under the present treaty,
each country may tax an enterprise resident in that country on
profits that were, by virtue of its participation in the management
or the financial structure of an enterprise of the other treaty coun-
try, reduced by non-arm’s-length conditions agreed to or imposed
upon”the second enterprise. Under the correlative adjustment pro-
vision, the proposed treaty generally requires the other country to
adjust any tax Iiability"it"breviousgz imposed on an enterprise for
profits- reallocated to an associated enterprise by the other first
country. . SRR S R TE £ TER L SIS .k 4 ;

that applicable under the model, in light of ¢
tice in the implementation of section 482, "~ " - S
~ (13) Under the proposed treaty, as"under the model treaty, direct
investment dividends (i.e., dividends paid to companiés resident in
the other éountry that own directly at least 10 percent of the voting
shares of the payor) generally will be taxable by the source cotuntry
at a rate no greater than 5 percenit. The present treaty has a simi-
lar rate schedule, but in order to qualify for the direct dividend
withholding rate, a higher ownership threshold must be met (either
25 percent stock ownership by one recipient corporation residing in
the other country, or 25 percent ownership by a group of recipient
corporations resident in that country each of which owns at least
10 percent), and must be met for the period ending on the date the
dividend is paid and beginning at the start of the paying corpora-
tion’s previous taxable year. (Different rules, discussed below, are
provided for dividends from a regulated investment company (RIC),
real estate investment trust (REIT), or Dutch investment organiza-
tion (beleggingsinstelling).) ' co e e
(14) Under the present treaty, the prohibition on source country
tax on direct investment dividends exceeding 5 percent does not
apply in certain cases where more than 25 percent of the gross in-
come of the payor for the prior taxable year consisted of interest
and dividends. The proposed treaty eliminates this rule, replacing
it with rules similar to those adopted in recent treaties and proto-
cols that allow source country tax in excess of 5 percent on direct
investment dividends from a RIC or REIT. The proposed treaty al-
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lows a withholding rate of 15 percent on dividends if those divi-
dends are paid by a RIC or a beleggingsinstelling, regardless of
whether the RIC or beleggingsinstelling dividends are paid to a di-
rect or portfolic investor. The proposed treaty eliminates the
present treaty’s reduction of U.S. withholding tax on dividends if
those dividends are paid by a REIT, unless the dividend is bene-
ficially owned by an individual Dutch resident holding a less than
25-percent interest in the REIT, or by a Dutch company that is a
beleggingsinstelling, in which case the 15-percent rate applies,
Dutch withholding taxes on dividends from a beleggingsinstelling
generally are wunrestricted to a similar extent if the
beleggingsinstelling invests in real estate sufficiently to meet the
Eeéeiyrant requirements for a U.S. corporation to be treated as a
~ (15) Unlike the present treaty as interpreted by the Treasury De-
partment, the proposed treaty expressly permits the United States
to impose the branch profits tax. However, under the proposed
treaty, the branch tax only applies to dividend equivalent amounts
with respect to profits earned after the proposed treaty takes effect;
other recent treaties permit the taxation of dividend equivalent
amounts with respect to all post-1986 profits. The present and pro-
posed treaties also expressly prevent imposition OF any other form
of second-level withholding tax. The U.S. branch profits tax may be
imposed at a rate not exceeding 5 percent under the proposed trea-
ty. sfthaty

(16) Although the proposed treaty, like the present treaty, the
U.S. model, and several U.S. treaties, generally provides for ab-
sence of source country taxation on interest (including the branch
level tax on excess interest deductions), the proposed treaty ex-
pressly allows the United States to impose withholding tax at the
dividend rate on income from any arrangement, including debt obli-
gations, carrying the right to participate in profits. Thus the Unit-
ed States can, consistent with the proposed treaty, impose with-
holding tax on deductible interest paicf under an “equity kicker”
loan. Similarly, the proposed treaty permits the Netherlands to im-
pose withholding tax at the dividend rate on income from a profit-
sharing bond. There is no similar provision in the present treaty
or the U.S. or OECD models. The internal laws of both the Nether-
lands and the United States (under a provision added to the Code
in the Omnibus Budget Reconciliation Act of 1993) impose with-
holding tax in such cases. Moreover, it is understood that under
the present treaty, the Netherlands imposes dividend withholding
tax on payments under a profit-sharing bond.

(17) The interest article in the proposed treaty expressly provides
that it does not interfere with the jurisdiction of the United States
to tax under its internal law an excess inclusion with respect to a
residual interest in a real estate mortgage investment conduit
(REMIC). Currently, internal U.S. law applies regardless of trea-
ties (such as the present treaty) that were in force when the
REMIC provisions were enacted. ‘

(18) Subject to exceptions, the present and proposed treaties ex-
pressly prevent imposition of U.S. tax on certain interest paid by
Dutch corporations. The proposed treaty makes the exemption re-
ciprocal and conforms it more closely to the U.S. model.
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~:(19) Income from the rental or licensing of cinematographic films
and films, tapes, and other means of reproduction for use in radio
or television broadcasting is not treated as royalty income under
the the proposed treaty, and, although not specified in the proposed
treaty, the Treasury Department has indicated that such inconié is
treated as business profits under the proposed treaty (Article .
Under the present treaty, such income generally would be treated
as royalties. Under both treaties, however, a treaty country gen-
erally would not be entitled to tax a reszdent ‘of the other country
on such income, unless the income was attnbutable to a permanent
establishment in the first country. :

(20) Unlike the royalties articles in the present treaty and the
U.S. and OECD model treaties, the royalties article in the proposed
treaty has a general limitation on the taxation of royalties paid by
residents of the other country. The effect of this provision' is' in
some cases to overnde the U.S. rule _sourcing royalties, and there-
fore ﬁxmg primary tax jurisdiction, in the place of use. Except in
cases where an enumerated exception applies, the proposed treaty
generally preveénts the United States from 1m£osmg withholding
tax on royalties paid by Dutch residents to thir country residents,
even if under the Code, such royalties are U.S. source income and,
had the payor been a resident of any other country, would have
been subject to'a U.S. gross-basis tax. One of the exceptions allows
the United States to impose tax on a royalty in the case of back-
to-back licenses, employing a passive Dutch 1ntermed1ary, for the

“use_of intangible property in the United States; this exception al-
lows the United States to tax a royalty paid by a Dutch:licensee
or such rights to a_ thxrd “country resident, if the Dutch licensee has
in turn hcensed 1ts nghts o“ a U S res1dent or permanent estab-
lishment. - : i

(21) The proposed treaty part'alIy retains U. jurisdiction,
under the Foreign Investment in Real Property "Tax Act of 1980
(FIRPTA), over gains of Duto eésidents from the d1spos1tlon of
“U.s. real ‘property “interests,” 'a term that inc s not only Teal
property but also certain stock and other interests '1nd1rect1y rep-
résenting real property Diitch Tesidents have been fully subject to
FIRPTA, which in’ ‘part conflicts ‘with and overrides the present
tréaty, since 1985. However, the proposed treaty would’ give certain
Dutch residents a step-up in basis for purposes of computing” ain
on" disposition” of the interests. This step-up would apply only to
Dutch residents who, since June 18,1980, have owned U.S real
property interests the gains from which would" not have b
able in the United States if the Fresent treaty had not been 3
ridden by FIRPTA. The step-up forgives U.S. tax on such gain at-
tributable to the period prior to the date FIRPTA ‘overrode the
present treaty (January 1, 1985). A similar but more broadly appli-
cable step-up was provxded under the 1983 protocol to the U.S.-
Canada treaty, although that protocol (unlike the proposed treaty)
was negotiated and came into force before the eﬁ'ectlve date of the
FIRPTA treaty override. - L SEER

-(22) Similar to the U.S. Canada treaty, e propo d ‘trea y.
quires each treaty country to coordinate with the other country the
tax rules that apply to a corporate reorganization-or other ‘case
where a resident of the other country qualifies for nonrecognition
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treatment in its country of residence. Under this rule each treaty
country may be required to defer any tax that it would otherwise
impose on_ an alienation by a resident of the other country, to the
extent and for the period that tax would have been deferred if the
alienator had been its own resident (but no longer and in no great-
er amount than in the other country). Deferral is only required to
the extent that the competent authorities are satisfied that the tax
ultimately can be collected. '

(23) The proposed treaty, like the present treaty, permits the
Netherlands to impose its statutory tax on gains from the disposi-
tion by a former Dutch resident, now resident in the United States,
of stock in a Dutch resident company if the U.S. resident and relat.
ed individuals own 25 percent or more of any class of stock in the
Dutch company, and the U.S. resident was a Dutch resident within
the previous 5 years. The Netherlands must allow a foreign tax
credit for U.S. tax in such a case. The treaty gives the United
States reciprocal taxation rights in this respect, although internal
U.S. tax law generally would impose tax in this situation only in
a limited class of cases involving tax avoidance. . v

(24) The proposed treaty provisions relating to independent per-
sonal services generally conform to those of the U.S. model treaty.
Under the present treaty, independent personal services generally
can be taxed in the country where the services are performed, un-
less the person earning the income is present in the source country
less than 184 days during a taxable year. Under the proposed trea-
ty, like the U.S. model treaty, independent personal services per-
formed by a resident of one country in the other country can only
be taxed by the source country if the income is attributable to a
fixed base regularly available to the individual in the source coun-
try for the purpose of performing his or her activities. o

(25) The proposed treaty prohibits source country tax on remu-
neration of a treaty country resident employed as a member of the
regular complement of a ship or aircraft operating in international
traffic. This is the same as the U.S. model provision, but differs
from the present treaty (which provides no special rule for such
employment income) and from the OECD model, which permits
taxation in such case by the country in which the place of effective
management of the employer is situated.

(26) Like some other U.S. treaties, the proposed treaty allows di-
rectors’ fees and similar payments made 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 that
country. The U.S. model treaty and the present treaty, on the other
hand, treat directors’ fees as personal service income. Under the
U.S. model treaty, the country where the recipient resides gen-
erally has primary taxing jurisdiction over personal service income
and the source country tax on directors’ fees is limited. By contrast,
under the OECD model treaty the country where the company is
resident has full taxing jurisdiction over directors’ fees and other
similar payments the company makes to residents of the other
treaty country, regardless of where the services -are performed.
Thus, the proposed treaty represents a compromise between the
U.S. model and the OECD model treaty positions. B '
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(27) The proposed treaty generally allows source country taxation
of an ‘entertainer or athlete who earns more than $10,000 there
during a taxable year, without regard to the existence of a fixed
base or other contacts with the source cotintry. The U.S. model
treaty has a similar rule, but with a $20,000 threshold. The
present treaty has no such provision, but might in some cases per-
mit less source country taxation of entertainers and athletes due
to its 183-day threshold for source country taxation of independent
personal services. T e e R

(28) Like the present treaty and the U.S. model treaty, the pro-
posed treaty generally provides for taxation of privaté pensions and
annuities only by the country where the recipient resides. Unlike
those treaties, however, the proposed treaty allows the taxation by
the other country of deferred compensation for employment in that
country, in limited cases where the income recipient resided in that
other country at some time during the previous five years; the resi-
dence country in such a case must also reduce its tax on such in-
come. N . . - Y - R TN it S el LA

(29) The proposed treaty provides for the treatment of alimony
payments, unlike the present treaty. The proposed treaty is similar
to the U.S. model to the extent that it provides that alimony is tax-
able only by the country in which the recipient resides. Contrary
to the U.S. model, the proposed treaty does not provide for the
treatment of payments for child support. o

(30) The proposed treaty, unlike the present treaty, expressly
provides for the taxation of social security benefits and other public
pensions not arising from government service. Like the U.S. model,
and many existing U.S. treaties, it permits only the source country
to tax such benefits. o o
 (31) The proposed treaty modifies the present treaty’s rule, simi-
lar to the U.S. model rule, that compensation paid by a treaty
country government to its citizen for services rendered to that gov-
ernment in the discharge of governmental functions may only be
taxed by that government’s country. Under the proposed treaty, as
under the OECD model treaty and other U.S. treaties, such com-
pensation generally may only be taxed by the recipient’s country of
residence, provided the recipient is a national of that country, or
(in the case of remuneration other than a pension) the recipient did
not become a resident of that country solely for the purpose of ren-

dering the services.

(32) Unlike the model treaties, but like the present treaty and a
number of existing U.S. treaties with other countries, the proposed
treaty generally prohibits host country tax on the teaching income
of a resident of one country who visits the other (host) country for
two years or less to teach at an educational institution. Also unlike
the models, but like the present and some other existing treaties,
this same rule also applies under the proposed treaty to income re-
ceived as a researcher engaged in research for the public benefit.

(33) The present and proposed treaties, unlike the U.S. and
OECD models, also preclude the host country from taxing certain
amounts received by temporarily visiting students, researchers and
trainees as remittances from abroad, grants, or compensation (not
in excess of $2000 per year) for services they perform.
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(34) The proposed treaty, unlike the present treaty, contains the
standard “other income” article, found in the model U.S. and OECD
treaties and some existing treaties, such as the U.S. treaty with
the United Kingdom, under which income not dealt with in another
treaty article generally may be taxed only by the residence country.

(35) Like all treaties, the proposed treaty is limited by a “saving
clause,” under which the treaty is not to affect (subject to specific
exceptions) the taxation by either treaty country of its residents or
its nationals. Exceptions to the saving clause are similar to those
in the U.S. model and other U.S. treaties, but more extensive than
the exceptions to the saving clause in the present treaty.

(36) The proposed treaty modifies the Internal Revenue Code
rule under which, if any property ceases to be used or held for use
in connection with the conduct of a trade or business within the
United States, and the property is disposed of within 10 years after
the cessation, the determination of whether any income or gain at-
tributable to the disposition of the property is taxable on a net
basis must be made as if the disposition occurred immediately be-
fore the property ceased to be used or held for use in connection
with the conduct of a trade or business in the United States, and
without regard to the requirement that the taxpayer be engaged in
a trade or business within the United States during the taxable
year for which the income or gain is taken into account. Under the
proposed treaty, the gain of a Dutch resident so taxable by the
United States is limited to the gain that accrued during the time
that the property formed part of the business property of a perma-
nent establishment or fixed base in the United States (the same
rule applies to Dutch tax on a U.S. resident in the reverse situa-
tion). Moreover, the tax may not be imposed on such gains at the
time when realized and recognized under the laws of that other -
country if that date is beyond 38 years of the date on which the
property ceases to be part of the business property or the perma-
nent establishment or fixed base. Thus, the proposed treaty sub-
stantially shortens the 10-year window, following removal of the
property from the U.S. business, in which a disposition of the prop-
erty by a Dutch resident remains subject to U.S. tax, as well as
limiting the portion of the gain subject to U.S. tax.

(37) The proposed treaty replaces the double taxation article of
the present treaty with a provision that, like the present treaty as
applied, generally is consistent with the limitations imposed by
U.S. law. In some cases, however, the proposed treaty may provide
a more generous credit to a person claiming the foreign tax credit
against U.S. tax. Notable features are described below:

¢ In contrast to the rule under the present treaty, but
like that in the U.S. model treaty and recent U.S.
treaties, the amount of credit the United States is re-
quired to allow for Dutch tax under the proposed trea-
ty is not limited on a per-country basis; that is, it is
not limited by the proportion of the U.S. tax which
taxable income from Dutch sources bears to worldwide
taxable income. ) :
e Unlike the present treaty,.but like the U.S. model
. treaty and recent U.S. treaties, the proposed treaty ob-
ligates the United States to provide a U.S. company
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so-called “indirect credits” for Dutch income taxes paid
by a Dutch company in which the U.S. company owns
‘ sufficient voting stock. : o
- o Under the pro(?osed treaty, unlike the present treaty,
the Netherlands state share in the profit from exploi- -
- tation of natural resources is treated as a covered tax
and will be treated as a creditable income tax for U.S.
foreign tax credit purposes. The profit share applies to
income from the extraction of oil and gas in the Neth-
‘erlands, including its territorial sea and its part of the
continental shelf. In computing the profit share, a
credit is allowed for Dutch corporate income taxes
‘paid, and other special deduction and allowance rules
apply. Absent this provision of the proposed treaty,
the Dutch state profit share may not be creditable
. under U.S. Treasury Department regulations. It is not
- clear whether the amount of the credit limitation
under the proposed treaty for the state profit share is ™
. -similar to the limitation under the correigonding pro-
\I:Iis;ions of U.S, treaties with the United Kingdom and
- INOTWAY. e e RS R e SRR TR R
e Unlike the present treaty, but like recent U.S. trea- -
ties, the proposed treaty includes the so-called “three-
-bites-of-the-apple” rule, applicable to U.S. citizens resi-
dent in the Netherlands. When the person earns in-'
- come that in the hands of a Dutch resident not a U.S.
... citizen would be partially or wholly exempt from U.S.
... tax under the treaty, the Netherlands will allow a
credit, limited to the amount of U.S. tax that would be
_permitted by the treaty (were the Dutch resident not
.- a U.S. citizen). The United States, in turn, is required
to provide a credit for the Dutch tax, and to resource
the income if necessary to avoid double taxation.

(38) The proposed treaty modifies the foreign tax credit and ex-
emption provisions of the present treaty that apply to the Nether-
lands in its taxation of Dutch residents. Insofar as the present
treaty requires the Netherlands to reduce its tax on a Dutch resi-
dent receiving a U.S.-source dividend by no more than 15 percent
of the dividend, that treatment is retained under the proposed trea:
ty, but with the result that a REIT dividend subject to 30-percent
U.S. withholding tax is eligible for a reduction of Dutch tax no
greater than 15 percent of the dividend. Also, the reduction of tax
in the case of director’s fees or income of an entertainer or athlete,
earned by a Dutch resident and taxed in the United States (in the
latter two cases because the income exceeds the $10,000 ceiling on
income exempt from tax at source), is allowed only to the extent
of U.S. tax paid, rather than the full amount of Dutch tax other-
wise due on such income. =~ ‘ o -

(39) Under the proposed treaty, each country will be allowed to
tax under its domestic laws residents of the other country engaged
in" offshore activities for more than 30 days in a calendar year in
connection with the exploration for, or exploitation of, sea bed min-
eral resources situated in that country. This provision, which is not
in the present or U.S. and OECD model treaties but is similar to
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provisions in the U.S. treaties with Norway and the United King-
dom, will affect, for example, U.S. independent drilling contractors
that use movable drilling rigs to undertake exploratory drilling for
oil in the Dutch sector of the North Sea and other service compa-
nies that carry on ancillary services in connection with drilling.

(40) The proposed treaty expands the non-discrimination rule in

the present treaty, in some respects conforming it to the U.S.
model, and in other respects providing additional benefits. The
present treaty prohibits discrimination under the laws of one coun-
try against citizens of the other country resident in the first coun-
try, against local permanent establishments of citizens or corpora-
tions of the other country, and against local corporations owned by
citizens or corporations of the other country. The proposed treaty
prohibits discrimination under the laws of one country against na-
tionals of the other country in the same circumstances as nationals
of the first country, regardless of residence. The proposed treaty
also prohibits discrimination against the deductibility of amounts
paid to residents of the other country, or against enterprises owned
by residents of the other country. In a provision found neither in
the U.S. model nor other U.S. treaties (except for a similar provi-
sion in the U.S. treaty with France), the proposed treaty also re-
quires each country to treat certain contributions to foreign pension
plans similarly to contributions to domestic qualified plans.

(41) The proposed treaty permits a treaty country to deny a re-
fund arising out of a competent authority case unless that country
was notified -of the existence of the case within 6 years of the end
of the taxable year at issue. This limit is not in the U.S. model or
the present treaty, although a similar limit is in the U.S. treaties
with Finland and Canada. ! : SR

(42) Like the U.S. model treaty, the proposed treaty makes ex-
press provision for competent authorities to mutually agree on top-
ics that would arise under the present treaty, but are not men-
tioned in the present treaty’s mutual agreement article, such as the
characterization of particular items of income, the common mean-
ing of a term, the application of procedural aspects of internal law,
and the elimination of double taxation in cases not provided for in
the treaty. Also like the U.S. model, the proposed treaty makes ex-
press provision for competent authorities to mutually agree on top-
ics that would arise under the proposed treaty, namely, the dollar
thresholds in the artistes and athletes article and the students and
trainees provisions. -

(43) The proposed treaty, like the U.S. treaty with Germany an
the proposed treaty with Mexico, provides for a binding arbitration
procedure to be used to settle disagreements between the two coun-
tries regarding the interpretation or application of the treaty. The
arbitration procedure can only be invoked by the agreement of both
countries. The effective date of this provision is delayed until the
two countries have agreed that it will take effect, to be evidenced
by a future exchange of diplomatic notes. ,

(44) The proposed treaty contains a provision that requires the
competent authorities to consult on establishing a basis for the full
implementation of the proposed treaty whenever the internal law
of one of the treaty countries is or may be applied in a manner that
may impede the full implementation of the proposed treaty. This
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language was apparently intended to obligate the United States to
engage in consultations in the event of future internal U.S. legisla-
tion that conflicts with, and overrides, provisions in the proposed
treaty. T

(45) Like the present treaty but unlike the U.S. model, the ex-
change of information article in the proposed treaty does not obli-
gate the parties to exchange information about national-level taxes
(such as excise taxes) that are not otherwise “covered taxes” under
the treaty, as listed under Article 9. i

(46) As interpreted in the Understanding accompanying the pro-
posed treaty, the exchange of information provision obligates the
United States in some cases to request certain records from the
Netherlands through an exchange of information under the treaty
before issuing an administrative summons for those records. By
contrast, an intention was expressed in legislative history accom-
panying the Omnibus Budget Reconciliation Act of 1989 ‘that the
Internal Revenue Service (IRS) not be required to attempt to use
a treaty procedure before issuing a summons with respect to infor-
mation that might be obtained under that treaty. e

(47) 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.”

(48) The proposed treaty provides for a three-year limitation on
refunds of excess source country withholding on dividends, interest,
and royalties, which begins to run at the end of the calendar year
in which the tax was levied.

(49) Unlike the model treaty and other U.S. treaties with the ex-
ception of the treaty with Canada, the proposed treaty provides
that each country will exempt dividends and interest from source
taxation when earned by an employee benefit organization resident
in the other country and generally exempt from its tax. This provi-
sion does not apply to business income or related party income. Un-
like the corresponding provision described below for exempt reli-
gious, charitable, and other organizations, the employee benefit
plan exemption is not expressly limited to income that would be ex-
empt if earned by a generally tax-exempt plan resident in the
source country.

(50) Unlike the model treaties, but similar to present treaties
with Germany and Canada and the proposed treaty with Mexico,
the proposed treaty also provides that each country will exempt
from tax organizations operated for religious, charitable, scientific,
educational, or public purposes and treated as tax-exempt for that
reason in the other country, if the organization would, but for its
foreign activities and place of organization, qualify for exemption
from tax in the first country. ‘

(51) The proposed treaty omits provisions of the present treaty
dealing with pre-1936 U.S. tax liabilities of Dutch residents, the
Dutch capital accretions tax and extraordinary capital tax liabil-
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ities of persons who left the Netherlands between May 1939 and
1945, and the territorial extension of the present treaty to overseas
parts of the Kingdom of the Netherlands, and overseas territory of
the United States. | ,

(52) The proposed treaty takes effect on the first day of January
in the year following the date of entry into force. However, during
the first 12 months when the proposed treaty is in effect, taxpayers
may elect to be taxed instead as if the present treaty continued to
have effect. - -

(53) The termination of the present treaty by the entry into force
of the proposed treaty does not affect territorial extensions of the
present treaty. In 1955, prior to its amendment by the 1963 proto-
col and the 1965 supplementary convention, the U.S.-Netherlands
income tax treaty was extended to the Netherlands Antilles. In
general, the extension was terminated effective in 1988, but the in-
ferest article as extended remains in force. That article is different
from the interest articles in both the present and the proposed
treaties, and generally exempts from U.S. taxation U.S. source in-
terest on any form of indebtedness (other than interest from mort-
gages secured by real property) paid to unrelated persons.

i



The proposed treaty presents the following specific issues:
(1) Anti-abuse provisions ’ B

- In general L

In a fundamental departure from the present U.S.-Netherlands
income tax treaty, the proposed treaty addresses significant issues
of tax treaty abuse. In general, when seeking Senate advice and
consent to the ratification of any income tax treaty, the Adminis-
tration historically has represented that the purpose of the treaty
is to benefit residents of the treaty countries through avoidance of
double taxation and prevention of fiscal evasion. This is true of
both the present and the proposed treaties with the Netherlands.
However, residents of third countries and their tax advisers have,
over the years, discovered ways of exploiting U.S. treaties; more-
over, treaties have been successfully used to avoid all tax on U.S.
income. In recognition that this is contrary to the purpose for
which the United States enters into income tax treaties, the Treas-
ury Department has sought for approximately 30 years, if not
more, to ensure that new treaties are not susceptible to these
abuses, and that existing treaties are amended to cure abuses
which have been discovered. However, until recently, U.S. and
Dutch negotiators had made little visible progress toward bilat-
erally curing the abuse potential inherent in the present Dutch
treaty, which was originally signed in 1948 and has not been
amended since 1966. Some believe that the difficulty reflected a be-
lief that the Netherlands itself derived a benefit from the use of the
present treaty as a device for third-country residents to achieve re-
ductions of U.S. tax on U.S. income. S

Among existing U.S. income tax treaties, it is believed that the
present Dutch treaty has been notable in its susceptibility to abuse.
The combination of Dutch internal law and the Dutch treaty net-
work, including the present treaty, makes it possible in some cases
for persons including residents of third countries to earn U.S. in-
come relatively free of all tax, U.S., Dutch, or otherwise. Dutch law
in many cases exempts Dutch residents from tax on foreign income,
including foreign income that bears very little tax; in addition, pay-
ments by a Dutch resident to a foreign resident can be structured
at times to bear little or no Dutch withholding tax, either due to
Dutch internal law which generally exempts interest and royalties
from withholding tax, or due to tax treaties that exempt or favor
dividends as well. Finally, the present treaty ensures a U.S. divi-
dend withholding rate as low as that available under U.S. treaties
with any other country, forbids U.S. withholding tax on U.S. source
interest and royalties, and forbids so-called “second-level” U.S.
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withholding taxes on dividends or interest paid by a Dutch com-
pany but attributable to its U.S. income.

The Committee may wish to consider whether, in light of all the
relevant circumstances, the proposed treaty adequately addresses
the issue of curbing abuse.

Treaty shopping

The effort by residents of third countries to obtain treaty benefits
is known as treaty shopping. Investors from countries that do not
have tax treaties with the United States, or from countries that
have not agreed in their tax treaties with the United States to
limit source country taxation to the same extent that it is limited
in another treaty, may attempt to secure a lower rate of tax by, for
example, lending money to a U.S. person indirectly through a coun-
try whose treaty with the United States provides for a lower rate.
The third-country investor may attempt to do this by establishing
in that treaty country a subsidiary, trust, or other investing entity
which then makes the loan to the U.S. person and claims the trea-
ty reduction for the interest it receives. . -

The proposed treaty, like a number of U.S. income tax treaties,
generally limits the class of treaty country residents eligible for
benefits. Benefits are bestowed only upon those treaty country resi-
dents with a sufficient additional nexus, beyond simple residence,
to the treaty country. In its outlines, the anti-treaty shopping pro-
vision of the proposed treaty is somewhat similar to the anti-treaty
shopping provision in the branch tax provisions of the Internal
Revenue Code (as interpreted by Treasury regulations) and in sev-
eral newer treaties. In its details, on the other hand, the proposed
treaty is in many ways unprecedented. The degree of detail relative
to all other treaties is notable in itself for several reasons. First,
the proliferation of detail may reflect, in part, a diminution in the
scope afforded the IRS and the courts to resolve interpretive issues
adversely to a person attempting to claim the benefits of the treaty;
this diminution represents a bilateral commitment, not alterable by
future internal U.S. legislation, unless that legislation would over-
ride the treaty. (To the same extent as is provided under other
treaties, the IRS generally is not limited under the proposed treaty
in its discretion to allow treaty benefits under the anti-treaty shop-
ping rules.) In addition, the detail in the proposed treaty rep-
resents added guidance for taxpayers that may be absent under
other treaties, although detail of this magnitude may itself engen-
der a need for further guidance or clarification. In general, the pro-
visions of the anti-treaty shopping article of the proposed treaty
tend to be at least somewhat more lenient than the comparable
rules in the U.S. regulations under the branch tax, and other U.S.
treaties, although every existing anti-treaty shopping standard po-
tentially may be satisfied through the exercise of more or less
broad discretion of the Secretary of the Treasury. The proposed
treaty is also one of the first to provide mechanical rules under
which so-called “derivative benefits” are afforded.3 Under these
rules, a Dutch entity is afforded benefits based in part on its ulti-

3The U.S. income tax treaty with Jamaica and the proposed U.S. income tax tfeaty with Mex-
ico would also provide for such benefits, but in a much more limited way.
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mate ownership by a third country resident who would be entitled
to U.S. treaty benefits under an existing treaty between the United
States and the third country. o :
Anti-treaty shopping articles in treaties often have an “owner-
ship/base erosion” test. To qualify for benefits under such a test, an
entity must meet two requirements, one concerning the connection
of its owners to the treaty countries (the “ownership” requirement),
the other concerning the destination of payments that it deducts
from its income (the base reduction or “erosion” requirement). The
ownership requirement in one anti-treaty shopping provision pro-
posed at the time the U.S. model treaty was proposed allows bene-
fits to be denied to a company residing in a treaty country unless
more than 75 percent of its stock is held by individual residents of
the same country. The proposed treaty (like other U.S. treaties and
an anti-treaty shopping branch tax provision in the Code) lowers
the qualifying percentage to 50, and broadens the class of qualify-
ing shareholders to include entities and individuals resident in ei-
ther treaty country (and citizens of the United States). For some
purposes, the proposed treaty, unlike previous treaties, broadens
the class of qualifying shareholders to take into account also resi-
dents of member countries in the European Communities (the
“EC”) with which the United States and the Netherlands each has
a bilateral income tax treaty. Thus, the ownership requirement
under the proposed treaty is somewhat more generous to taxpayers
than some predecessor requirements. Counting for this purpose
shareholders who are residents of either treaty country would not
appear to invite the type of abuse at which the provision is aimed,
since the targeted abuse is ownership by third-country residents at-
tempting to obtain treaty benefits. Counting for this purpose resi-
dents of EC member countries may generally also limit abuses in
light of the treaties between the United States and those countries.
The base erosion requirement in recent treaties allows benefits
to be denied if 50 percent or more of the resident’s gross income
is used, directly or indirectly, to meet liabilities (including liabil-
ities for interest or royalties) to certain classes of persons not enti-
tled to treaty benefits. A similar test applies under the branch tax.
The “base reduction” test in the proposed treaty modifies this test
in several respects. First, it does not count the use of income to
meet liabilities, contracted at arm’s length, to obtain tangible prop-
erty in the ordinary course of business, or services performed in the
payer’s residence country. In some cases, payments to residents of
EC member countries are also afforded favorable treatment. Thus,
the base reduction test in the proposed treaty is different, and
maybe more favorable to taxpayers, than its predecessors. - - :
Another provision of the anti-treaty shopping article requires a
source country to allow benefits with respect to income derived in
connection with the active conduct of a trade or business in the res-
idence country that is substantial in relation to the income-produc-
ing activity, or derived incidentally to that trade or business. (This
active trade or business test generally does not apply with respect
to a business of making or managing investments, so benefits can
be denied with respect to such a business regardless of how ac-
tively it is conducted.) To the extent described above, the proposed
treaty’s active business test is similar to its predecessors. In con-
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trast to the practice followed in the drafting of other such treaty
tests, however, the way in which the proposed treaty’s active busi-
ness test is to operate is laid out in great detail in the treaty itself,
as well as in the accompanying Understanding. In some cases, the
details mirror provisions in the branch tax regulations, but may be
more generous to taxpayers. Like some recent U.S. treaties, the
proposed treaty attributes to the treaty resident active trades or
businesses conducted by other entities. The proposed treaty pro-
vides for greater certainty in this regard than its predecessors. The
attribution rules in the proposed treaty may result in more tax-
payers being eligible for treaty benefits, and permit in some cases
the treatment of third country business operations within the EC
as if they were carried on in the Netherlands. o :

The proposed treaty is similar to other U.S. treaties and the
branch tax rules in affording treaty benefits to certain publicly
traded companies. The treaty definition of “publicly traded” is ex-
plained in much greater detail in the proposed treaty than in any
existing U.S. treaty. Again as in the case of the active business
test, in some cases this elaboration mirrors the branch tax regula-
tions, but is less rigorous. Also like the branch tax rules, the treaty
allows benefits to be afforded to the wholly-owned subsidiary of a
publicly traded company. Unlike any predecessor, the proposed
treaty provides that benefits must be afforded to certain joint ven-
tures of publicly traded companies, including in some casés joint
ventures involving publicly traded companies resident in EC mem-
ber countries other than the Netherlands. However, the proposed
treaty requires that if benefits are to be afforded a ¢ompany resi-
dent in a treaty country on the basis of public trading in the stock
of the company’s shareholder or shareholders, then' the compary
seeking treaty benefits must also meet one of two additional tests
thdat measure base erosion. That is, the company either must not
be a “conduit company” or, if it is a conduit company, the company
must meet a “conduit company base reduction test.” A conduit com-
pany is one that pays out currently at least 90 percent of its aggre-
gate receipts in deductible payments (including royalties and inter-
est, but excluding those at arm’s length for tangible property in the
ordinary course of business or services performed in the payer’s
residence country). A conduit company meets the conduit -base re-
duction test if less than a threshold fraction (generally 50 percént)
of its gross income is paid to associated enterprises subject to a
particularly low tax rate (relative to the tax rate normally applica-
ble in the payer’s residence country). - BELLoLIm Ty R e
. The proposed treaty also guarantees benefits to'a resident that
is a “headquarter company” of a multinational corporate group. A
headquarter company is one that provides a group which is suffi-
ciently geographically dispersed with substantial supervision and
administration (including group financing if that is not its primary

Like other treaties and the branch tax rules, the proposed treaty
gives the competent authority of the source country the power to
allow benefits where the anti-treaty shopping test are not met. The
Understanding accompanying the treaty elaborates on the stand-
ards for applying these rules, and requires each competent author-
ity to consult the other before issuing an adverse ruling. For exam-

#
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ple, the Understanding appears to commit the United States to af-
ford treaty benefits to any widely held Dutch investment conmipany
that holds stocks and securities the income from which is not pre-
dominately U.S. source, as long as the company employs in the
Netherlands a substantial staff actively engaged in the company’s
stock and securities trading. - C

The practical difference between the proposed treaty tests and
predecessor tests will depend upon how they are interpreted and
applied. For example, the active business tests in other treaties
theoretically might be applied leniently (so that any colorable busi-
ness activity suffices to preserve treaty benefits), or it may be ap-
plied strictly (so that the absence of a relatively high level of activ-
ity suffices to deny them). Given the bright line rules unique to the
proposed treaty, the range of interpretation under it may be nar-
rower. It may be possible that a relatively narrow reading of the
active business test in other treaties and the branch tax regula-
tions could theoretically be stricter than the proposed treaty tests,
and could operate to deny benefits in potentially abusive situations

more often. T
 Exempt foreign income of a Dutch resident .
By themselves, the anti-treaty shopping rules do nothing to pre-
vent the proposed treaty from reducing or eliminating U.S. tax on
income of a Dutch resident in a case where no other substantial tax
is imposed on that income. Moreover, broad classes of persons other
than Dutch residents, for example certain publicly traded corpora-
tions, may be the ultimate beneficial owners of Dutch entities that
qualify for treaty benefits under the anti-treaty shopping article.
As mentioned above, a Dutch resident may in some cases be wholly
or partially exempt from Dutch tax on foreign (i.e., non-Dutch) in-
come. e e e s s Rl e o U U e e e e Ry S i
For example, assume that a Dutch corporation establishes a per-
manent establishment outside the Netherlands such that neither
the Netherlands nor the place where the branch is located taxes its
income. The branch earns U.S. source income of a type that may
be entitled to treaty relief from U.S. tax under a U.S.-Dutch treaty
like the present or proposed treaties. For U.S. tax purposes, the
branch is not a “person” subject to tax. The corporation of which
the branch is a part is treated as earning the income earned by the
branch. Since the corporation is a Dutch resident, the present or
proposed treaty may require the United States to reduce or elimi-
nate.its tax on the income of the branch, even though the branch’s
income is not subject to significant tax by any other country.
~ Neither the present nor the proposed treaty denies U.S. income
ax reductions simply because the reduction would otherwise apply
to income with respect to which a Dutch resident pays little or no
tax. The same can be said about other treaties between the United
States and countries that exempt certain third-country income from
tax: were the Dutch resident in this example instead a resident of
any other country with which the United States has an income tax
treaty, and were that country to exempt the resident’s third-coun-
try income from tax, the U.S. tax reductions generally available
under that treaty also would not be denied. By contrast, one limita--
tion on benefits provision proposed at the time that the U.S. model
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treaty was proposed provides that any relief from tax provided by
the United States to a resident of the other country under the trea-
ty shall be inapplicable to the extent that, under the law in force
in that other couniry, the income to which the relief relates bears
significantly lower tax than similar income arising within that
other country derived by residents of that other country. o

In recognition that the absence of such a rule poses a serious pol-
iey concern, the proposed treaty provides that either additional
Dutch laws must be enacted to prevent income tax avoidance or
evasion in certain cases, or the two countries must agree on a pro-
vision aimed at such income tax avoidance or evasion, which agree-
ment must be laid down in a separate protocol to the proposed
treaty. The Dutch law or protocol to be adopted must, under the
terms of the proposed treaty, deal with the situation where a Dutch
enterprise derives foreign-source interest or royalties attributable
to a’ permanént establishment in a third country, and the perma-
nent establishment is subject to little or no taxation in the Nether-
lands and the third jurisdiction because of a “tax haven” regime.
The latter term includes, but is not necessarily limited to, regimes
intended to encourage use of the third country for tax avoidance
purposes with respect to investment income. The proposed protocol
would amend the proposed treaty to combat abuse in certain cases
where U.S. source interest or royalties are earned by a Dutch resi-
dent’s permanent establishment in a third jurisdiction, and are
subject to low aggregate Dutch "and third-jurisdiction tax. Where
the protocol applies, its effect is to permit the United States to im-
pose a 15-percent withholding tax oni the interest and’royalties,
notwithstanding the proposed treaty’s general exemption of interest
and royalties from source country tax. =~~~ = 07 UTEbesEar e

In the past, the Committee has stated its belief that the United
States should maintain its policy of limiting treaty shopping oppor-
tunities whenever possible. The Committée has further expressed
its concern that, in exercising any latitude Treasury has to adjust
the operation of a treaty, the treaty rules as applied should ade-
quately deter treaty shopping abuses. The present income tax trea-
ty between the United States and the Netherlands doées not contain
anti-treaty shopping or other anti-abuse rules. Onthe other hand,
implementation of the tests for treaty shopping set forth in the
treaty, or of the tests for treaty abuse set forth in the proposed pro-
tocol, raise factual, administrative, and other issues. For example,
although the proposed protocol addresses an abuse not addressed
in U.S. treaties currently in force, the proposed protocol does not
allow the United States to impose source tax on interest and royal-
ties in all cases resulting in low overall tax; nor does the proposed
protocol allow the United States to impose tax on items other than
interest and royalties that may be subject to low overall tax. This
contrasts with the proposed model treaty provision, described
above, which denies treaty benefits for all types of low-taxed in-
come. The primary issue is whether the anti-abuse rules in the pro-
posed treaty provision are adequate under the circumstances.

(2) Real property gains ‘ ' : _
Under the Foreign Investment in Real Property Tax Act of 1980
(FIRPTA), a foreign person is taxed by the United States on gain



21

from the sale of direct ownership interests in U.S. real property as
if the gain were effectively connected with a trade or business con-
ducted in the United States. Generally, the right of the United
States to impose tax on this gain was not restricted under the
terms of the present treaty, nor is it restricted under the proposed
treaty. Also, under FIRPTA a foreign person is subject to U.S. tax
on the gain from disposing of stock in a U.S. corporation having (at
any time in the previous 5 years) 50 percent or more of its gross
asset value comprised of U.S. real property interests. (Such a cor-
poration may be a referred to as a “U.S, real property holding cor-
poration”.) Both real property itself, and stock in a corporation with
the requisite real property holdings, are referred to in the Code as
“U.S. real property interests.” ~ 0"

Generally, the United States was forbidden to tax gains from

stock constituting a U.S. real property interest under the terms of
the present treaty. FIRPTA generally applies to sales after June
18, 1980. The legislation specifically overrides contrary rules in ex-
isting treaties if those rules conflict with its provisions. In such an
override case, however, the legislation took effect on January 1,
1985. Since that date the U.S. tax on stock gains under. FIRPTA
has applied to Dutch residents notwithstanding the present treaty.
Under FIRPTA, a foreign person is taxed on the entire gain real-.
ized on the sale of a U.S. real property interest regardless of when
purchased. Congress decided not to give a step-up in basis (or
_fresh start”) to fair market value as of the effective date of the leg-
islation. The proposed treaty, by.contrast, does provide for a fresh
start in certain circumstances. Under the proposed treaty, certain_
Dutch investors get an effective steF-up'in the basis of certain of
their U.S. real property interests (for purposes of computing ‘the
U.S. tax on sale of the property interests) to January 1, 1985 (the
effective date of FIRPTA’s override of existing treaties). The step-:
up applies to cases—e.g., recognition of gain on the stock in a U.S.
real property holding corporation—where the present Dutch treaty
would have prohibited taxation but for the FIRPTA treaty override.
This treatment generally applies if a Dutch investor. either owned
the interest on June 18, 1980, the general effective date of
FIRPTA, or acquired it in a non-recognition transaction from a
Dutch investor who owned it on that date. o
In 1984, the Committee reported on a proposed treaty and pro-
posed protocols with Canada that also provided a basis step-up in
applying FIRPTA to gains of Canadian residents.5 Unlike the step-
up in the proposed Dutch treaty, the Canadian treaty provided a
step-up generally for all U.S. real property interests, rather than
only U.S. real property interests in the form of stock in a U.S. cor-
poration. In its report, the Committee stated its belief that it was
clearly the intent of Congress in 1980 that the United States
should tax foreign investors when they derive gain on the disposi-
‘tion of an interest in U.S. real estate, even when the foreigner is
a resident of a treaty partner. Accordingly, the Committee did not
think that treaty provisions should restrict in any way the United

+See Article V, which provides that “Income from real property (including gains derived from
the sale of such property, . .. ). .. may be tazed in the Contracting State in which such prop-
erty is situated.”

5Exec. Rep. No. 98-22, 98th Cong., 2d Sess. (1984).
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States’ right under FIRPTA to tax foreign investors on gains from
the disposition of U.S. real estate. The Committee decided not to
recommend a reservation in connection with the then-proposed Ca-
nadian treaty. However, the' Committee made it clear that its deci-
sion in that case not to recommend a reservation on the FIRPTA
issue should not be taken as precedent in ongoing or future treaty
negotiations. The Committee stated that it would continue to con-
sider seriously recommending a reservation on any treaty provi-
sion, including a fresh-start, that restricts the right of the United
States under FIRPTA to tax gains of foreign investors on disposi--
tions of U.S. real property interests.6 =~ = -~ o : ‘
. Since that time, several U.S. income tax treaties have been nego-
tiated or renegotiated. Residents of other countries have not been
afforded this kind, of basis step-up for U.S. tax purposes. Moreover,
such a step-up did not apply to Dutch investors that disposed of
U.S. real property interests between 1985 and the effective date of
the proposed treaty. Some may argue that Dutch investors making
future dispositions should not obtain such preferential treatment
on their U.S. real estate investments. Conversely, others may
argue that to the extent the present treaty would have exempted
gain from tax at source, had the gain been recognized before 1985,
a step-up in basis would be a reasonable transition rule. ‘

(3) Creditability of the Duitch state profit share Ty
- Under the proposed treaty, the share of the Dutch government
in profits from exploiting Dutch natural resources such as oil and
gas will be treated as an income tax and creditable for U.S. tax
purposes, subject to special computation limitations. In the absence
of this provision, the state profit share‘may not be creditable under
Treasury regulations. The treaty credit, because it will probably be
larger than the income tax credit otherwise allowed under the reg-
ulations, may reduce thé U.S. taxes collected from U.S. oil compa-
nies operating in the Dutch sector of the North Sea. For these rea-
sons, and also because it is no longer U.S. treaty policy generally
to give treaty credits for special taxes on foreign oil and gas extrac-
tion income, it can be argued that the treaty should not allow a
credit against U.S. tax for the state profit share. On the other
hand, it can be argued that fairness requires that the treaty allow
a credit since credits are allowed for arguably comparable oil and
gas taxes imposed by the United Kingdom and Norway under the
U.S. income tax treaties with those countries currently in force.
Since the ratification of those treaties, a proposed U.S. income tax
treaty with Denmark containing a similar provision was reported
on favorably by the Committee in 1985. However, the Senate has
yet to give its advice and consent to ratification thereof.

It can be argued in favor of the provision that the credit is sub-
ject to special computation limitations under the treaty that may
in some cases be more restrictive than those applying under Code
to the credit for foreign oil and gas extraction income taxes (sec.
907). However, the special limitations in the proposed treaty are
drafted differently than the corresponding limitations in the UK.
and Norway treaties. In general teither of those treaties requires

6Id. at 10. o _Y,- [ e g, aind
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the United States to provide credits, against U.S. tax on income
from activities subject to the otherwise non-creditable petroleum
tax, in excess of the product of the maximum applicable U.S. tax
rate times the income, from sources in the particular treaty coun-
try, from activities subject to the otherwise non-creditable petro-
leum tax. The staff understands that it was not the intention of the
negotiators that the proposed treaty would require the United
States to provide credits in excess of the product of the U.S. statu-
tory corporate tax rate times the income subject to the profit share
that is derived from Dutch sources, determined under U.S. prin-
ciples. There may be some uncertainty whether the language of the
proposed treaty makes this intention clear. If so, the Committee
may wish to consider whether and how this matter ought to be
clarified in advance of ratification of the proposed treaty.

(4) Summonses to designated agents , ‘

Under the Code, any domestic corporation that is 25-percent
owned by one foreign person, and any foreign corporation that con-
ducts a trade or business in the United States (a “reporting cor-
poration”), must furnish the IRS with such information as the Sec-
retary may prescribe regarding transactions carried out directly or
indirectly with certain foreign persons treated as related to the re-
porting corporation (“reportable transactions”). ; ]

In addition, the Code provides that in order to avoid certain con-
sequences with respect to certain reportable transactions, each for-
eign person that is a related party of a reporting corporation must
agree to authorize the latter to act as its agent in connection with
any request or summons by the IRS to examine records or produce
testimony related to any reportable transaction. Failure of a relat-
ed party to designate a reporting corporation as its agent for ac-
cepting service of process in connection with reportable trans-
actions, or, under certain circumstances, noncompliance with IRS
summonses in connection with reportable transactions or other
matters, can result in the application of the so-called “noncompli-
ance rule.” This rule permits the Secretary of the Treasury to de-
termine the tax consequences to the reporting corporation of cer-
tain transactions or other items in his or her sole discretion, based
on any information in the knowledge or possession of the Secretary
or on any information that the Secretary may obtain through testi-
mony or otherwise. e e T

The legislative history accompanying the enactment of these
rules indicates an expectation that where records of a related party
are obtainable on a timely and efficient basis under information-ex-
change procedures provided under a tax treaty, the IRS generally
would make use of those procedures before issuing a summons to
the designated agent on behalf of the related party.? Treasury reg-
ulations contain this language.8 For this purpose, the regulation
provides that information is available ‘on ‘a timely and efficient
basis if it can be obtained within 180 days of the request. However,
the legislative history also indicates a cognizance of undue audit
delays that have been caused by the Service’s inability to quickly

7 Comnmittee on Finance, E&bl;iﬁaiién Of' ProvzszoﬁsApéJroved by tlvi;l:Comi'nittég' on October 3,
1989, Senate Finance Committee Print, 101st Cong., 1st Sess., pp. 115-116 (1989). -
8Treas. Reg. sec. 1.6038A-6(b). . e i i
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obtain relevant information through treaty procedures, and a rec-
ognition that exigent circumstances (for example, the imminent ex-
piration of the limitations period) may arise that would make the
use of a treaty procedure undesirable. Thus, an intention is ex-
pressed in the legislative history that the Service not be required
to attempt to use a treaty procedure before issuing a summons
with respect to information that might be obtained under that trea-
ty. The regulation provides that the absence or pendency of a trea-
ty request may not be asserted as grounds for refusing to comply
with a summons or as_a defense against the assertion of the non-
compliance penalty adjustment. , T

The issue is whether the proposed treaty, as interpreted in the
Understanding that accompanies it, would modify the intended op-
eration of these rules in a case where a U.S. resident or permanent
establishment that is a “reporting corporation” under the above
rules has neither possession of nor access to records that may be
relevant to the U.S. income tax treatment of a transaction between
it and a foreign related party (or, in the case of a permanent estab-
lishment, the U.S. tax treatment of any other item), and the
records are under the control of a Netherlands resident and are
maintained outside the United States. In such a case, the Under-
standing provides that the United States is obligated to request
those records from the Netherlands through an exchange of infor-
mation under this article of the proposed treaty before issuing a
summons for those records to the reporting corporation, provided
that under all the circumstances presented, the records will be ob-
tainable through the request on a timely and efficient basis. The
Understanding further provides that records will be considered to
be available on a timely and efficient basis if they can be obtained
within 180 days of the request or such other period agreed upon
in mutual agreement between the competent authorities, except
where the statute of limitations may expire in a shorter period. On
the one hand, the regulation appears to contemplate use of the
same procedures as are contemplated under the Understanding. On
the other hand, the treaty may be interpreted by some as depriving
the IRS of some of the discretion it retains under the regulation.
However, it also may be argued that, by allowing the IRS to by-
pass the treaty exchange of information process in a case where,
under all the circumstances presented, the records will not be ob-
tainable through that process on a timely and efficient basis, the
Understanding necessarily reserves to the IRS the discretion that
it has under the regulation, and thus is consistent with Congres-
sional intent.

5) Exchahge ;)f informa&bn

In many respects, the present treaty is similar to the U.S. model
treaty and other U.S. treaties in its provisions on the exchange of
information. The exchange of information provision serves the func-
tion of preventing fiscal evasion, one of the two principal reasons
for which the United States enters into tax treaties. The U.S.
model and many other U.S. treaties provide that this provision
shall apply, notwithstanding the provisions of Article 2 (Taxes Cov-
ered), to taxes of every kind imposed by a treaty country. By con-
trast, the proposed treaty’s exchange of information provision is

[ 4
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limited to exchanges regarding taxes otherwise covered in the ‘pro-
posed treaty. Thus, each country is required to exchange informa-
tion about income taxes covéred by the proposed treaty; neither
country is required to exchange information about excise taxes, for
example, that are not covered by the treaty. In the case of estate
taxes, the operative exchange of information rules are those of the
U.S.-Netherlands treaty on estates and inheritances signed in
1969, rather than those of the proposed treaty. The latter are more
consistent with the U.S. model treaty than are the rules of the
1969 treaty. , B AR

It may be argued that the justification for this deviation from the
model lies in the fact that the exchange of information article in
the present U.S.-Netherlands income tax treaty is similarly limited
in’ operation to information concerning taxes otherwise covered in
the treaty. On the other hand, it may be argued that the absence
of agreement to the U.S. model provision represents a significant
limitation on the benefits to the U.S. government, and therefore
U.S. taxpayers in general, that will accrue in return for the tax

concessions offered to Dutch’ residents in the proposed treaty.

(6) Exempt organizations and employee benefit plans -
Unlike the present treaty and most other U.S. tax treaties, the
proposed treaty would exempt charitable organizations of either
country from tax imposed by the other, but only to the extent that
the organization would be eligible for an exemption from U.S. tax
were it organized and operated solely in the source country, and
only to the extent of income not earned from carrying on a trade
or business or from a related person. An exemption also is provided
for pension funds and other employee benefits plans, limited to
items referred to in the interest and dividend articles. Unlike char-
itable organizations, employee benefit plans, at least in the United
States, hold a very substantial fraction of all savings. Therefore,
the employee benefit plan exemption may affect large pools of cap-
ital. The proposed exemption for employee benefit plans is not a
feature of the U.S. model treaty, and to date no U.S. treaty other
than that with Canada has included a similar provision. . ~
Unlike the charitable organization exemption, the employee ben-
efit plan exemption does not expressly condition source country ex-
emption of foreign organizations on parity of treatment with do-
mestic organizations. Conceivably, then, the language of the pro-
posed treaty may suggest that, for example, the United States
would be obligated to exempt a Dutch pension plan from U.S. tax
that would be imposed on a comparable U.S. plan. The Committee
may wish to consider whether there is any such disparity under
the proposed treaty, and if so whether this particular difference be-
tween the language governing charities and pension funds is appro-
priate. It may be that the reasons Congress enacted the U.S. in-
come tax exemption of U.S. qualified employee benefit plans are
not all equally applicable to the U.S. source income of Dutch em-
ployee benefit plans referred to in the interest and dividend articles
of the proposed treaty. In cases where the Congress has not chosen
to exempt domestic plans, the reasons may a fortiori suggest that
foreign plans should be similarly nonexempt. N e
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(7) Insurance excise tax’

" The proposed treaty, unhke the present treaty, covers the U.S.
excise tax on insurance premiums paid to foreign insurers. Thus,
for example, a Dutch insurer or reinsurer without a permanent es-
tablishment in the United States can collect premiums on policies
covering a U. S. risk or a U.S. person free of this tax. However, the
tax is imposed to the extent that the risk is reinsured by the Dutch
insurer or reinsurer with a person not entitled to the benefits of
the proposed treaty or another treaty providing exemption from the
tax. This latter rule is known as the “anti-conduit” clause.

Although waiver of the exclse tax ‘appears in the 1981 U.S. model
treaty, waivers of the excise tax have raised serious Congressronal
concerns. For example, concern has been expressed over the possi-
bility that they may place U.S. insurers at a competitive disadvan-
tage to foreign competitors in U.S. markets, if a substantial tax is
not otherwise imposed (e.g., by the treaty partner country) on the
insurance income of the forelgn insurer (or, if the risk is reinsured,
the reinsurer). Moreover, in such a case waiver of the tax does not
serve the purpose of treaties to avoid double taxation, but instead
has the undesirable effect of eliminating all taxation.

The U.S.-Barbados and U.S.-Bermuda tax treaties each con-
tained such a waiver as originally signed. In its report on the Ber-
muda treaty, the Committee expressed the view that those waivers
should not have been included. The Committee stated that waivers
should not be given by Treasury in its future treaty negotiations
without prior consultations with the appropriate committees of
Congress.? Congress subsequently enacted legislation to ensure the
sunset of the waivers in the two treaties. The waiver of the tax in
the treaty with the Umted Kingdom (where the tax was waived
without the so-called “anti-conduit rule”) has been followed by a
number of legislative eﬂ'orts to redress percelved competltlve 1mba1-
anCe treated by the waiver.” - e

:The issue is whether the waiver of the insurance excise tax in
the proposed treaty is consistent with the Committee’s view of good
tax treaty policy. The Treasury Department’s Technical Expla—
nation of the proposed treaty states that the Department’s review
of the Netherlands’ taxation of the income of Dutch insurance com-
panies indicated that it results'in a burden that is substantial in
relatlon to the U.S. tax on U S 1nsurance compames o

(8) Branch pr fits' tax

- A foreign corporatlon engaged in the conduct of a trade or bu51-
ness in the United States is subject under the Code to a flat 30-
" percent branch profits tax on its “dividend- ‘équivalent amount,”
which is a measure of the accimulated U.S. eﬁ'ectlvely connected
earnings of the corporation that are reméved in ‘any year from the
conduct of its U.S. trade or business. This provision was added to
the Code in the Tax Reform Act of 1986 (the “1986 Act”). Under
the Code, the dividend equlvalent amouint is limited by" (among
other thmgs) aggregate earnings and profits accurmhulated in tax-
able years beginning after December 31 1986. -

EES LISV L

—————— oY
9 Such consultations took place in conn 19T
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In enacting the branch tax, Congress recognized the value of U.S.
income tax treaties for U.S. persons engaging in international com-
merce. Congress further recognized that most U.S. income tax trea-
ties in force were not negotiated to allow the United States to im-
pose a branch profits tax, because the United States did not impose

~such a tax at the time of negotiation. Although Congress generally
believed that a branch profits tax does not unfairly discriminate
against foreign corporations because it treats foreign corporations
and their shareholders together no worse than U.S. corporations
and their shareholders, it understood that most treaty non--
discrimination articles relating to permanent establishments argu-
ably operated to consider corporations and their shareholders sepa-
rately in determining whether discriminatory tax rules exist. Con-
gress generally did not intend to override U.S. income tax treaty
obligations that arguably prohibit imposition of the branch profits
tax even though as later-enacted legislation the 1986 Act’s branch
tax provisions normally would do so. Congress adopted this posi-
tion, however, only on the understanding that the Treasury De-
partment would renegotiate outstanding treaties that prohibit im-
position of the tax.10 = - 7 7T T AR
.. Numerous income tax treaties have been adopted or amended
since the 1986 Act, and an additional number have been submitted
for advice and consent to the Senate. Save for the proposed treaty,
these post-1986 treaties all permit imposition of the branch profits
tax with respect to post-1986 earnings  generally. The proposed
treaty, by contrast, permits such imposition only with respect to
earnings in years folﬁ;wing ratification of the proposed treaty. The
Committee may wish to consider the appropriateness of this dif-
ference, or its potential effect as precedent for future treaty nego-
tiations. Some may argue that because the present treaty, as inter-
preted by the Treasury Department, would exempt a dividend
equivalent amount from U.S. tax, a “fresh start” as of the date that
the proposed treaty takes effect would be a reasonable transition
rule. Conversely, others may argue that the 1986 Act provides for
its own fresh start as of 1987, and taxpayers were on notice since
1986 of an intent to amend U.S. treaties to permit the imposition
of the branch profits tax, thus rendering it unnecessary to provide
an additional transition rule in the proposed treaty. S
(9) Effect of subsequent legislation on implementation of the
" treaty s e e S e et et oo

In diplomatic notes accompanying the treaty, the State Depart-
ment and its Dutch counterpart, on behalf of their respective gov-
ernments, confirmed that they recognized the principle that the
treaty, once in force, is binding upon both parties and must be per-
formed by them in good faith and in accordance with generally ac-
cepted rules of international law. The notes further confirmed their
authors’ recognition that they should avoid enactment or interpre-
tation of legislation or other domestic measures that would prevent
the performance of their obligations under the treaty. The Tech-
nical Explanation indicates the Treasury Department’s belief that

T R e

.

10 Staff of the Joint Committee on Taxation, General Explanation of the Tax ReformActof ‘
1986, 100th Cong., 1st Sess., p. 1038 (1987). ¥ .
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the Dutch government, for example, unlike the U.S. government, is
powerless to alter its tax laws, regardless of the merits of the alter-
ation, if doinﬁ so conflicts with a treaty in force. The negotiators,
recognizing the possibility of significant changes in the national
taxation laws which may affect implementation of the treaty, were
able to agree in principle that in such a case an appropriate
amendment of the treaty might be necessary. ,

The Constitution provides that “Laws of the United States which
shall be made in Pursuance thereof; and all Treaties made, or
which shall be made, under the Authority of the United States,
shall be the supreme Law of the Land.” 11 The Supreme Court has
interpreted this language to mean that the internal U.S. legal sta-
tus of treaties is eguivalent to that of Federal statutes.12 A provi-
sion of the Code adopted in 1988 codifies the applicability of this
principle to the relationship of treaties and the ode.13 If two U.S.
statutes conflict, the one adopted later controls; when a statute and
a treaty provision conflict, generally the one adopted later controls.

The internal tax laws of many countries, including those of the
United States and the Netherlands, provide some sort of regime for
taxing either the foreign income of domestic persons, the domestic
income of foreign persons, or both. In the general case, either type
of income, then, is potentially subject to two autonomous tax sys-
tems each of which is, at best, designed to mesh with other tax sys-
tems only in broad general terms. Double taxation of the same in-
come, or taxation of certain income by neither system, can result.
Income tax treaties are agreements that provide the mechanism for
coordinating two identified tax systems by reference to their par-
ticular provisions and the particular tax policies they reflect, and
which have as-their primary objectives the elimination of double
taxation and the prevention of fiscal evasion. It has been argued

that ultimately, meeting these objectives is a desirable goal that
serves to improve the long term environment for commercial and
financial dealings between residents of the treaty partners. .

‘When a treaty partner’s internal tax laws and policies change, it
may be desirable that treaty provisions designed and bargained to
coordinate the predecessor laws and policies be reviewed to deter-
mine how those provisions apply under the changed circumstances.
There are cases where giving continued effect to a particular treaty
provision does not conflict with the policy of a particular statutory
change. In certain other cases, however, a mismatch between an

existing treaty provision and a newly-enacted law may exist, in

which case the continued effect of the treaty provision may frus-
trate the policy of the new internal law. In some cases the contin-
ued effect of the existing treaty provision would be to give an
unbargained-for benefit to taxpayers or one of the treaty partners,

especially if changes in taxpayer behavior result in a treaty being
used in a way that was not anticipated when the original bargain
was struck. At that point, the treaty provision in question may no

.111.8. Constitution, Art. VI, cl. 2. N o R LS S T A

_12See nerall%geid v. Covert, 354 U.S. 1, 18 (1957); Whitney v. Robertson, 124 U.S. 190, 195
(1888); Henkin, Constitution. and United States Sovereignty; A Century of Chinese Exclusion
and its Progery, 100 Harv. L. Rev. 853, 872 (1987); L. Henkin, Foreign Affairs and the Constitu-
tion 163-64 (1975); Restatement (Third) of the Foreign Relations Law of the United States sec.
115, comment a. (1987). ’ . : B
18Code sec. 7852(dX1).
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longer eliminate double taxation or prevent fiscal evasion; if not, its
intended purpose would no longer be served.14 : :

Although the U.S. government has been aware of problems re-
garding the susceptibility of the present treaty to abuse for many
years, it was unable to conclude a treaty to deal with these prob-
lems until 1992, and even that treaty acknowledged further gaps
to be filled by future legislation or treaty negotiation. The history
of the negotiation of the proposed treaty illustrates the extent to
which two governments may be unable to agree on necessary
changes long after they have been brought to light. Some have ar-
gued that the negotiations would have failed to reach the present
stage but for evidence of the willingness of the Congress to resolve
tax treaty abuse problems through unilateral legislation. On the
other hand, it may be that uncertainty whether the Congress
would in fact so act made the Dutch government unwilling to agree
to anti-abuse provisions in the proposed treaty fully satisfactory
from the U.S. perspective. T T

Thus, strict adherence to all existing treaty provisions pending
bilateral agreement on changes may impose significant limitations

on the implementation of desired tax policy.
(10) Arbitration of competent:auth‘aﬁi‘y issues

The proposed treaty delegates to the execu;tiyve‘ branchthe pbWér
to enter into, by exchange of diplomatic notes, an agreement under

which a binding arbitration procedure may be invoked (if agreed by
both competent authorities and the taxpayer or taxpayers involved)
for the resolution of those disputes in the interpretation. or applica-
tion of the treaty that it are within the jurisdiction of the com-
petent authorities toresolve. " ° 0 T
- Generally, the jurisdiction of the competent authorities under the
proposed treaty is as broad as it is under any U.S. income tax trea-
ties. For example, the competent authorities are empowered (in
this as in other treaties) to agree on the attribution of income, de-
ductions, credits, or allowances of an enterprise to a permanent es-
tablishment. They may agree on the allocation of income, deduc-
tions, credits, or allowances between associated enterprises and
others under the provisions of Article 9 (Associated Enterprises),
which is the treaty analogue of Code section 482. They may also
agree on characterization of particular items of income, on the com-
mon meaning of a term, and on the application of procedural as-
pects of internal law. They may agree to raise the dollar thresholds
in the articles dealing with entertainers and athletes, and with stu-
dents and trainees. Finally, the competent authorities may agree
on the elimination of double taxation in cases not provided for in
the treaty. According to the Treasury Department’s Technical Ex-
planation of the rules, agreements reached by the competent au-
thorities need not conform to the internal law provisions of either
treaty country. ‘ S [
As an initial matter, it is necessary to recognize that there are
appropriate limits to the competent authorities’ own scope of re-

14See the discussion of the Senate Finance Committee’s views on this subject in Sen. Rep
No. 100-445, 100th Cong., 2d Sess., p. 323 (1988).
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view.15 The competent authorities would not properly agree to be
bound by an arbitration decision that purported to decide issues
that the competent authorities would not agree to decide them-
selves. Even within the bounds of the competent authorities’ deci-
sion-making power, there likely will be issues that one or the other
competent authority will not agree to put in the hands of arbitra-
tors. Consistent with these principles, the notes exchanged on the
signing of the treaty provide that the competent authorities will
not generally accede to arbitration with respect to matters concern-
ing the tax policy or domestic tax law of either treaty country.

In approving ratification of the U.S.-Germany treaty, the Com-
mittee indicated a belief that the tax system potentially may have
much to gain from use of a procedure, such as arbitration, in which
independent experts can resolve disputes that otherwise may im-
pede efficient administration of the tax laws. However, the Com-
mittee also believed that the appropriateness of such a clause in a
future treaty depended strongly on the other party to the treaty,
and the experience that the competent authorities would have
under the provision in the German treaty. To date there have been
no arbitrations of competent authority cases under the German
treaty, and few tax arbitrations outside the context of that treaty.

(11) Associated enterprises and permanent establishments

The proposed treaty, like most other U.S. tax treaties, contains
arm’s-length pricing and allocation provisions. The proposed treaty
recognizes the right of each country to reallocate profits among re-
lated enterprises residing in each country, if a reallocation is nec-
essary to reflect the conditions that would have been made between
independent enterprises. Similarly, the proposed treaty requires
each country to attribute to a permanent establishment the profits
which the permanent establishment might be expected to make. if
it were a distinct and separate enterprise dealing independently
with the entity of which it is a part. The Code, under section 482,
provides the Secretary of the Treasury the power to make
reallocations whenever necessary in order to prevent evasion of
taxes or clearly to reflect the income of related enterprises. Under
regulations, the Treasury Department implements this authority
using an arm’s-length standard, and has indicated its belief that
the standard it applies is fully consistent with the proposed treaty.
A significant function of the power to make reallocations is to en-
sure that the United States asserts taxing jurisdiction over its fair
share of the worldwide income of a multinational enterprise.

Some have argued in the recent past that the IRS has not per-
formed adequately in this area. Some have argued that the IRS
cannot be expected to do so using its current approach. They argue

15In discussing a clause permitting the competent authorities to eliminate double taxation in

cases not provided for in the treaty, Representative Dan Rostenkowski, Chairman of the House
Ways and Means Committee, submitted the following in testimony at 1981 hearings before the
Senate Foreign Relations Committee: :

Under a literal reading, this delegation could be interpreted to include double taxation

arising from any source, even state unitary tax systems. Accordjngl{, the scope of this

‘delegation of authority must be clarified and limited to include only noncontroversial

technical matters, not items of substance.

Tax Treaties: Hearings on Various Tax Treaties Before the Senate Committee on Foreign Rela-
tions, 97th Cong., 1st Sess., p. 58 (1981).
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that the approach now set forth in the regulations is impracticable,
and that the Treasury Department should adopt a different ap-
proach, under the authority of section 482, for measuring the U.S.
share of multinational income.16 Some prefer a so-called “formulary
apportionment,” which can take a variety of forms. The general
thrust of formulary apportionment is to first measure total profit
of a person or group of related persons without regard to geog-
raphy, and only then to apportion the total, using a mathematical
formula, among the tax jurisdictions that claim primary taxin
rights over portions of the whole. Some prefer an approach base
on the expectation that an investor generally will insist on a mini-
mum return on investment or sales.17 = " B e
A debate exists whether an alternative to the Treasury Depart-
ment’s current approach would violate the arm’s-length standard
embodied in Article 9 of the proposed treaty, or the nondiscrimina-
tion rules embodied in Article 28.18 some, who advocate a change
in internal U.S. tax policy in favor of an alternative method, fear
that U.S. obligations under treaties such as the proposed treaty
would be cited as obstacles to change. The issue is whether the
United States should enter into agreements that might conflict
with a move to an alternative approach in the future, and if not,
the degree to which U.S. obligations under the proposed eaty
would in fact conflict with such a move. = '+ o
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16See generally The Breakdown of IRS Tax Enforcement Regarding Multinational Corpora-
tions: Revenue Losses, Excessive Litigation, and Unfair Burdens for U.S. Producers: Hearing Be-
fore the Senate Committee on Governmental Affairs, 103d Cong., 1st Sess. (1993) (hereinafter,
Hearing Before the Senate Committee on Governmental Affairs). ~ = """

17See Tax Underpaynients by U.S. Subsidiaries of Foreign Companies: Hearings Before the
Subcommittee on_Quersight of the House Committee on Ways and Means, 101st Cong., 2d Sess.
360-61 (1990) (statement of James E. Wheeler); H.R. 460, 461, and 500, 103d Cong., 1st Sess.
(1993); sec. 304 of H.R. 5270, 102d Cong., 2d Sess. (1992) (introduced bills); see also Department
of the Treasury’s Report on Issues Related to the Compliance with U.S. Tax Laws by Foreign
Firms Operating in the United States: Hearing Before the Subcommittee on Oversight of the
House Committee on Ways and Means, 102d Cong., 2d Sess. (1992). - ) o nri

18 Compare Hearing Before the Senate Committee on Governmental Affairs at 26, 28. (“I do not
believe that the apportioriment method is barred by any tax treaty that United States has now
entered into.”) (statement of Louis M. Kauder) with a recent statement conveyed by foreign gov-*
ernments to the U.S. State Department that “[wlorldwide unitary taxation is contrary to the
internationally agreed arm’s length principle embodied in the bilateral tax tréaties of the United
States” (letter dated 14 October 1993 from Robin Rénwick, U.K. Ambassador to the United
States, to Warren Christopher U.S. Secretary of State). See also Foreign Income Tax Rational-
ization and Simplification Act of 1992: Hearings Before the House Committee on Ways and
Means, 102d Cong., 2d Sess. 224, 246 (1992) (written statement of Fred T. Goldberg, Jr., Assist-
ant Secretary for Tax Policy, U.S. Treasury Department).




III. OVERVIEW OF UNITED STATES TAXATION
OF INTERNATIONAL TRADE AND INVESTMENT
AND U.S. 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 modi-
fications 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 gen-
erally taxes nonresident alien individuals and foreign corporations
on their U.S. source income that is not effectively connected with
the conduct of a trade or business in the United States (sometimes
referred to as noneﬁ'ectlvely connected income”). They are also
taxed on their U.S. source income and, in certain limited situations
on foreign source income, that is effectively connected with the con-
duct of a trade or business in the United States (sometimes re-
ferred to as “effectively connected income”).

Income of a nonresident alien individual or foreign corporation
that is effectively 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 com-
puting effectively connected taxable income, but only if and to the
extent that they are related to income that is effectively connected.
A foreign corporation is also subject to a flat 30-percent branch
profits tax on its “dividend equivalent amount,” which is a measure
of the U.S. effectively connected earnings of the corporation that
are removed in any year from the conduct of its U.S. trade or busi-
ness. A foreign corporation is also subject to a branch-level excess
interest tax, which amounts to 30 percent of the interest deducted
by the foreign corporation in computing its U.S. effectively con-
nected income but not paid by the U.S. trade or business.

U.S. source fixed or determinable annual or periodical income of
a nonresident alien individual or foreign corporation (generally in-
cluding interest, dividends, rents, salaries, wages, premiums, and
annuities) that is not effectlvely ‘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. In the case of certain insurance premiums
earned by such persons, the tax is 1 or 4 percent of the premium
paid. These taxes generally are collected by means of withholding
(hence these taxes are often called “withholding taxes”).

Withholding taxes are often reduced or eliminated in the case of
payments to re51dents of countnes with which the United States

32)




33

has an income tax treaty. In addition, certain statutory éxemptions
from withholding taxes are provided. For example, interest on de-
posits with banks or savings institutions is exempt from tax unless
the interest is effectively connected with ‘the conduct of'da U.S.
trade or business carried on by the recipient. Exemptions are ‘pro--
vided for certain original issue discount and for income of a foreign™
government or international organization from investments in U.s.
securities. Additionally, certain interest paid on portfolio debt obli-
gations is exempt from the 30-percent tax. Certain U.S. income tax
treaties also provide for exemption from tax in certain cases.19
< U.S. source noneffectively connected capital gains of nonresident
alien individuals and foreign * corporations generally are ‘exempt’
from U.S, tax, with two exceptions: (1) gains ‘realized by a non-
resident alien individual who is present in the United States for at
least 183 days during the taxable year, and (2) certain ‘gains from
the disposition of interests in U.S. real estate. =~

The source of income received by nonresident alien individuals
and foreign corporations is determined under rules contained in the
Code. Interest and dividends paid by a U.S. citizen or resident or
by a U.S. corporation generally are considered U.S. source income.
Interest paid by the U.S. trade or business of a foreign corporation
is treated as if paid by a U.S. corporation. However, if during a
three-year testing period a U.S. corporation or U.S. resident alien
individual derives more than 80 percent of its gross income from
the active conduct of a trade or business in a foreign country or
possession of the Unijted States, interest paid by that person will
be foreign source rather than U.S. source. Moreover, even though
dividends paid by a corporation meeting this test (an “80/20” com-
pany) are U.S. source, a fraction of each dividend corresponding to
the foreign source fraction of the corporation’s income for the three-
year period is not subject to U.S. withholding tax. Conversely, divi-
dends and interest paid by a foreign corporation are generally
treated as foreign source income. However, in the case of a divi-
dend paid by a foreign corporation, 25 percent or more of whose
gross income over a three-year testing period consists of income
that is treated as effectively connected with the conduct of a U.S,
trade or business, a portion of such dividend will be considered
U.S. source income. The U.S. source portion of such dividend gen-
erally is equal to the total amount of the dividend, multiplied by
the ratio over the testing period of the foreign corporation’s U.S. ef-
fectively connected gross income to total gross income. (No tax is
imposed, however, on a foreign recipient of a dividend to the extent
of such U.S. source portion unless a treaty prevents application of
the branch profits tax on the paying Corporation.) '

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).

19 Where the Code or treaties eliminate tax on interest paid by a corporation to certain related
persons, the Code generally provides for denial of interest deductions at the corporate level to
the extent that its net interest expenses exceed 50 percent of adjusted taxable income. The
amount of the disallowance is limited however, by the amount of tax-exempt interest paid to
related persons and the amount of interest paid on obligations guaranteed by related tax-exempt
persons. ? art RS ¢ - | o 4 X-ex '
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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 generally by 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 of the
Code 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 (as opposed to a “per-country” basis). Pursuant to
rules enacted as part of the Tax Reform Act of 1986 (the “1986
Act”), the overall limitation is computed separately for certain clas-
sifications of income (i.e., passive income, high withholding tax in-
terest, financial services income, shipping income, dividends from
each noncontrolled section 902 corporation, DISC dividends, FSC
dividends, and taxable income of a FSC attributable to foreign
trade income) in order to prevent the crediting of foreign taxes on
certain types of traditionally high-taxed foreign source income
against the residual U.S. tax on certain items of traditionally low-
taxed foreign source income. Also, a special limitation applies to
the credit for foreign taxes imposed on foreign oil and gas extrac-
tion income.

Prior to the Tax Reform Act of 1984 (the “1984 Act”), a U.S. per-
son could convert U.S. source income to foreign source income,
thereby circumventing 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. per-
sons 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. In order
to prevent a similar technique from being used to average foreign
taxes among the separate limitation categories, the 1986 Act pro-
vided lookthrough rules for the characterization of inclusions and
income items received from a controlled foreign corporation.

Prior to the 1986 Act, a U.S. taxpayer with substantial economic
income for a taxable year potentially could avoid all U.S. tax liabil-
ity for such year so long as it had sufficient foreign tax credits and
no domestic income (whether or not the taxpayer had economic in-
come from domestic operations). In order to mandate at least a
nominal tax contribution from all U.S. taxpayers with substantial
economic income, the 1986 Act provided that foreign tax credits
generally cannot exceed 90 percent of the pre-foreign tax credit ten-
tative minimum tax (determined without regard to the net operat-
ing loss deduction).

For foreign tax credit purposes, a U.S. corporation that owns 10
percent or more of the voting stock of a foreign corporation and re-
ceives a dividend from the foreign corporation (or is otherwise re-
quired to include in its income earnings of the foreign corporation)
is deemed to have paid a portion of the foreign income taxes paid
by the foreign corporation on its accumulated earnings. The taxes
deemed paid by the U.S. corporation are included in its total for-
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eign taxes paid for the %'ear the dividend is received and go into

the relevant pool or pools of separate limitation category taxes to

be credited. _ L LR Lt e
‘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 provisions
designed to carry out these objectives supplement Code provisions
having the same objectives; the treaty provisions modify the gen-
erally 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
countries. T S L TU st

Notwithstanding the unilateral relief measures of the Unifed
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 each country considers the same deduc-
tion allocable to income that it treats as foreign source ‘income,
double taxation can result. Problems sometimes arise in the deter-
mination of whether a foreign tax qualifies for the U.S. foreign tax
credit. Also, double taxation may arise in situations were a corpora- -
tion or individual may be treated as a resident of both countries
and be taxed on a worldwide basis by both. e

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, gen-
erally tax domestic source incomeé on a gross basis when it is re-
ceived by nonresidents who are not engaged in business in the
country.) In many situations the gross income tax exceeds the tax
that would have been paid under the net income tax system appli-
cable to residents. ‘ E R

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 in-
come derived from, that jurisdiction are minimal.

The objective of limiting double taxation generally is 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 com-
parable to those imposed by the source country on its residents.
The treaties also provide for the elimination of double taxation by
requiring 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. . g T R
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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
of the two countries. Treaties also provide that neither country will
tax business income derived by residents of the other country un-
less the business activities in the taxing jurisdiction are substantial
enough to constitute a branch or other permanent establishment or
fixed base in that jurisdiction. The treaties contain commercial visi-
tation exemptions under which individual residents of one country
performing 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 earnings 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 coun-
try’s withholding tax generally imposed on those payments is re-
duced. As described above, the United States generally imposes a
30-percent withholding tax and agrees to reduce this tax (or in the
case of some income, eliminate it entirely) in its tax treaties, in re-
turn for reciprocal treatment by its treaty partner.

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. Such a treaty
provision generally is referred to as a so-called “saving clause.”
Double taxation also may arise, not withstanding the existence of
a treaty, because most countries will not exempt passive income
from tax at the source. o .

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 is exempt from tax
in the country of residence. The United States provides in its trea-
ties that it will allow a credit against U.S. tax for income taxes
%aisd lto the treaty partners, subject to the various limitations of

.S. law.

The objective of preventing tax avoidance and evasion generally
is 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 in-
come. 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. .
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Administrative cooperation between the countries is further en-
hanced under the treaties by the inclusion of a competent authority
mechanism to resolve double taxation problems arising in individ-
ual cases and, more generally, to facilitate consultation between
tax officials of the two governments. o o

At times, residents of countries that do not have income tax trea-
ties with the United States attempt to use a treaty between the
United States and another country to avoid U.S. tax. To prevent
third-country residents from obtaining treaty benefits intended 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. L

Treaties generally provide thet neither country may subject na-
tionals of the other country (or permanent establishments of enter-
prises of the other country) to taxation more burdensome than that
it imposes on"its own nationals (or on its own' énterprises). Simi-
larly, in general, neither country may discriminate against enter:
prises owned by residents of the other country. oo




IV. EXPLANATION OF PROPOSED TAX TREATY

A detailed, article-by-article explanation of the proposed income
tax treaty between the United States and the Netherlands is pre-
sented below. Also presented below are explanations of the provi-
sions of the Understanding agreed to by the negotiators, and other
matters set forth in diplomatic notes exchanged at the time the
proposed treaty was signed.20

Article 1. General Scope

The general scope article describes the persons who may claim
the benefits of the proposed treaty.

The proposed treaty generally applies to residents of the United
States and to residents of Netherlands, with specific exceptions
designated in other articles (e.g., Articles 28 (Non-discrimination)
and 30 (Exchange of Information and Administrative Assistance))
and discussed below. As discussed below under Article 24 (Basis of
Taxation), however, the proposed treaty, like virtually all U.S. tax
treaties, also contains a “saving clause” under which the parties
generally remain free to tax their own residents and nationals
without regard to the treaty. This follows other U.S. income tax
treaties, the U.S. model treaty, and the OECD model treaty. Resi-
dence is defined in Article 4.

The proposed treaty provides that it generally does not restrict
any benefits accorded by internal law or by any other agreement
beitween the United States and the Netherlands. However, this
does not apply to the relation between Dutch internal law and the
provisions of Article 25 (Methods of Elimination of Double Tax-
ation). Thus, the proposed treaty will apply only where it benefits
taxpayers, except that the double taxation relief (e.g., foreign tax
credits, or exemptions from tax on foreign income) afforded to a
Dutch resident or national with respect to U.S. income will be lim-
ited to that allowed under the proposed treaty, notwithstanding
{nore favorable relief that might be available under internal Dutch
aw. -

As set forth in the Treasury Department’s Technical Explanation
of the proposed treaty (hereinafter referred to as the “Technical Ex-
planation”), the fact that the proposed treaty would only apply to
a taxpayer’s benefit does not mean that a taxpayer could inconsist-
ently select among treaty and internal law provisions in order to
minimize its overall tax burden. The Technical Explanation sets

20 The diplomatic notes state that the negotiators developed and agreed upon the memoran-
dum of understanding intending to give guidance both to the taxpayers and the tax authorities
of the two countries in interpreting various provisions contained in the proposed treaty. A view
is expresssed that as experience in administering the treaty is gained, the competent authorities
may develop and publish amendments to the understandings and interpretations laid down in
the memorandum of understanding. The diplomatic notes are intended to constitute a common
and binding understanding, by the U.S. and Dutch Governments, of the treaty and of the con-
tents and the role of the memorandum of understanding.

(38)
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forth the following exainple. Assume a resident of the Netherlands
has three separate businesses in the United States. One business
is profitable, and constitutes a U.S. permanent establishment. The
other two are trades or businesses that would earn effectively con-
nected income as determined under the Code, but do not constitute
permanent establishments as determined under the proposed trea-
ty; one trade or business is profitable and the other incurs a net
loss. Under the Code, all three operations would be subject to U.S.
income tax, in which case the losses from the unprofitable line of
business could offset the taxable income from the other lines’ of
businéss.” On the other hand, only the income of the,operatiop
which gives rise to a permanent establishment would be taxable by
the United States under the proposed treaty. The Technical Expla-
nation makes clear that the taxpayer could not invoke the proposed
treaty to exclude the profits of the profitable trade or business and
invoke U.S. internal law to claim the loss of the unprofitable trade
or business against the taxable income of the permanent establish-
ment2t - - - s s
Article 2. Taxes Covered : , g i
The proposed treaty generally applies to the inco es of the.
United States and the Netherlands, and to the Dutch government’s
share in the net profits of the exploitation of certain natural re-

sources. It also applies to certain excise tax

In gerfiéra:l‘ S )

In the case of the United States, the proposed treaty applies to
the Federal income taxes imposed by the Code, but excluding-social
security taxes. Unlike the U.S. model and many U.S. income tax
treaties in force,” but like the present treaty, the proposed trea
applies to the accumulated earnings tax and the personal holding
company tax. In addition, the proposed treaty applies to the excise
taxes with respect to private foundations and; subject to an “anti-
conduit rule,” to the U.S. excise tax imposed on ing ce pre:
miums paid to foreign insurers. ’

Tax on insurance premiums - A
Code rules.—Under the Code, the Unite tes imposes an’ e:
cise tax on certain insuranee premiums received by a foreign in-
surer from insuring a U.S. risk or a U.S. person (Code secs. 4371-
4374). Unless waived by treaty, the eéxcise tax applies to those pre-"
miums which are exempt from U.S. net-basis income tax. Under
the Code (in the absence of a ¢ ntrary treaty provision), a foreign

insurer’is subject to U.S. net-basis income tax on income in situa-
tions where that insurance income is effectively connected with a
U.S. trade or business. However, 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. incomie tax, if it has’
no U.S. office or dependent agent and operates in the United States
solely through independent broke t ituations, the insur-

21See Rev. Rul. 84-17, 1984-1 C'B' 10,
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ance excise tax is imposed (except as otherwise provided in a trea-
ty) on the premiums paid for that insurance.22 o

The excise tax may be viewed as serving the same function as
the tax imposed on dividends, interest, and other types of passive
income paid to foreign investors. In general, the excise tax applies
to insurance covering risks wholly or partly within the United
States where the insured is (1) a U.S. person or (2) a foreign person
engaged in a trade or business in the United States. Under the
Code, the excise tax generally applies to a premium on any such
insurance unless the amount is effectively connected with the con-
duct of a trade or business in the United States and not exempt
by treaty from the statutory net-basis tax. .

The treatment of insurance income of foreign insurers is com-
plicated somewhat in situations where, as is often 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 rein-
surer, 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 generally no excise tax is imposed on the
insurance policy issued by the foreign insurer doing business in the
United States, the one-percent excise tax on reinsurance is imposed
if and when that insurer reinsures that U.S. risk with a foreign in-
surer not subject to U.S. net-basis income tax. '

Proposed treaty.—The insurance excise tax described above is
covered by the proposed treaty, but only to the extent that the for-
eign insurer does not reinsure the risks in question with a person
not entitled to relief from this tax under the proposed treaty or an-
other U.S. treaty.

More specifically, income of a Netherlands insurer from the in-
surance of U.S. risks or U.S. persons will not be subject to the in-
surance excise tax (except in situations where the risk is reinsured
with a company not entitled to an exemption under this or another
treaty). This waiver applies notwithstanding that insurance income
is not attributable to a U.S. permanent establishment maintained
by the Netherlands insurer, and hence not subject to U.S. net-basis
tax pursuant to the business profits article (Article 7) and other in-
come article (Article 23). This treatment is a departure from the
present treaty, but is similar to that provided in some other recent
U.S. tax treaties, for example, the treaties with Finland, France,
Germany, Hungary, India, Italy, and Spain. The excise tax on pre-
miums paid to foreign insurers is a covered tax under the U.S.
model treaty. '

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 Netherlands insurers. First, any insurance income which
is effectively connected with a U.S. trade or business but is not at-
tributable to a U.S. permanent establishment will not be subject to

22The excise tax is currently imposed at ‘a rate of four percent of the premiums paid on cas-
ualty insurance and indemnity bonds, and one percent of the premiums paid on life, sickness,
and accident insurance, annuity contracts, and reinsurance (Code secs. '4371-4374).
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U.S, income tax. This exemption is contained in the present treaty.
As is true under the present treaty, those Netherlands insurers
that continue to maintain a U.S. permanent establishment after
the proposed treaty enters into force will remain subject to the U.S.
income tax on their net U.S. insurance income attributable to the
permanent establishment. ‘ L , T TRe
Second, Dutch insurers not engaged in a U.S. trade or business
generally will no longer be subject to the insurance excise tax. This
exemption is not contained in the present treaty. The insurance ex-
cise tax will continue to apply, however, when a Dutch insurer with
no U.S. trade or business reinsures a policy it has written on a
U.S. risk with a foreign reinsurer, other than a resident of the
Netherlands or another insurer entitled to exemption under a dif-
ferent tax treaty (such as the U.S.-France treaty). The tax liability
may be imposed on the Dutch insurer which, for withholding pur-
poses, is treated in the same manner as a U.S. resident person
transferring the premium to the foreign reinsurer. The excise tax
also will apply to such reinsurance when the Dutch insurance com-
pany has a U.S. trade or business, but no U.S. permanent estab-
lishment, 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. .. .,
For example, assume a Dutch company not engaged in a US.
trade or business insures a U.S. casualty risk and receives a pre-
mium of $200. The company reinsures part of the risk with a Dan-
ish insurance company (not currently entitled to exemption from
the excise tax) and pays that Danish company a premium of $100.
The four-percent excise tax on casualty insurance applies to the
remium paid to the Dutch insurance company to the extent of the
5100 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
paid to the Dutch insurer which was used by the Dutch insurer to
reinsure the risk. It is the responsibility of the U.S. insured to de-
termine to what extent, if any, the risk is to be reinsured with a
nonexempt person. Under an administrative procedure currently in
effect, the burden of this responsibility effectively can be shared
with the Dutch insurer (see Rev. Proc. 87-13, 1987-1 C.B. 596; and
Rev. Proc. 92-39, 1992-1 C.B. 860). o
Netherlands TR Shn L Ln L gTent e

In the case of the Netherlands, the proposed treaty applies to the
income tax (de inkomstenbelasting), the wages tax (de
loonbelasting), the dividend tax (de dividendbelasting), and the
company tax (de vennootschapsbelasting), including the so-called
Dutch state “profit share.” This last term refers to the government
share in the net profits of the exploitation of natural resources lev-
ied pursuant to the Mining Act 1810 (Mijnwet 1810) with respect
to concessions issued from 1967, or pursuant to the Netherlands
Continental Shelf Mining Act of 1965 (Mijnwet Continentaal Plat

1965). The state profit share is discussed in connection with the
double taxation article (Article 25). -

Other rules

For purposes of the non-discriminatio.n‘article (Artiéle 728),the
treaty applies to taxes of all kinds imposed by the countries, in-
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cluding any taxes imposed by their political subdivisions or local
authorities.

The proposed treaty also contains a provision generally found in
U.S. income tax treaties (including the present treaty) to the effect
that it will apply to any identical or substantially similar taxes
that either country may subsequently impose. The proposed treaty
obligates the competent authority of each country to notify the com-
petent authority of the other country of any significant changes in
its internal tax laws. This clause is similar, but not identical, to
U.S. model treaty language.

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 “State” means the Netherlands or the United States,
as the context requires. The term “States” means the Netherlands
and the United States.

The term “the Netherlands” comprises the part of the Kingdom
of the Netherlands that is situated in Europe, and the part of the
sea bed and its sub-soil under the North Sea over which the King-
dom of the Netherlands has sovereign rights in accordance with
international law for the purpose of exploration for and exploitation
of the natural resources of such areas, but only to the extent that
the person, property, or activity to which the treaty is being ap-
plied is connected with such exploration or exploitation.

The term “United States” means the United States of America,
but does not include Puerto Rico, the Virgin Islands, Guam or any
other U.S. possession or territory. When used in a geographical
sense, it means the states and the District of Columbia. Under
Code section 638, where the term is used in a geographical sense,
it also includes the continental shelf: that is, the seabed and sub-
soil of those submarine areas which are adjacent to the territorial
waters of the United States and over which the United States has
exclusive rights, in accordance with international law, with respect
to the exploration and exploitation of natural resources. Under the

proposed treaty, these same areas are considered part of the Unit-

ed States for treaty purposes, but only to the extent that the per-
son, property, or activity to which the treaty is being applied is
connected with such exploration or exploitation. -

The term “person” includes an individual, an estate, a trust, a
company, and any other body of persons. The Technical Expla-
nation states that the negotiators agreed that the term “person”
would be understood to include a partnership. A “company” is any
body corporate or any entity which is treated as a body corporate
for tax purposes.

An enterprise of a country is defined as an enterprise carried on
by a resident of that country. The treaty does not define the term
“enterprise.”

Under the proposed treaty, a person is considered a national of
one of the treaty countries if the person is an individual possessing
citizenship or nationality of that country, or a legal person, part-
nership, or association deriving its status as such from the law in
force in that country.

b

)
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The proposed treaty defines “international traffic” as any trans-
port by a ship or aircraft operated by an enterprise of one of the
treaty countries, except when the ship or aircraft is operated solely
between places in one of the treaty countries. Accordingly, with re-
spect to a Dutch enterprise, purely domestic transport in the Unit-
ed States is excluded. Moreover, as under the OECD, model but
unlike the definition in the U.S. model, transport by a resident of
a third country also is excluded. o Lo . ‘

The Dutch competent authority is the Minister of Finance or his
duly authorized representative. The U.S. competent authority is
the Secretary of the Treasury or his delegate. In fact, the U.S. com-
petent authority function has been delegated to the Commissioner-
of Internal Revenue, who has redelegated the authority to the As-
sistant Commissioner (International) of the IRS. On interpretative
issues, the latter acts with the concurrence of the Associate Chief
Counsel (International) of theIRS. =~~~ =~ "~

‘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 not de-
fined in the treaty are to have the meanings which they have
under the laws of the country applying the treaty. R

Article 4. Residence
In generdl

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 treaty countries as that term is defined in
the treaty. Furthermore, double taxation is often avoided by the
treaty assigning a single treaty country as the country of residence
when, under the internal laws of the treaty countries, a person is
a resident of both. o L e et e

Under U.S. law, residence of an individual is important because
a resident alien is taxed on his or her worldwide income, while a
nonresident alien is taxed only on his or her U.S. source income
and on his or her income that is effectively connected with a U.S.
trade or business. An individual who spends substantial time in
the United States in any year or over a three-year period generally
is a U.S. resident (Code sec. 7701(b)). A permanent resident for im-
migration purposes (i.e., a green card holder) also is a U.S. resi-
dent. The standards for determining residence provided in the Code
do not alone determine the residence of a U.S. citizen for the pur-
pose of any U.S. tax treaty (such as a treaty that benefits resi-
dents, rather than citizens, of the United States.) Under the Code,
a company is domestic, and therefore taxable on its worldwide in-
come, if it is organized in the United States or under the laws of
the United States, a State, or the District of Columbia. =~ o

The proposed treaty generally defines “resident of one of the
States” to mean any person who, under the laws of that country,
is liable to tax therein by reason of his domicile, residence, place
of management, place of incorporation, or any other criterion of a
similar nature. Also included in the term is an exempt pension
trust or an exempt organization that is treated as a resident of a
treaty country under that country’s internal law. As provided in
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the Understanding, it is understood that for purposes of the treaty,
the government of a treaty country, or of one of its political sub-
divisions or local authorities, is to be considered to be a resident
of that country. :

The term “resident of one of the States” does not include any per-
son who is liable to tax in that country in respect only of income
from sources in that country. In the case of income derived by, or
paid by, and estate or trust (other than an exempt pension trust
or an exempt organization), the term applies only to the extent that
the income it derives is subject to that country’s 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, the Netherlands would have to reduce
its withholding tax pursuant to the proposed treaty on only one-
half of the Dutch source income paid to the trust. In the case of
income derived by a partnership, the U.S. model treaty and U.S.
treaties generally apply only to the extent that the income is sub-
ject to tax in a treaty country as the income a resident, either in
its hands or in the hands of its partners. The proposed treaty omits
this language. The Technical Explanation indicates that this omis-
sion does not result in the application of a different rule, however,
because under both U.S. and Dutch law, a partnership is treated
as a pure conduit. Thus, a partnership would not be considered a
resident of a treaty country under this article. Only the residence
and the income of its partners would be relevant under the pro-
posed treaty. ‘ B

These provisions of the proposed treaty are generally based on
the fiscal domicile article of the U.S. and OECD model treaties and
is similar to the provisions found in other U.S. tax treaties.

An individual’s contacts with a third country may negate that
person’s treatment as a U.S. or Dutch resident under the proposed
treaty, notwithstanding that the individual is a U.S. resident or cit-
izen under internal U.S. law, or a Dutch resident under internal
Dutch law. If the third country has a comprehensive income tax
treaty with the country (either the United States or the Nether-
lands) under whose law the individual is a resident or citizen, then
the individual would not be a resident of the United States or the
Netherlands, as the case may be, for U.S.-Dutch treaty purposes,
unless the individual would be treated as a resident of that coun-
try, and not the third country, under the third country’s treaty. If
the third country has no such treaty, then the individual would not
be a resident of the United States or the Netherlands, as the case
may be, for U.S.-Dutch treaty purposes, unless the individual
would be treated as a resident of that country, and not the third
country, under the “tie-breaker” rules discussed below, set forth in
the proposed treaty, that turn on the person’s permanent home,
center of vital interests, or habitual abode. Consistent with most
U.S. income tax treaties, therefore, citizenship alone does not es-
tablish residence. As a result, U.S. citizens residing overseas are
not necessarily entitled to the benefits of the proposed treaty a
U.S. residents. :
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Dual resident individuals

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, i.e., his “center of vital interests.” If the country in
which he has his center of vital interests cannot be determined, or
if he does not have a permanent home available to him in either

country, he shall be deemed to be a resident of the country in’

which he has an habitual abode. If the individual has an habitual
abode in both countries or in neither of them, he shall be deemed

to be a resident of the country of which he is a national. If he’is’

a national of both countries or neither of them, the competent au-
thorities of the countries are to settle the question of residence by
mutual agreement. :

Noncbrpbyrdtvé‘ eﬂiity dual ifeéidents l

In the case of a person other than an individual or a companyb

that is resident in both countries under the basic treaty definition,
the proposed treaty, like the U.S. model, requires the competent
authorities of the two countries to settle the question by mutual

agreement and determine the mode of application of the treaty to

the person.
Corporate dual residents
In general ‘

In the case of a company that is resident in both countries under

the basic treaty definition, the proposed treaty requires the com-
petent authorities to endeavor to settle the question by mutual
agreement, having regard to the company’s place of effective man-
agement, the place where it is incorporated or otherwise con-
stituted, and any other relevant factors. If they are unable to reach

such an agreement, the company generally will be ineligible for’
benefits under the proposed treaty. However, the company will be

entitled to claim benefits under the proposed treaty provisions on
non-discrimination (Article 28), mutual agreement procedures (Ar-
ticle 29), entry into force (Article 37), and a portion of the double
taxation provisions requiring the United States to give credits for
certain Dutch taxes (Article 25, paragraph 4). In this the proposed
treaty is similar to some existing U.S. treaties, but dissimilar to
the U.S. model treaty, which does not specify absence of treaty ben-
efits in cases where the competent authorities cannot agree. The
Technical Explanation indicates that a dual resident corporation
denied the benefits of the treaty may still be treated as a resident
of either country where its residence is relevant to benefits claimed
by another person under the proposed treaty. For example, a Dutch

a dividend paid by a dual resident corporation.

resident may claim the benefits of reduced U.S. withholding tax on"
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Stapled entities

According to the Understanding, it is understood that the mutual
agreement procedure set forth above for dealing with dual resident
companies will be applied to Dutch resident companies that are
treated as U.S. residents under the Code provisions regarding so-
called “stapled entities.” Prior to the Tax Reform Act of 1984, tax-
payers had entered into arrangements in which the stock of two (or
more) entities was “stapled” or “paired” so that shareholders could
not trade the stocks separately. Typically, the management of the
stapled-stock entities was the same. In these cases some had ar-
gued that a foreign corporation stapled to a U.S. corporation could
not be treated as a controlled foreign corporation, and the rules ap-
plying to U.S.-controlled foreign corporations would not apply; e.g.,
the foreign corporation’s subpart F income could not be inc{)uded in
the income of the U.S. corporation. Under a provision enacted in
the 1984 Act (Code sec. 269B), when a foreign and a domestic cor-
poration are stapled entities, generally the foreig’n corporation will
be treated as domestic. Therefore, the stapled foreign corporation
will be subject to U.S. tax on its worldwide income.23 In addition,
the Treasury is authorized to prescribe such regulations as will be
necessary to prevent avoidance or evasion of Federal income tax
through the use of stapled entities, including among other things
régulations providing tge extent to which one of the stapled enti-
ties shall be treated as owning the other entity.

Subject to a grandfather for certain entities stapled as of June
30, 1983, the stapled stock provision generally overrode treaties
that were in force when the 1984 Act became law. For example, the
Code provides on the one hand that a foreign corporation stapled
to a U.S. corporation is taxable as a U.S. corporation. A treaty may
provide, on the other hand, that a corporation incorporated under
the laws of the treaty partner is not taxable in the United States
on industrial or commercial profits unless it has a U.S. permanent
establishment (see, e.g., Article ITI(1) of the present treaty). In such
a case, a foreign corporation stapled on June 30, 1983 to a U.S. cor-
poration is entitled to applicable treaty benefits. The Code does not
treat it as a U.S. corporation. Under the proposed treaty, that
grandfathered treatment would be continued. With respect to enti-
ties to which no grandfather rule applies, the competent authorities
may address double taxation that may arise upon application of
section 269B. The staff understands, however, that it is not con-
templated that the competent authorities would agree to tax treat-
ment that undermines the anti-abuse purposes of section 269B.
Thus, it is understood that the competent authorities would not
agree to treat a Dutch corporation, stapled to a U.S. corporation,
as a Dutch company entitled to treaty benefits, unless the U.S.
competent authority was otherwise prepared to exercise its author-
ity to exempt it from section 269B under the exception relating to
f&eign—owned corporations, or unless adequate provision was made

28 Foreign-owned stapled entities may be exempt from this rule. Other stapled entity cases
are also covered in section 269B. Stock in, one corporation that constitutes a stapled interest
with respect to stock of a second corporation ﬁenerally is treated as owned by the second cor-
poration for ses of Code section 1563. The effects of this ‘section 1563 treatment include
denial of multiple~surtax exemptions and denial of multiple accumulated earnings tax credits.
Stapled entities generally are treated as one entity in determining whether any stapled entity
is a REIT or RIC. : - T A EER Y R

RIS

J
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to subject the two corporations to the rules that apply to U.S.-con-
trolled foreign corporations, treating the Dutch corporation as
owned by the U.S. corporation. ' o
Article 5. Permanent Establishment S

-The proposed treaty contains a definition of the term “permanent
establishment” that generally follows the pattern of other recent
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 attributable
to a permanent establishment of the resident in the other country.
In addition, the permanent establishment concept is used to deter-
mine whether the reduced rates of, or exemptions from, tax pro-
vided for dividends, interest, and royalties will apply, or whether
those amounts will be taxed as business profits. Taxation of busi-
ness profits is discussed under Article 7 (Business Profits). An ex-
ception to the “permanent establishment” threshold for taxing in-
come is set forth in Article 27 (Offshore Activities).

In general, under the proposed treaty, a permanent establish-
ment is a fixed place of business through which an enterprise en-
gages in business. 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 re-
sources. It also includes any building site or construction or instal-
lation project, if the site or project lasts for more than 12 months.
The 12-month period for establishing a permanent establishment in
connection with a site or project corresponds to the rule of the U.S.
model treaty. ‘ , ;

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 for the enterprise. These activities include
as well the maintenance of a fixed place of business solely for the
purpose of carrying on, for the enterprise, any other activity of a

~ preparatory or auxiliary character. Unlike the present treaty, the

proposed treaty makes no reference to such activities as advertis-
ing, the supply of information, or scientific research. Nor is such
a specification part of the U.S. or OECD models. The Technical Ex-
planation mentions such activities as preparatory or auxiliary,
however. ’ o R

Under the U.S. model treaty, the maintenance of a fixed place of
business solely for any combination of the activities described in
the preceding paragraph will not constitute a permanent establish-
ment. Under the proposed treaty, a fixed place of business used
solely for any combination of these activities will not constitute a
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permanent establishment, provided that the: overall activity of the
fixed place of business is of a preparatory or auxiliary character.
Neither clause appears in the present treaty. o e

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 generally will be deemed to have a
permanent establishment in the first country in respect of any ac-
tivities that person undertakes for the enterprise. Consistent with
the U.S. and OECD model treaties, 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.
Under the present treaty this exception only applies where the ex-
ercise of authority is limited to the purchase of goods or merchan-
dise for the account of the enterprise. The proposed treaty contains
the usual provision that no permanent establishment will be
deemed to arise based on the agent’s activities if the agent is a
broker, general commission agent, or any other agent of independ-
ent 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
regard to whether the company is related to a company that is a
resident of the other country or to a company that engages in busi-
ness in that other country. Such relationships are thus not rel-
evant; only the activities of the company being tested are relevant.

Article 6. Income from Real Property

This article covers income from real property. The rules covering
%}ains )from the sale of real property are in Article 14 (Capital

ains). :

Under the proposed treaty, income derived by a resident of one
country from real property situated in the other country may be
taxed in the country where the real property is located. Income
from real property includes income from agriculture or forestry.

The term “real property” generally has the meaning that it has
under the law of the country in which the property in question is
situated. For property situated in the United States, the term
means “real property” as defined by U.S. law. The term in any case
includes property accessory to real property; livestock and equip-
ment used in agriculture and forestry; rights to which the provi-
sions of general law respecting landed property apply; usufruct of
real property; and rights to variable or fixed payments as consider-
ation for the working of, or the right to work, mineral deposits,
sources, and other natural resources. Thus, income from real prop-
erty includes royalties and other payments in respect of the exploi-
tation of natural resources (e.g., oil). Ships and aircraft are not real
property. ' _ o

The proposed treaty specifies the country in which the real prop-
erty is situated in the case of real property comprised of explo-
ration and exploitation rights to the sea bed, its sub-soil, and the
natural resources found therein (including rights to interests in, or
to benefits of, assets to be produced by such exploration or exploi-
tation). Such real property is to be regarded as situated in the
country in which, as defined in Article 3, the sea bed, sub-soil, and
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natural resources are located. These rights are to be considered to
pertain to the property of a permanent establishment in that coun-
try to the same extent that any item of real property located in
that country would be considered to pertain to a permanent estab-
lishment in that country. This language, although not present in
the model treaty, is consistent with the rule that would apply in
its absence, taking into account the definitions of the United States
and the Netherlands. B I

The source country may tax income derived from the direct use,
letting, or use in any other form of real property. The rules of this
article allowing source country taxation also apply to the income
from real property of an enterprise and to income from real prop-
erty used for the performance of independent personal services. - -

Like the U.S. model treaty and certain other U.S. income tax
treaties, the proposed treaty provides residents of one country with
an election to be taxed on a net basis by the other country on in-
come from real property in that other country. (U.S. internal law
currently provides such a net-basis election for income of a foreign
person from U.S. real property income (secs. 871(d) and 882(d)).)
The proposed treaty provides that any such election shall be bind-
ing for the taxable year of the election and all subsequent taxable
years unless the competent authorities of the treaty countries agree
to terminate the election, pursuant to a request by the taxpayer
made to the competent authority of the country in which the tax-
payer is resident. : I e
Article 7. Business Profits

U.S. Code rules L : L

U.S. law distinguishes between the U.S. business income and the
other U.S. income of a nonresident alien or foreign corporation. A
nonresident alien or foreign corporation is subject to a flat 30-per-
cent rate (or lower treaty rate) of tax on certain U.S. source income
if that income is not effectively connected with the conduct of a
trade or business within the United States. The regular individual
or corporate rates apply to income (from any source) which is effec-
tively connected with the conduct of a trade or business within the
United States. ' B e

The treatment of income as U.S. business income depends upon
whether the source of the income is U.S. or foreign. In general,
U.S. source periodic income (such as interest, dividends, rents, and
wages), and U.S. source capital gains are effectively connected with
the conduct of a trade or business within the United States only
if the asset generating the income is used in or held for use in the
conduct of the trade or business, or if the activities of the trade or
business were a material factor in the realization of the income. All
other U.S. source income of a person engaged in a trade or business
in the United States is treated as effectively connected with the
conduct of a trade or business in the United States (thus it is said
to be taxed as if it were business income under a limited “force of
attraction” rule).

In the case of foreign persons other than insurance companies,
foreign source income is effectively connected income only if the for-
eign person has an office or other fixed place of business in the
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United States and the income is attributable to that place of busi-
ness. For such persons, only three types of foreign source income
can be effectively connected income: rents and royalties derived
from the active conduct of a licensing business; dividends and in-
terest either derived in the active conduct of a banking, financing
or similar business in the United States, or received by a corpora-
tion the principal business of which is trading in stocks or securi-
ties for its own account; and certain sales income attributable to a
U.S. sales office. o R

The foreign source income of a foreign éorporation that is subject
to tax under the insurance company provisions of the Code may be
treated as U.S.-effectively connected without regard to the fore-
going rules, so long as that income is attributable to its U.S. busi-
ness. In addition, the net investment income of such a company
that must be treated as effectively connected with the conduct of
an insurance business within the United States is not less than an
amount based on a combination of asset/liability ratios and rates
of return on investments experienced by the foreign person in its
world-wide operations and by the U.S. insurance industry.

Trading in stocks, securities, or commodities in the United States
for one’s own account generally does not constitute a trade or busi-
ness in the United States, and accordingly, income from those ac-
tivities is not taxed by the United States as business income. Thus,
income from trading through a U.S.-based employee, a resident
broker, commission agent, custodian, or other agent, or from trad-
ing by a foreign person physically present in the United States gen-
erally is not taxed as business income. However, this rule generally
does not apply to a dealer, or, in the case of trading in stocks or
securities, to a corporation the principal business of which is trad-
ing in stocks or securities for its own account, if its principal office
is in the United States. =~~~ . : Sl mn

The Code as amended by the Tax Reform Act of 1986 provides
that any income or gain of a foreign person for any taxable year
that is attributable to a transaction in any other taxable year will
be treated as effectively connected with the conduct of a U.S. trade
or business if it would have been so treated had it been taken into
account in that cther taxable year (Code sec. 864(c)6)). In addition,
the Code provides that if any property ceases to be used or held
for use in connection with the conduct of a trade or business within
the United States, the determination of whether any income or
gain attributable to a sale or exchange of that property occurring
within 10 years after the cessation of business is effectively con-
nected with the conduct of trade or business within the United
States shall be made as if the sale or exchange occurred imme-
diately before the cessation of business (Code sec. 864(c)7)).

Proposed treaty rules A I

Under the proposed treaty, business profits of an enterprise of
one country are taxable in the other country only to the extent that
they are attributable to a permanent establishment in the other
country through which the enterprise carries on business. This is
one of the basic limitations on a country’s right to tax income of
a resident-of the other country. . IR N '
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The taxation of business profits under the proposed treaty differs
from U.S. rules for taxing business profits primarily by requiring
more than merely being engaged in a trade or business before a
country can tax business profits, and by substituting an “attrib-
utable to” standard for the Code’s “effectively connected” standard.

Under the Code, all that is necessary for effectively connected busi-
ness profits to be taxed is that a trade or business be carried on
in the United States. Profits from U.S. source income other than
U.S. source periodic income (such as interest, dividends, rents, and
wages), and U.S. source capital gains, are treated as effectively
connected with the conduct of a trade or business in the United
States, and taxed as such by the United States, without regard to
whether they were derived from business activities or business as-
sets. Under the proposed treaty, by contrast, a fixed place of busi-
ness must be present and the business profits must be attributable
to that fixed place of business. - L T e e
The business profits of a permanent establishment are deter-
mined on an arm’s-length basis. Thus, there are to be attributed
to a permanent establishment the business profits which would
reasonably be expected to have been derived by it if it were a dis-
tinct and separate entity engagpd in the same or similar activities

under the same or similar conditions and dealing wholly independ-

ently with the enterprise of which it is a permanent establishment.
For example, this arm’s-length rule applies to transactions between
the permanent establishment and a branch of the resident enter-
prise located in a third country. Amounts may be attributed to the
permanent establishment whether they are from sources within or
with’(”(imt the country in which the permanent establishment is lo-
cated. . s e A e R
_In computing taxable business profits, the proposed treaty pro-
vides that deductions are allowed for expenses, wherever incurred,
that are incurred for the purposes of the permanent establishment,
These deductions include executive and general administrative ex-
penses, research and development expenses, interest, and other ex-
penses incurred for the purposes of the enterprise as a whole (or,
if not the enterprise as a whole, at least a part of the enterprise
that includes the permanent establishment). According to the Tech-
nical Explanation, under this language, which differs in minor re-
spects from the U.S. model, the United States is free to use its cur-
rent expense allocation rules, including rules for allocating deduct-
ible interest expense under Treas. Reg. sec. 1.882-5, in determining
the deductible amount. Thus, for example, a Dutch company which
has a branch office in the United States but which has its head of.
fice in the Netherlands will, in computing the U.S. tax liability of
the branch, be entitled to deduct a portion of the executive and
general administrative expenses incurred in the Netherlands by
the head office, allocated and apportioned in accordance with
Treas. Reg. sec. 1.861-8, for purposes of operating the U.S. branch.
The Understanding goes into additional detail in differentiating
the profits of an enterprise as a whole from the profits of the enter-
prise’s permanent establishment. It is understood that the profits
of a permanent establishment will not be determined on the basis
of the total income of the enterprise, but only on the basis of that
portion of the income of the enterprise that is attributable to the
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actual activity of the permanent establishment in respect of the
business. Specifically, according te the Understanding, in the case
of confracts for the survey, supply, installation or construction of
industrial, commercial or scientific equipment or premises, or of
‘publie works, when the enterprise has a permanent establishment,
the profits attributable to the permanent establishment will not be
determined on the basis of the total amount of the contract, but
shall be determined on the basis only of that part of the contract
that is effectively carried out by the permanent establishment. The
profits related to that part of the contract that is carried out by the
head office of the enterprise will not be taxable in the country in
which the permanent establishment is situated.

Business profits will not be attributed to a permanent establish-
ment merely by reason of the purchase of merchandise by a perma-
nent establishment for the enterprise. Thus, where a permanent
establishment purchases goods for its head office, the business
profits attributed to the permanent establishment with respect to
its other activities will not be increased by a profit element in its
purchasing activities.

The present treaty contains a “force of attraction rule” similar to,
but broader than, the force of attraction rule contained in the Code
as described above. Under the present treaty, an enterprise of one
country is taxable by the other country both on industrial or com-
mercial profits actually derived and those deemed to be derived
through a permanent establishment in the other country. The pro-
posed treaty eliminates this rule, providing instead that the bus1-
ness grofits to be attributed to the permanent establishment shall
include only the profits derived from the assets or activities of the
permanent establishment. Thus the proposed treaty not only de-
parts from the present treaty but also from the more limited force
of attraction rule in the Code. The proposed treaty’is consistent
with the model treaties and other emstmg U S treatles 1n thJs re-
spect. - e

The amount of proﬁts attnbutable toa permanent estabhshment
must be determined by the same method each year unless there is
good and sufficient reason to change the method. . ,

Where business profits include items of income which are dealt
with separately in other articles of the treaty, those other articles,
and not the business profits article, will govern the treatment of
those items of income. Thus, for example, dividends are taxed
under the provisions of Article 10 {Dividends), and not as busmess
profits, except as provided in paragraph 5 of Article 10.

Finally, the proposed treaty provides that, to the extent that the
U.S. excise tax on insurance premiums received by a foreign in-
surer is a covered tax under Article 2 of the treaty, the United
States may not impose that tax on premiums which are the re-
ceipts of a business of insurance carried on by a Dutch enterprise,
whether or not that business is carried on through a permanent es-
tablishment in the United States. As explained above, under the
so-called anti-conduit rule, that tax is not a covered tax if the risk
to which the premium applies is reinsured with a person not enti-
tled to similar treaty benefits. Thus, a premium received by a
Dutch insurance business remains subJect to the U.S. excise tax
imposed under the Code if the risk is so reinsured. The Technical
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Explanation indicates that this rule is merely a restatement of the
result obtained by -applying the other prov1s1ons of the treaty to
U.S. internal law.

Like the present Dutch treaty but unlike the U.S. model, the pro-
posed treaty contains no definition of “business profits.” Under the
U.S. model, the term means income derived from any trade or busi-
ness, including the rental of tangible personal property and the
rental or licensing of-cinematographic films or films or tapes used
for radio or television broadcasting. Under the present treaty, in--
come from the rental of tangible personal property and the rental
or licensing of cinematographic films or films or tapes used for
radio or television broadcasting are treated as royalties. The pro-
posed treaty eliminates that rule, with the result, as explained in
the Technical Explanation, that ‘such income may be treated as
business profits, consistent with the U.S. model in other cir-
cumstances, they may simply be “other income.”

The effect of the deferred payment rules and the deferred gam
rules for determining U.S.-effectively connected income under the
Code (sec. 864(c)(6) and (7)) on Dutch residents eligible for treaty
benefits are dealt with in Article 24 (Basis of Taxatlon) of the pro-
posed treaty. ‘ o

Article 8. Shipping and Alr Transport

Article 8 of the proposed treaty covers income from the operatlon
of ships and aircraft in international traffic. The rules governing
income from the sale of ships and aircraft operated i in international
traffic are in Article 14 (Capital Gains). -

As a general rule, under the Code the United ‘States taxes the
U.S. source income of a foreign person.from the operation of ships
or aircraft to or from the United States. An exemptlon from U.S.
tax is provided if the income is earned by a corporatlon that is or-
ganized in, or an alien individual who is resident in, a foreign
country that grants an equivalent exemption to U.S. corporatlons
and residents. The United States has entered into agreements with
a number of countries, including the Netherlands, providing such
reciprocal exemptions. Beneﬁts accorded under such an agreement
are not restricted by any inconsistent provisions of the proposed
treaty.

‘Under the proposed treaty, profits which are derived by an enter-
prise of one country from the operatlon in international traffic of
ships or aircraft (“shipping profits”) will be exempt from tax by the
other country, regardless of the existence of a permanent establish-
ment in the other country. International traffic means any trans-
port by ship or aircraft operated by an enterprise of one of the trea-
ty countries, except where the ship or aircraft is operated solely be-
tween places in the other treaty country (Article 3(1Xh) (General
Definitions)). Unlike the exemption provided in the present treaty,
the exemption in the proposed treaty applies whether or not the
ships or aircraft are registered in the first country. Thus, for exam-
ple, the Netherlands would not tax the income of a U, S resident
operating a Liberian-flag vessel in international traffic. '

As is true of some other existing U.S. treaties, the proposed trea-
ty does not provide protection from source country taxation of in-
come from bareboat leases of ships or aircraft in international traf-
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fic to the same extent as the U.S. model treaty, which exempts
such income from source country tax as income from the operation
of ships or aircraft in international traffic. For example, the U.S.
model provides for exemption from tax in the source country for a
bareboat lessor (such as a financial institution or a leasing com-
pany) that does not operate ships or aircraft in international traf-
fic, but that leases ships or aircraft for use in international traffic.
Under the proposed treaty, the exemption for shipping profits does
not apply to profits from the rental on a bareboat basis of ships or
aircraft unless those profits are incidental to profits from inter-
national shipping income. A taxpayer such as a financial institu-
tion or a leasing company that does not operate ships or aircraft
generally would look to the other articles of the proposed treaty for
the rules governing the rental income. For example, if the income
were properly characterized as business profits,24 it would be ex-
empt from tax by the source country unless it is attributable to a
permanent establishment in that country.

Unlike the U.S. model, Article 8 of the proposed treaty also does
not expressly cover income derived from the use, maintenance, or
rental of containers (or trailers, barges, ‘and related equipment for
the transport of containers) used in international traffic. Again, a
taxpayer with income from such activities would generally look to
other articles of the proposed treaty for the treatment of such in-
come (unless the income was itself treated as income from the oper-
ation of ships or aircraft2s ), ' '

The shipping and air transport provisions apply to profits from'

participation in a pool, joint business, or international operating
agency, assuming that the other provisions of the proposed treaty
(e.g., the limitation on benefits article (Article 26)) permit such ap-
plication. In that case, the proportionate share of each treaty coun-
try resident shall be treated as derived directly from the operation
of ships or aircraft in international traffic. . o
In the diplomatic notes exchanged at the time the proposed trea-

ty was signed, the United States Government gave its assurances
to the Government of The Netherlands that, in the event a state
or local government in the United States seeks to impose a tax on
the income of airline or shipping companies resident in the The
Netherlands in circumstances where the proposed treaty would
preclude a Federal income tax on that income, the United States
Government will contact the state or local government seeking to
impose the tax in an effort to persuade that government to refrain
from imposing the tax. : o ;
Article 9. Associated Enterprises » .

_The proposed treaty, like most other U.S. tax treaties, contains
an arm’s length pricing provision. The proposed treaty recognizes

the right of each country to make an allocation of income, deduc-
tions, receipts, allowances or outgoings to the profits taxable by

that country in the case of transactions between related enter-

prises, if an allocation is necessary to reflect the conditions which
would have been made between indepe’ndept enterprises Thg pro-
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posed treaty provides that it is understood, however, that the fact
that associated enterprises have concluded arrangements, such as
cost sharing arrangements or general services agreements, for or
based on the allocation of executive, general administrative, tech-
nical and commercial expenses, research and development ex-
penses, and other similar expenses, is not in itself a condition giv-
ing rise to this right. The staff understands, however, that amounts
provided under such arrangements may nevertheless be reallocated
by the taxing authorities in accordance with this article, when nec-
essary to implement the general substantive rule of the provision.

For purposes of the proposed treaty, an enterprise of one country
is related to an enterprise of the other country if one of the enter-
prises participates directly or indirectly in the management, con-
trol, or capital of the other enterprise. Enterprises are also related
if the same persons participate directly or indirectly in their man-
agement, control, or capital. According to the Understanding, it is
understood that for this purpose, in determining whether an enter-
prise participates directly or indirectly in the management, control
or capital of another enterprise, an enterprise may be considered
an associated enterprise with respect to an enterprise in which its
only interest is represented by evidences of indebtedness, if the in-
debtedness provides the holder with the right to participate in the
management, control or capital of the enterprise that issued the in-
debtedness, or such holder in practice participates in such manage-
ment, control or capital. L e R e T

Like the present Dutch treaty and the OECD model, the pro-
posed treaty omits the paragraph of the U.S. model stating that
this provision is not intended to limit any law in either country
which permits the distribution; apportionment, or allocation of in-
come, deductions, credits, or allowances between related persons
when necessary in order to prevent the evasion of taxes or clearly
to reflect the income of those persons. Nevertheless, the staff un-
derstands that under the proposed treaty the United States retains
the right to apply its intercompany pricing rules (Code section 482,
including, it is understood by Treasury, the “commensurate with
income” standard for pricing transfers of intangibles) and its rules
relating to the allocation of deductions (Code sections 861, 862,
863, and 864, and applicable regulations).

The Understanding provides that nothing in the forgoing (or the
corresponding paragraph of the interest article (Article 12) shall
prevent either treaty country from determining the appropriate
amount of interest deduction of an enterprise not only by reference
to the amount of interest with respect to any particular debt-claim
but also by reference to the overall amount of debt capital of the
enterprise. In the context of a mutual agreement procedure, the
amount of the interest deduction shall be determined in a manner
consistent with the principles of the above rule, by reference to con-
ditions in commercial or financial relations which prevail between
independent enterprises dealing at arm’s length. Those principles
are more fully examined and explained in OECD publications re-
garding “thin capitalization.” :

When a redetermination of tax liability has been properly made
by one country, the other country will make an appropriate adjust-
ment to the amount of tax paid in that country on the redeter-
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mined income. This “correlative adjustment” clause has no counter-
part in the present treaty. In making that adjustment, due regard
is to be given to other provisions of the treaty and the competent
authorities of the two countries will consult with each other if nec-
essary. For example, under the mutual agreement article (Article
29), a correlative adjustment cannot necessarily be denied on the
ground that the time period set by internal law for claiming a re-
fund has expired. To avoid double taxation, the proposed treaty’s
saving clause retaining full taxing jurisdiction in the country of
residence or nationality (discussed below in connection with Article
24 (Basis of Taxation)) will not apply in the case of such adjust-
ments. : -

The Understanding provides that the competent authorities shall
endeavor to resolve by mutual agreement any case of double tax-
ation arising by reason of an allocation of income, deductions, cred-
its or allowances caused by the application of internal law regard-
ing thin capitalization, earnings stripping, or transfer pricing, or
other provisions potentially giving rise to double taxation. In this
mutual agreement procedure, the proper allocation of income, de-
ductions, credits or allowances under the treaty will be determined
in a manner consistent with the principles of the Associated Enter-
prises article by reference to conditions in commercial or financial
relations that prevail between independent enterprises dealing at
arm’s length. Consistent with mutual agreement procedures. of
other income tax treaties, including those entered into by both
treaty countries, a procedure under the mutual agreement proce-
dure article concerning an adjustment in the allocation of income,
deductions, credits or allowances by one of the countries might re-
sult either in a correlative adjustment by the other country or in
a full or partial readjustment by the first-mentioned country of its
original adjustment.

Article 10. Dividends

In general

The proposed treaty replaces the dividend article of the present
treaty with a new article that makes several changes. First, the
proposed treaty generally liberalizes the conditions under which
the 5 percent direct dividend withholdirg rate limitation is im-
posed. Second, the proposed treaty permits exceptions to the gen-
eral 5 percent and 15 percent source country tax rates on dividends
from a regulated investment company (RIC), a real estate invest-
ment trust (REIT), or a Dutch investment organization
(beleggingsinstelling). Third, the proposed treaty permits the appli-
cation by the source country of the treaty’s dividend tax rates to
income from arrangements, including debt obligations, carrying the
right to participate in profits.

Internal dividend taxation rules

United States

The United States generally imposes a 30-percent tax on the
gross amount of U.S. source dividends (other than dividends paid
by an “80/20 company” described in Code section 861(¢)) paid to
nonresident alien individuals and foreign corporations. The 30-per-

]
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cent tax does not apply if the foreign recipient is engaged in ‘a
trade or business in the United States and the dividends are effec-
tively connected with that trade or business. In such a case, the
foreign recipient is subject to U.S. tax like a U.S. person at the
standard graduated rates, on a net basis. SR R

Under U.S. law, the term dividend generally means any distribu-
tion of property made by a corporation to its shareholders, either
from accumulated earnings and profits or current year earnings
and profits. However, liquidating distributions generally are treat-
ed as payments in exchange for stock, and are thus not subject to
the 30-percent withholding tax described above (see discussion of
capital gains in connection with Article 14, below). Moreover,
amounts paid on debt obligations carrying the right to participate
in profits typically are treated as interest under U.S. law and as
a result, such amounts may in some cases be exempt under the
Code from U.S. withholding tax (see discussion of interest in con-
nection with article 12, below). , o o

U.8S. source dividends are generally dividends paid by a U.S. cor-
poration. Also treated as U.S. source dividends for this purpose are
portions of certain dividends paid by a foreign corporation, 25 per-
cent or more of whose gross income over a three-year testing period
consists of income that is treated as effectively connected with the
conduct of a U.S. trade or business. The U.S, source portion of such
dividend is ‘generally equal to the total amount of the dividend,
multiplied by the ratio over the testing period of the foreign cor-
poration’s U.S. effectively connected gross income to its total gross
income. No tax is imposed, however, on a foreign recipient to the
extent of such U.S. source portion unless a treaty prevents aiplica-
tion of the statutory branch profits tax. The tax imposed on the lat-
ter dividends is often referred to as the “second level” withholding
tax. -

Under proposed regulations, certain other payments that sub-
stitute for dividends in a securities lending transaction are treated-
as dividends for tax purposes.26 These regulations cover cases
where, for example, a Dutch person owns dividend-paying stock in
a U.S. corporation and “lends” the stock to a second person in ex-
change for a promise by the second person to make payments to
the lender. The “borrower” is required to make payments to the
lender during the term of the “loan” that are equivalent to the divi-
dends paid with respect to the stock. This equivalent payment is
referred to in the proposed regulations as a substitute dividend
payment. ,

_In general, corporations do not receive deductions for dividends
paid under U.S. law. Thus, the withholding tax on dividends and’ -
branch profits taxes theoretically represent imposition of a second
level of tax on corporate taxable income. Treaty reductions of these
taxes reflect the view that where, for example, the United States
already imposes corporate level tax on the earnings of a U.S. cor-
poration, a 30-percent withholding rate may represent an excessive
level of source country taxation. Moreover, the 5-percent rate on
dividends paid to direct investors reflects the view that the source

26 INTL-106-89, 1992-1 C.B. 1196. The proposed regulatlons would amend séctidns; 1.861-2,
1.861-3, 1.871-7, 1.881-2, 1.894-1, and 1.1441-2 of the Treasury regulations. e
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country tax on payments of profits to a substantial foreign cor-
porate shareholder may properly be reduced further to avoid double
corporate-level taxation and to facilitate international investment.
A REIT is a corporation, trust, or association that is subject to
the regular corporate income tax, but that receives a deduction for
dividends paid to its shareholders if certain conditions are met
(Code sec. 857(b)). One of those conditions is the requirement that
at least 75 percent of its gross income is derived from certain enu-
merated real estate-related transactions. Another is that at the
close of each quarter, at least 75 percent of the value of its assets
must be represented by real estate assets, cash and cash items,
and government securities. . S ‘
In addition, in order to qualify for the deduction for dividends
paid, a REIT must distribute most of its income. Thus, a REIT is
treated, in essence, as a conduit for federal income tax purposes.
A REIT is organized to allow persons to diversify ownership ‘in pri-
marily passive real estate investments. Often, the principal income
of a REIT is rentals from real estate holdings. R
Because a REIT is taxable as a U.S. corporation, a distribution
of earnings is treated as a dividend, rather than income of the
same type as the underlying earnings. Distributions of rental in-
come, for example, are not themselves considered rental income.
This is true even though the REIT generally is not taxable at the
entity level on the earnings it distributes. Because a REIT cannot
be engaged in an active trade or business, its distributions are sub-
ject to U.S. withholding tax of 30 percent when paid to foreign own-
ers. ) . . I e ,. Ce e s
Like dividends, U.S. source rental income of foreigh persons is
generally subject to U.S. withholding tax at a statutory rate of 30
percent (unless, in the case of rental income, the recipient elects to
have it taxed in the United States on a net basis at the regular
income tax rates). Unlike the tax on dividends, however, the with-
holding tax on rental income generally is not reduced in U.S. in-
come tax treaties. E - oo -
- The Internal Revenue Code also generally treats RICs as both
corporations and conduits for income tax purposes. The purpose of
a RIC is to allow investors to hold a diversified portfolio of securi-
ties. Thus the holder of stock in a RIC may be characterized as a
portfolio investor in the stock held by the RIC, regardless of the
proportion of the RIC’s stock owned by the dividend recipient.

Netherlands

At present, the Netherlands generally imposes a 25-percent with-
holding tax on certain Dutch source payments that include divi-
dends (the dividendbelasting or “dividend tax” referred to in Article
2 (Taxes Covered)). The dividend tax generally applies to proceeds
from shares, profit-sharing bonds, and certain certificates, includ-
ing profit distributions and liquidation proceeds.27- -~ et

27 Under U.S. law, by contrast, liquidation proceeds generally are treated as capital gains, and
are thus not subject to the corresponding U.S. 30-percent withholding tax. Moreover, the U.S.
withholding tax rules applicable to U.S.-source income paid on profit sharing bonds may alse
result in an absence of U.S. withholding tax. The Dutch dividend tax, therefore, may apply to
Dutch source income paid‘to a U.S. resident in a case where a corresponding U.S. source item
of income paid to a Dutch resident might not be subject to U.S. withholding tax under the Code.

3
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The dividend tax generally applies to Dutch source proceeds
- whether paid to individual or corporate residents or nonresidents.28
The dividend tax does not apply to a dividend paid to a foreign cor-
poration residing in a European Communities (“EC”) member coun-
try, if the dividend is subject to Dutch tax law dprovisions enacted
in response to the so-called “parent-subsidia: ‘directive” approved
by the EC Council of Ministers on July 23, 1990.29 Moreover, the
dividend tax does not apply (or applies at a reduced rate) to an
amount paid to a nonresigent eligible for the elimination or reduc-
tion of the dividend tax by treaty. =~ = o o

The dividend tax is creditable against the Dutch income or com-
pany tax imposed on a Dutch resident shareholder receiving. the
taxable amount (or in some cases a nonresident subject to Dutch
income or corporate tax). An excess of the dividend tax over those
taxes generally is refundable to a Dutch resident (or in some lim-
itec% cases a nonresident subject to the Dutch income or corporate
Like U.S. corporate tax law, Dutch tax law generaily embodies
the so-called “classical system” under which corporate income may
be taxed at the corporate level, and then taxed again at the share-
holder level upon a distribution, without a ‘mechanism such as an
imputation credit or a dividends paid deduction to integrate the
two levels of tax. Also like U.S. tax law, Dutch law provides for
special reduced corporate taxation in the case of certain Dutch resi-
dent corporations serving as investment vehicles. An investment
organization that qualifies for such treatment is referred to as a
“beleggingsinstelling” in Article 28 of the Netherlands Corporation
Tax Act (Wet op de vennootschapsbelasting 1969). Its activities
consist wholly or largely of stock, debt, or real estate investments,
and it meets certain requirements concerning, among other things,
stock ownership and the annual distribution of its profits. Gen-
erally, it is subject to a zero-percent corporate tax rate. Moreover,
in a limited class of cases, the dividend tax does not apply to divi-

dends paid by a beleggingsinstelling to Dutch residents. .

- Treaty reduction of dividend taxes o
~ Under the proposed treaty, each country may tax dividends paid
by its resident companies, but the rate of tax is limited by the pro-
posed treaty if the beneficial owner of the dividends is a resident
of the other country. Source country taxation generally is limifed
to 5 percent of the gross amount of the dividends if the beneficial
owner of the dividends is a company which holds directly at least
10 percent of the,voj;in%1 shares of the payor corporation. The Un-
derstanding provides that a beneficial owner of dividends who
holds depository receipts or trust certificates evidencing beneficial
ownership of the shares in lieu of the shares themselves may also
claim entitlement to this 5-percent rate undar the proposed ireaty.

Under the present Dutch treaty, source country tax may be im-
- posed at a 15-percent rate, rather than only a 5-percent rate, un-

28 An exception a?plies to certain dividends paid to Dutch corporations holding at least 5
cent of the stock of the payor. This exemption mirrors the so-called “participation exemption”
(discussed below in connection with Article 25) under which Dutch corporations are exempt from
tax on dividends paid by corporations (Dutch or foreign) in which the recipient owns at least
a 5-percent interest. ) o e R T e

2990/435/EEC.
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less a higher ownership threshold is met (either 25-percent stock
ownership by one recipient corporation residing in the other coun-
try, or 25-percent ownership by a group of recipient corporations
resident in that country each of which owns at least 10 percent),
and is met for the period ending on the date the dividend is paid
and beginning at the start of the paying corporation’s previous tax-
able year. - ' ’ R
Under the proposed treaty, the tax generally is limited to 15 per-
cent of the gross amount of the dividends in cases involving divi-
dends paid te residents of the other country not described above in
connection with the proposed treaty. ' o
The Understanding provides that where a person loans shares
(or other rights the income from which is subject to the same tax-
ation treatment as income from shares) and receives from the bor-
rower an obligation to pay an amount equivalent to any dividend
distribution made with respect to the shares or other rights loaned
during the term of the loan, the person will be treated as the bene-
ficial owner of the dividend paid with respect to those shares or
other rights for purposes of the application of this article to the
equivalent amount. Thus the proposed treaty would permit the
United States to impose withholding tax on substitute dividend
payments. . T
Under the present treaty, as, for example, under the U.S.-France
income tax treaty, the prohibition on source country tax at a rate
exceeding 5 percent does not apply in certain cases where more
than 25 percent of the gross income of the dividend payor for the
prior taxable year consisted of interest and dividends. The proposed
treaty would eliminate this rule, and replace it with rules similar
to those adopted in recent treaties and protocols that allow source
country tax in excess of 5 percent on direct investment dividends
from a RIC or REIT.3¢. = " B S LS L
The proposed treaty allows the Netherlands to impose at least a
15-percent tax on any dividend paid by a beleggingsinstelling in the
sense of Article 28 of the Netherlands Corporation Tax Act. There
is no limit in the proposed treaty on the tax that may be imposed
by the Netherlands ‘on "~ certain dividends paid by a
beleggingsinstelling if the company invests in real estate to the
same extent as is required of a REIT under U.S. law. The staff un-
derstands that in order for the limitation to be lifted in this case,
generally the beleggingsinstelling would have to meet a gross in-
~ come test like that in Code section 865(cX3) and an asset similar
to that in section 865(c)(5). Such a dividend would thus be taxable
by the Netherlands, assuming no change in present Dutch internal
law, at the full 25-percent rate. The absence of treaty limitation in
this case applies to a dividend that is beneficially owned by a U.S.
resident individual holding a 25-percent or greater interest in the
company. This absence of limitation also applies to Dutch withhold-
ing on a dividend the beneficial owner of which is a U.S. resident
other than an individual, a RIC, or a REIT.

30 The Technical Explanation indicates thaf'distributibns by a REIT that are attributable to
gains from the disposition of a U.S. real property interest are not treated as dividends under
té:q pn;oposed treaty. Such distributions are covered by the provisions of Article 14 (Capital

ains).
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Similarly, the proposed treaty allows the United States to impose
a 15-percent tax on a U.S. source dividend paid by a RIC to a
Dutch company owning 10 percent or more of the voting shares of
the RIC, or a U.S. source dividend paid by a REIT to a Dutch com-
pany that is a beleggingsinstelling owning 10 percent or ‘more of
the voting shares of the REIT. In addition, there is no limitation
in the proposed treaty on the tax that may be imposed by the Unit-
ed States on a dividend paid by a REIT that is beneficially owned
by a Dutch resident, if the beneficial owner is either an individual
holding a 25 percent or greater interest in the REIT, or a company
that is not a beleggingsinstelling. Such a dividend thus would be
taxable by the United States, assuming no change in present U.S.
internal law, at the full 30-percent rate. T SN

The limitations on source country taxation of dividends do not af-
fect the taxation of the company in respect of the profits out of

which the dividends are paid.-
Definition of dividends o
Unlike the U.S. and OECD model es, the present treaty
provides no express definition of the term dividend, The proposed
treaty provides a definition of dividends that is broader than the
definition in the U.S. model treaty and some U.S. treaties. Similar
to the U.S. model treaty, the proposed treaty generally defines
“dividends” as income from shares or other rights participating in
profits. Dividends also include income from other corporate rights
that is subjected to the same tax treatment as income from shares
by the source country—i.e., the country in which the distributing

company is resident. The proposed treaty also provides (unlike the

U.S. model treaty) that in the case of the United States, the term
dividends includes income from debt obligations carrying the right
to participate in profits. In the case of the Netherlands, the term
includes income from profit sharing bonds (“winstdelende
obligaties™). . ’ ' ‘

Thus, for withholding purposes, the proposed treaty would ex-
pressly permit withholding under Article 10 on interest paid on a
loan with an “equity kicker.” This represents a change from the
present treaty, under which there is no explicit definition of divi-
dend, and withholding on interest generally is prohibited. It is un-
derstood that this language permits the United States to impose
withholding tax on a U.S. source payment. The staff further under-
stands that this language does not have the further effect, together
with Article 25, of requiring the United States to give an indirect
foreign tax credit, under Code section 902, with respect to interest
received by a U.S. corporation on a note issued by its Dutch sub-
sidiary, although the note may have equity features.

Because the Dutch dividend tax applies to payments that, were
they derived from U.S. sources, would not be subject to U.S. with-
holding tax (either under the terms of present internal U.S. law or
other provisions of the proposed treaty), the effect of the proposed
treaty will be to permit the Netherlands to continue to impose
source-country taxation in a case where the United States does not
now impose tax. By the same token, however, if future U.S. legisla-
tion were to impose withholding taxes in some cases where such
taxes are not now imposed under the Code, the proposed treaty

T23=-201 O - O3 -~ 2
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might accommodate such changes (depending on the scope of the

legislation) without giving rise to a treaty-statute conflict (assum-

ing the proposed treaty were then in force).

g s oy

Speéial rulesandexceptwns v

‘The proposed treaty’s reduced rates of tax (l)nﬂ dividends Will not

apply if the beneficial owner of the dividend carries on business
through a permanent establishment (or fixed base in the case of an
individual who performs independent personal services) in the
source country and the holding on which the dividends are paid
forms part of the business property of the permanent establishment
(or fixed base). Dividends paid on such holdings of a permanent es-
tablishment would be taxed as business profits (Article 7). Divi-
dends paid on such holdings of a fixed base would be taxed as in-
come from the performance of independent personal services (Arti-
cle 15). In such a case, the effect of the deferred payment rules for
determining U.S.-effectively connected income under the Code (sec
864(c)6)) on Dutch residents eligible for treaty benefits are dealt
with in Article 24 (Basis of Taxation) of the proposed treaty. )
The proposed treaty contains a general limitation on the taxation

of dividends paid by corporations that are not residents of the tax-

ing cotintry. Under this provision, the Netherlands may not, except
in two cases, impose any taxes on dividends paid by a U.S. resident
company that derives profits or income from the Netherlands, even
if the dividends represent Dutch profits or income. The first excep-
tion is the case where the dividends are paid to Dutch residents.
The second is the case where the holding in respect of which the
dividends'are paid forms part of the business property of a Dutch
permanent establishment or pertains to a fixed base in the Nether-
lands. Similarly, the United States may not impose any tax on divi-
dends paid by a Dutch corporation that derives U.S. profits or in-
come (regardless whether the dividends represent U.S. earnings)
unless the dividends are paid to a U.S. resident or the holding in
respect of which the dividends are paid forms part of the business
property of a U.S. permanent establishment or pertains to a U.S.
fixed base. This rule is somewhat less restrictive of the United
States’ taxing jurisdiction than the corresponding rule in the
present treaty. The latter provides that dividends paid by a Dutch
corporation are exempt from U.S. tax in any case where the recipi-
ent is not a U.S. citizen, resident, or corporation.

Finally, the dividend article of the proposed treaty prohibits any
tax by one treaty country on the undistributed profits of a company
resident in the other treaty country, except as provided in the
branch tax article (Article 11). The staff understands that this lan-
guage is not intended to impair the right of the source country to
impose corporate income tax otherwise permitted under the busi-
ness profits article.

Article 11. Branch Tax

The proposed treaty would expressly permit the United States to
collect the branch profits tax from a Dutch company, but only with
respect to earnings of the latter accumulated during periods when
the proposed treaty is in effect.
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U.S. branch profits tax rules

A foreign corporation engaged in the conduct of a trade or ‘busi-
ness in the United States is subject under the Code to a flat 30-
percent branch profits tax on its “dividend equivalent amount,”
which is a measure of the accumulated U.S. effectively connected
earnings of the corporation that are removed in _any year from the
conduct of its U.S. trade or business. This provision was added to
the Code in 1986. Under the Code, the dividend equivalent amount
is limited by (among other things) aggregate earnings and profits
accumulated in taxable years beginning after December 31, 1986.
The Code provides that no U.S. treaty shall exempt any forelgn cor-
poration from the branch profits tax (or reduce the amount thereof)
unless the foreign corporation is a “qualified resident” of the treaty
country.

The Code defines a “qualified resident” as any forelgn corpora-
tion which is a resident of a treaty country if can meet at least one
of the followmg tests. First, any foreign corporation resident in a
treaty country is a quahﬁed resident of that country unless 50 per-
cent or more (by value) of the stock of the corporation is owned (di-
rectly or indirectly within the meaning of Code section 883(c)(4)) by
individuals who are not residents of the treaty country and who are
nelther U.S. citizens nor resident aliens, or 50 percent or more of
its income is used (directly or indirectly) to meet liabilities to per-
sons who are residents of neither the treaty country nor the United
States. Second, a foreign corporation resident in a treaty country
is a qualified re51dent if the stock of the corporation is primarily
and regularly traded on an established securities market in the
treaty country, or if the corporation is wholly owned (either directly
or indirectly) by another foreign corporation which is organized in
the treaty country and the stock of which is so traded, or is wholly
owned by a U.S. corporation whose stock is primarily and regularly
traded on an established securities market in the Umted States

Proposed treaty rules

The proposed treaty would allow the Umted States to 1mpose the
branch profits tax (as opposed to the branch level excess interest
tax (Cog sec. 884(f)), described below) on a Dutch resident cor-
goratlon that either has a permanent establlshment in the United

tates, or is subject to tax on a net basis in the United States on
income from real property or gains from the disposition of real
property interests. (The treaty would also allow the Netherlands to
impose a branch profits tax on similar items earned by a U.S. cor-
poration, but no such tax is currently imposed under Dutch inter-
nal law.) As is generally true of treaties negotiated or modified
since the enactment of the branch profits tax in 1986, the proposed
treaty would permit at most a 5-percent branch proﬁts tax rate,
and, in cases where a foreign corporation conducts a trade or busi-
ness in the United States, but not through a permanent establish-
ment, the proposed treaty would completely eliminate the branch
proﬁts tax that the Code imposes on such corporation. The pro-
posed treaty adds an additional limitation not found in other post-
1986-Act U.S. tax treaties: under the proposed treaty, the dividend
equivalent amount is computed with reference only to profits accu-
mulated in years for which the proposed treaty is in effect. ‘
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In general, the proposed treaty provides that the branch profits
tax may be imposed by the source country only on that portion of
the business profits of the foreign corporation attributable to its
source country permanent establishment, or the corporation’s real
property income subject to tax on a net basis. In general, the
branch profits tax may also be imposed by the source country on
corporation’s gains from the disposition of real property. However,
the branch profits tax may not be imposed on income of the foreign
corporation that is, under the proposed treaty, subject to tax by the
source country as source country real property gains from the dis-
position of shares or other comparable corporate rights in a com-
pany.31 For example, the United States may not impose branch
profits tax on the income of a Dutch corporation from the sale of
stock in a U.S. real property holding company.

The profit, income, or gain to be subjected to the branch profits
tax must be reduced for all source country taxes chargeable on it,
other than the branch profits tax. The taxable portion must be fur-
ther reduced (but not below zero) by any increase for the year in
the permanent establishment’s net equity. By the same token, the
taxable portion is increased by any decrease for the year in the per-
manent establishment’s net equity. However, the latter increase
cannot exceed the foreign corporation’s accumulated profits, defined
for any future year as the excess of (a) the foreign corporation’s ag-
gregate source-country profits for all then-prior taxable years dur-
ing which the proposed treaty was in effect, over (b) the aggregate
profits taxed under the branch profits tax during those prior years.

The proposed treaty permits the United States to impose its
branch profits tax on the “dividend equivalent amount” (as that
term is defined under the Code as it may be amended from time
to time) to the extent that this definition is in conformity with the
principles of the branch tax article. Currently the dividend equiva-
lent amount of business profits attributable to a permanent estab-
lishment generally is the earnings and profits attributable to a U.S.
permanent establishment, plus an additional amount representing
any decreases in the permanent establishment’s “U.S. net equity”
and minus an amount representing any increase in the permanent
establishment’s U.S. net equity. ' o

In light of the similarity between U.S. law and the principles laid
down in the branch tax article, the Technical Explanation indicates
that the proposed treaty permits the United States to impose the
branch profits tax as set forth currently under section 884, so long
as its operation is limited to the earnings of a Dutch corporation
either from its U.S. permanent establishment or U.S. real property
income and gains (other than stock gains from dispositions of stock
in a US. real property holding company), and then only those
?mounts earned in years during which the proposed treaty is in ef-
ect. : : . Lo
None of the restrictions on the operation of U.S. or Dutch inter-
nal law branch tax provisions apply, however, unless the corpora-
tion seeking treaty protection meets the conditions of the proposed
treaty’s limitation on benefits article (Article 26). As described in

31The conditions under which such stock gains are taxable in country where the real property
is situated are discussed below in connection with Article 14 (Capital Gains).
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the discussion of Article 26 below, the limitation on benefits re-
quirements of the proposed treaty are in some ways similar, but
not identical, to the analogous provisions of the branch proﬁts tax
provisions of the Code described above.

Article 12. Interest

Umted States internal law k.

Subject to numerous exceptions (such as those for portfolio inter-
est, bank deposit interest, and short term original issue discount),
the United States imposes a 30-percent tax on U.S. source interest
paid to foreign persons under the same rules that apply to divi-
dends. U.S. source interest, for purposes of the 30-percent tax, gen-
erally is interest on the debt obligations of a U.S. person, other
than a U.S. person that meets the foreign business requirements
of Code section 861(c) (e.g., an 80/20 company). Also subject to the
30-percent tax is interest pa1d to a foreign person by the U.S. trade
or business of a foreign corporation. A foreign corporation is also
subject to a branch level excess interest tax, which is the tax it
would have paid had a wholly owned domestic corporation paid it
the interest deducted by the foreign corporation in computing its
U.S. effectively connected income but not paid by the U.S. trade or
business (sec. 884(f)). 4

Portfolio interest generally is defined as any U.S. source interest
that is not effectively connected with the conduct of a trade or busi-
ness and (1) is paid on an obligation that satisfies certain reglstra-
tion requirements or specified exceptlons thereto, and (2) is not re-
ceived by a 10-percent owner of the issuer of the obligation, takmg
into account shares owned by attribution.32
* Under a provision enacted in the Omnibus Budget Reconc111at10n
Act of 1993, the portfolio interest exemption is inapplicable to cer-
tain contmgent interest income. For this purpose, contingent inter-
est generally includes interest determined by reference to any of
the following attributes of the debtor or any related person: re-
ceipts, sales, or other cash flow; income or profits, or changes in the
value of property In addition, contingent interest generally in-
cludes interest determined by reference to any dividend, partner-
ship distribution, or similar payment made by the debtor or a relat-
ed person. A number of exceptions apply, including an exception for
interest determined by reference to changes in the value of, or

yields on, certain actively traded property. In the case of an 1nstru-
ment on which a foreign holder earns both contingent and non-con-
tingent interest, denial of the portfolio interest exemption applies
only to the portlon of the interest which is contingent interest.

If an investor holds an interest in a fixed pool of real estate
mortgages that is a real estate mortgage interest conduit (REMIC),
the REMIC is treated generally for U.S. tax purposes as a pass-
through entity and the investor is subject to U.S. tax on some por-
tion of the REMIC’s income (which in turn is generally interest in-
come) If the investor holds a so-called res1dua1 1nterest” in the

3z Certain additional exceptions to this general rule apply only in the case of a corporate recip:
ient of interest. In such a case, the term portfolio interest generally excludes (1) interest re-
ceived by a bank on a loan extended in the ordinary course of its business (except in the case
of interest paid on an obligation of the United States), and (2) interest received by a controlled
foreign corporation from a related person. ;
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REMIC, the Code provides that a portion of the net income of the
REMIC that is taxed in the hands of the investor—referred to as
the investor’s “excess inclusion”—may not be offset by any net op-
erating losses of the investor, must be treated as unrelated busi-
ness income if the investor is an organization subject to the unre-
lated business income tax under section 511, and is not eligible for
any reduction in the 30-percent rate of withholding tax (by treaty
or otherwise) that would apply if the investor were otherwise eligi-
ble for such a rate reduction.

Netherlands internal law A ‘

The Netherlands generally does not impose tax on interest in-
come of nonresidents, unless the interest income is earned in con-
nection with a Dutch permanent establishment. As described above
in connection with the dividend article, the Dutch dividend tax ap-
plies to proceeds from profit sharing. bonds, and under the present
treaty, such proceeds are treated as dividends rather than interest
for Dutch withholding purposes. In addition, a nonresident individ-
ual or corporation may be subject to Dutch tax on net income de-
rived from bonds or debts issued by a Dutch corporation, if the re-
cipient owns a substantial interest in the corporation.

Proposed treaty limitations on internal laws

The proposed treaty generally provides that interest arising in
one treaty country and beneficially owned by a resident of the
other country may be taxed only by latter country, and not the
country where the interest arose. That is, such income may not be
taxed in the “source country.” No such exemption applies, however,
to an excess inclusion with respect to a residual interest in a
REMIC. Thus, such inclusions may be taxed at 30 percent consist-
ently with the proposed treaty. The proposed treaty does exempt
Dutch corporations from imposition by the United States of the
branch level excess interest tax. The proposed treaty thus generally
exempts from the U.S. 30-percent tax on U.S. source interest paid
to foreign persons, interest (within the treaty definition of that
term) paid to Dutch residents. The treaty also exempts from Dutch
taxes, in those few cases where any such tax might otheiwise be
applicable, Dutch source interest paid to U.S. residents. These re-
ciprocal exemptions are similar to those in effect under the present
treaty and in the U.S. model treaty. ‘

The exemptions apply only if the interest is beneficially owned
by a resident of one of the countries. Accordingly, they do not apply
if the recipient of the interest is a nominee for a nonresident.

In addition, the exemptions will not apply if the beneficial owner
of the interest carries on a business through a permanent estab-
lishment (or fixed base in the case of an individual who performs
independent personal services) in the source country and the inter-
est paid is attributable to the permanent establishment (or fixed
base). In that event, the interest will be taxed as business profits
(Article 7) or income from the performance of independent personal
services (Article 15). In such a case, the effect of the deferred pay-
ment rules for determining U.S.-effectively connected income under
the Code (sec 864(c)(6)) on Dutch residents eligible for treaty bene-
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fits are dealt with in Article 24 (Basis of Taxation) of the proposed
treaty. : g ' T R T e
The proposed treaty addresses the issue of non-arm’s-length in-

‘terest charges between related parties (or parties having an other-

wise special relationship) by stating that the amount. of interest for
purposes of applying this article will be the amount of arm’s-length
interest. Any amount of interest paid in excess of the arm’s-length
interest will be taxable according to the laws of each country, tak-
ing into account the other provisions-of the proposed treaty. For ex-
ample, excess interest paid to a parent corporation may be treated
as a dividend under local law and thus be entitled to the benefits
of Article 10 of the proposed treaty. As explained above in connec-

tion with Article 9 (Associated Enterprises), the Understanding

provides guidance on the application of this paragraph.
Definition of interest L ‘ o

The treaty defines interest generally as income from debt-claims
of every kind, whether or not secured by mortgage, and not carry-
ing a right to participate in the debtor’s profits. In particular, it in-
cludes income from government securities and from bonds or de-
bentures, including premiums or prizes attaching to such securi-
ties, bonds, or debentures. The treaty also defines interest to in-
clude an excess inclusion with respect to a REMIC, and other in-
come that is treated as income from money lent by the taxation law
of the source country. However, the term does not include income
dealt with in the dividend article (Article 10). Thus, the interest ex-
emption does not prevent the Netherlands from imposing the divi-
dend tax on interest paid on profit sharing bonds, nor (staff under--—
stands) does it prevent the United States from imposing its with-
holding tax on contingent interest under the portfolio interest rules

as amended in the 1993 Act. Penalty charges for late payment are ~ ~

not interest for purposes of the proposed treaty.

_ Sourcerule B
The proposed treaty explicates what it means under the
for interest to arise in (i.e., to have its source in) a particular

try. In general, interest Will be deemed to arise in one of the treats

hood o s

countries when the payor is that country itself, or "a politic

division, a local authority, or a resident of that country. However, ~

he payor (whether

an overriding rule applies in some cases wh

or not a resident of the United States or the Netherlands) has
bl xed bas ne y '

has income otherwise subje 1e_branch ts tax in one 0
those countries. In such a case the interest is deemed to arise in

¢ perm

the country in which tk
rule applies only if the interest is borne by the permanent estab-

income ‘subject to the =~

. Thus, for ei‘aixﬁpi”k
branch of a French company may be considered U.S. source income

under the proposed treaty and therefore be exempt by treaty from

| ént establishment or fixed base is
_located, or in which the branch profits tax may be imposed. This

?,»*:ih”féféét" pald to a Dutch resident by the U.S. =
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U.S. tax. In addition, if a Dutch company has a U.S. permanent es-
tablishment, then interest paid by the company that is deductible
against the U.S.-taxable income of the U.S. branch is deemed to be
U.S. source income, even if that interest is not paid by the U.S.
permanent establishment. , T S P S
. Second-level withholding, and branch level tax, on in-
. terest o e
- The proposed treaty contains a general limitation on the taxation
of interest paid by residents of the other country. Under this provi-
sion, the Netherlands may not impose any tax on interest paid by
a U.S. resident except where the interest is paid to a Dutch resi-
dent, is attributable to a permanent establishment or a fixed base
situated in the Netherlands, or is Dutch source interest which is
not paid to a U.S. resident. Similarly, the United States may not
impose any tax on interest paid by a Dutch resident except where
the interest is paid to a U.S. resident, is attributable to a U.S. per-
manent establishment or a fixed base, or is U.S. source interest
which is not paid to a Dutch resident. For example, the provision
permits the United States to impose withholding tax on interest
paid by the U.S. permanent establishment of a Dutch corporation
to a Canadian resident. The staff understands that the proposed
treaty does not affect the right of the United States to impose in-
come tax on the interest income of a third-country resident received
from a Dutch resident (e.g., the interest income of a U.S. trade or
business conducted by a Canadian corporation), because the pro-
posed treaty generally applies only to persons who are residents of
one or both of the treaty countries.

The proposed treaty contains language that exempts Dutch com-
panies from the U.S. branch level excess interest tax by treating
the excess interest as derived and beneficially owned by a Dutch
resident. As explained above in connection with the source rule,
such interest is treated as U.S. source interest. Thus, under the
language described in the previous paragraph, the United States
would be permitted to tax such interest if it were paid to someone
other than a Dutch resident. The proposed treaty further provides,
however, where the payer of interest is a resident of one of the
treaty countries and has a permanent establishment in the other
country, or has income otherwise subject to the branch profits tax,
then to the extent that the amount of interest arising in the second
country by reason of the permanent establishment or by reason of
income subject to the branch profits tax exceeds the total amount
of interest paid by the permanent establishment or in _connection
with income otherwise subject to the branch profits tax, this excess
is treated as interest derived and beneficially owned by a resident
of the first country.

Article 13. Royalties

Internal law

Under the same system that applies to dividends and interest,
the United States imposes a 30-percent tax on U.S. source royalties
paid to foreign persons, 2nd on gains from the disposition of certain
intangible property to the extent that gains are from payments con-
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tingent on the productivity, use, or disposition of intangible prop-
erty. Royalties are from U.S. sources if they are for the use of prop-
erty located in the United States. U.S. source royalties include roy-
alties for the use of or the right to use intangible property in the
United States. Such royalties include motion picture royalties. The
Netherlands generally imposes no tax on royalties derived by non-
residents, unless the royalties are earned in connection with a
Dutch permanent establishment. T -

Proposed treaty limitations on internal law ~
The proposed treaty provides that royalties arising in one treaty
country and beneficially owned by a resident of the other country
may be taxed only by latter country, and not the country where the
royalty arose. Thus, the proposed treaty generally exempts from
the U.S. 30-percent tax on U.S. source royalties paid to Dutch resi-
dents. This exemption is similar to those provided in the present
treaty and in the U.S. model treaty. The exemption applies only if
the royalty is beneficially owned by a resident of the other country;
it does not apply if the recipient of the royalty is a nominee for a
nonresident. L
The exemption will not apply where the recipient carries on a
business through a permanent establishment (or fixed base in the
case of an individual who performs or performed independent per-
sonal services) in the source country and the royalties are attrib-
utable to the permanent establishment (or fixed base). In that
event, the royalties will be taxed as business profits (Article 7) or
income from the performance of independent personal services (Ar-
ticle 15). In such a case, the effect of the deferred payment rules
for determining U.S.-effectively connected income under the Code
(sec 864(c)(6)) on Dutch residents eligible for treaty benefits are
dealt with in Article 24 (Basis of Taxation) of the proposed treaty.
The proposed treaty addresses the issue of non-arm’s-length roy-
alties between related parties (or parties having an otherwise spe-
cial relationship) by stating that the amount of royalties for pur-
poses of applying this article will be the amount of arm’s-length
royalties. Any amount of royalties paid in excess of the arm’s-
length royalty, for whatever reason, will be taxable according to the
laws of each country, taking into account the other provisions of
the proposed treaty. For example, excess royalties paid to a parent
corporation by its subsidiary may be treated as a dividend under
local law and thus be entitled to the benefits of Article 10 of the
proposed treaty. '

Definition of royalties

Royalties are defined as payments of any kind received as a con-
sideration for the use of, or the right to use, any copyright of lit-
erary, artistic, or scientific work (excluding motion pictures or
works on film, tape, or other means of reproduction for use in radio
or television broadcasting); for the use of, or the right to use, any
patent, trademark, trade name, brand name, design or model, plan,
secret formula or process, or for information concerning industrial,
commercial or scientific experience. The term “royalties” also in-
cludes gains from the alienation of a right or property described
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above which are contingent on the productivity, use, or disposition
of such rightor property. .~~~ "=~ oo T

Income from the rental or licensing of cinematographic films and
films, tapes, and other means” of reproduction for use in radio or
television broadcasting is treated as business profits under the pro-
posed treaty (Article 7). Under the present treaty, such income gen-
erally is treated as royalties. Under both treaties, however, a treaty
country generally would not be entitled to tax a resident of the
other country on such income unless the income was attributable
to a permanent establishment in the first country. -

Other rules - T R

Unlike the interest arficle, the royalties article in the proposed
treaty has no source rule. However, it does have a general limita-
tion on the taxation of royalties paid by residents of the other coun-
try. Such a provision is absent from the present treaty and from
the U.S. and OECD models. The effect of this provision is in some
ways similar to a rule that sources royalties based on the residence
of the payor, rather than on the place of use——the source rule under
U.S. law. Under this provision, the United States may not impose
any withholding tax on royalties paid by a Dutch resident to a
Dutch resident or a third-country resident unless an’ exception ap-
plies. The proposed treaty imposes reciprocal restrictions on the
right of the Netherlands to impose tax on royalties paid by U.S.
persons. Where an exception does not apply, the treaty generally
prevents the United States from imposing its withholding tax on
royalties paid by Dutch residents to third-country residents, even
if, under the Code, such royalties are U.S. source income and, had
the payor been a U.S. resident, would have given rise to a U.S.
gross-basis tax. R

As applied to royalties paid by a Dutch resident to a resident of
a country other than the United States, an exception to the general
rule forbidding U.S. tax applies if the royalties are attributable to
a permanent establishment or a fixed base situated in the United
States. This rule allows the United States to impose its income tax
on Dutch-paid royalty income of the U.S. branch of a Dutch cor-
poration. An exception also applies if the contract under which the
royalties are paid was concluded in connection with a U.S. perma-
nent establishment or fixed base, the royalties are borne by the
U.S. permanent establishment or fixed base, and the recipient of
the royalties is not a Dutch resident. This rule allows the United
States to impose its withholding tax on royalties paid to a third
country resident by the U.S. permanent establishment of a Dutch
company.

Finally, the proposed treaty contains an exception that allows the
United States to assert, under limited circumstances, its Code-
mandated jurisdiction to tax royalties based on U.S. use. Under
this exception the United States may, in certain cases, impose tax
on royalties paid by a Dutch resident to a third-country resident
in respect of intangible property used in the United States if the
payer has received a royalty paid by a U.S. resident (or borne by
a U.S. permanent establishment or fixed base) for U.S. use of the
same property. In order for this rule to apply, however, the use of
the intangible property in question must not be a component part
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of, nor directly related to, the active conduct of a trade or business
in which the Dutch payor is engaged. .

The staff understands that the proposed treaty does not affect
the right of the United States to impose income tax on the Dutch-
paid royalty income of a third-country resident (e.g., the Dutch-paid
royalty income of a U.S. trade or business conducted by a Canadian
corporation), because the proposed treaty generally applies only to
persons who are res1dents of one or both of the treaty countnes

Article 14. Capital Gains

U.S. mternal law

Generally, gain realized by a nonres1dent ahen or a forelgn cor-
poration from the sale of a capital asset is not subject to U.S. tax
unless the gain is effectively connected with the conduct of a U.S.
trade or business or, in the case of a nonresident alien, he or she
is physically present in the United States for at least 183 days in
the taxable year. However, under the Foreign Investment in Real
Property Tax Act of 1980, as amended (“FIRPTA”), a nonresident
alien or foreign corporatlon is taxed by the United States on gain
from the sale of a U.S. real property interest as if the gain were
effectively connected with a trade or business conducted in the
United States. "U.S. real property 1nterests“ include interests other
than solely as_a creditor (e.g., stock) in certain corporations that
hold or held U.S. real property the fair market value of which is
(or was) at least 50 percent of the fair market value of its total real
property interests (U.S. and foreign) and its other business assets.

As originally enacted on December 5, 1980, FIRPTA applies to
dispositions after June 18, 1980. However, for the period ending on
December 31, 1984, gain was not taxed to the extent required by
then-existing treaties. Further, FIRPTA prov1ded that if any treaty
was renegotiated to resolve conflicts between it and FIRPTA, and
the new treaty resulting from that renegotiation was signed before
1985, then FIRPTA was not to override contrary existing treaty ob-
hgatlons for an additional period as specified in the renegotiation.
This additional period would in no event last, however, more than
two years after the date that the new treaty was signed.

The present Dutch treaty prohibits taxation in certain cases cov-
ered by FIRPTA. Under the terms of the present treaty, the Umted
States generally would be prohlblted from imposing tax on gains
other than real property gains derived by a Dutch resident from
the alienation of a capital asset (other than certain busmess-relat— ,
ed gains and certain gains of Dutch res1dents present in the United
States for an extended penod) As used in the present treaty, how-
ever, the term “real property” generally has not been applied to in-
clude indirect interests in real property, such as for example stock
in a real property-owning corporation, to the same extent as
FIRPTA. Thus, before 1985, Dutch residents received relief from
FIRPTA under the present treaty After 1984, however, the present
treaf{y has been overridden by FIRPTA in cases where there 1s a
conflict,

The Code generally prov1des for the nonrecogmtlon of gam “that
is realized upon certain exchanges of property or stock in connec-
tion with contributions of property to corporations, liquidations of
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corporations, distributions of stock, and corporate reorganizations.
Where a foreign corporation is involved in the transaction, how-
ever, these nonrecognition rules may in some cases be inapplicable.
Recognition of gain may arise from treating a foreign corporation
as not a corporation for Xurposes of the genéral nonrecognition
rules (Code sec. 367(a) and (b)), or from an explicit rule requirin,
recognition of gain in a particular circumstance (e.g., sec. 367(d§
and (e)).33 , : v '

Under regulations, taxpayers in certain circumstances covered by
exceptions under section 367 to the nonrecognition rules are able
to enter into agreements with the IRS under which nonrecognition
treatment is preserved, or recognition of gain is deferred.

Under Dutch law, the taxation of capital gains, of both residents
and nonresidents, is generally limited to gains that are business in-
come or income from personal services. However, both a resident
individual, and in some cases a nonresident, may be subject to 20-
percent Dutch tax on %ain from the disposition of shares issued by
a Dutch corporation, if the person is treated as having a substan-
tial interest in the corporation. Under the present treaty, the Neth-
erlands retains the right to impose this tax in some limited cases
on Dutch citizens who are U.S. residents. L
- Dutch law also provides for nonrecognition of gain that is real-
ized upon certain exchanges of property or stock in connection with
contributions of property to corporations, liquidations of corpora-
tions, distributions of stock, and corporate reorganizations. Dutch
and U.S. nonrecognition provisions are not necegsarily mirror im-
ages of one another. : :

_ Proposed treaty limitations on internal law
Real property )

Under the proposed treaty fgai,n_s derived by a treaty country resi-
dent from the disposition of real property situated in the other
country may be taxed in the other country. Real properti' situated
in the other country for the purposes of this article includes real
property referred to in Article 6 (Income from Real Property), and
shares or other comparable corporate rights in a company that is
a resident in the other country, the assets of which company con-
sist, directly or indirectly, for the greater part of real property situ-
ated in that other country, and an interest in a partnership, trust,
or estate, to the extent that it is attributable to real property situ-
ated in that other country. In the United States, the term real
property situated in the other country includes a "U.S. real prop-
erty interest” as defined under the Code both now, and as it may

33 For example, the general rule under the Code treats a corporation that distributes glroperty
in complete liquidation as realizing ﬁgain or loss as if the property had been sold to the distribu-
tee (sec. 336(b)). If, however, a sufficient amount of the stock of the corporation is owned by
another corporation, a nonrecognition rule applies: no gain or loss is recognized to the liquidat-
ing corporation. A provision in section 367, in turn, makes the nonrecognition provision inap-
ggcable, except as provided in regulations, if the distributee is a foreign corporation (sec.

7(eX2)). Even where the distributee is a foreign corporation resident in a treaty country, such
treatment is not considered impermissibly discnminatmg, because absence of tax to the subsidi-
ary in this case represents a complete elimination of U.S. tax jurisdiction over any appreciation,
while a similar absence in the case of a domestic distributee simply moves the appreciation into
the hands of another U.S. taxpayer. See Notice 87-66, 1987-2 C.B. 376.

%
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be amended from time to time without changing the general prin-
ciples of the proposed treaty definition of real property situated in
the United States. According to the Understanding, in determining
for purposes of this rule whether the assets of a U.S.-resident cor-
poration consists, directly or indirectly, for the greater part of U.S.
real property, and whether the stock of the corporation is a “U.S.
real property interest,” the United States confirms that it will take
into account the fair market value of all of the assets of the cor-
poration, including intangible business assets such as goodwill,
whether or not appearing as an asset on the balance sheet for tax
purposes, §oing concern value and intellectual property. Under cur-
rent U.S. law, generally only real property interests and business
assets are relevant in the determination whether an interest in a
corporation is a U.S. real property interest.34 The staff understands
that nothing in the Understanding requires the United States to
alter its internal law in this respect, or any other respect.

The proposed treaty thus generally allows the United States to
tax transactions of Dutch residents taxable under FIRPTA. How-
ever, concerning gains that are taxable by the source country under
the proposed treaty but 'not under the terms of the present treaty
(and therefore not taxable by the source country unless disposed of
after 1984), the proposed treaty contains a special rule that applies
to certain property that was owned by a resident of the other coun-
try continuously since June 18, 1980 (the effective date of FIRPTA)
and which was not part of a permanent establishment or fixed base
in the source courntry. The effect of the special rule is to give the
owner of the property a step-up in basis for purposes of computing
gain computed as provided in the proposed treaty. Under the spe-
cial rule, for purposes of computing source basis taxation on the
gain from the disposition of property, the gain realized on a dis-
position is to be reduced by the prc(wlportion of any gain attributable
to the pericd the property was held by the Eerson disposing of the
Eroperty up to December 31, 1984. This method gives taxpayers the

enefit of the assumption that capital assets that appreciate do so
in the same amount during each month of the holding period. If,
however, the taxpayer shows to the satisfaction of the competent
authority of the source country that a greater than proportional
part of the gain is reasonably attributable to that period, then the
competent authority is to permit that greater portion to be ex-
cluded from tax. - TR T SRR RS Tages

The proposed treaty generally allows application of the special
rule only if the resident who alienates the capital asset both owned
the asset and resided in the same country continuously since June
18, 1980. The proposed treaty also generally allows application of
the rule if the resident who- alienates the asset acquired the asset
in an alienation of property that ‘qualified as a nonrecognition
transaction for purposes of taxation in the source country, and has
owned the asset continuously since then, assuming that the resi-
dent’s initial basis in the alienated propert{1 was equal to either the
basis of the property that the resident exchanged for the alienated
asset, or the basis of the alienated asset in the hands of the person
transferring the asset to the resident immediately prior to the

54 Code sec, 897(cX2); Treas. Reg, secs. 1.897-2(bX1) and 1.
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transfer. For purposes of determining whether the alienation quali-
fied as a nonrecognition transaction, Code section 897 is to be dis-
regarded. Thus, the alienation may qualify notwithstanding the
rules of section 897(d) or (e), which in some cases may have over-
ridden nonrecognition treatment in the case of the exchange of a
U.S. real property interest for an interest the sale of which would
not be subject to U.S. tax. .

The special rule does not apply, however, unless certain resi-
dence requirements were met during the period before the disposi-
tion of the asset. First, between January 1, 1992 and the date of
alienation, the resident, and any other person who owned the asset
during that period, must have been entitled to Article 14 treaty
benefits under the limitation on benefits article (Article 26) of the
proposed treaty. Second, during the period from June 18, 1980
through December 31, 1991, each person who owned the asset must
have been a resident of the United States or the Netherlands under
the present tréaty. _ ,

In addition, the special rule does not apply to several kinds of
transactions. First, it does not apply to alienation of an asset that,
at any time on or after June 18, 1980, formed part of the property
of a permanent establishment (or pertained to a fixed base) of a
resident of one of the countries that was situated in the other coun-
try. Second, it does not apply to an alienation by a resident of one
country of an asset that was acquired directly or indirectly by any
person on or after June 18, 1980, in a transaction that did not
qualify for nonrecognition (determined without regard to Code sec-
tion 897), or in a transaction in which it was acquired in exchange
for an asset that was acquired in a transaction that did not qualify
for nonrecognition (determined without regard to Code section 897).
Third, it does not apply to an alienation of an asset that was ac-
quired, directly or indirectly, by any person on or after June 18,
1980, in exchange for described above in this paragraph, or the
alienation of which could have been taxed by the other country
under the present treaty. - N

Other capital gains

Gains from the alienation of personal that forms part of the busi-
ness property of a permanent establishment which an enterprise of
one country has in the other country, or gains from the alienation
of personal property pertaining to a fixed base available to a resi-
dent of one country in the other countrf' for the purpose of perform-
ing independent personal services, including gains from the alien-
ation of such a permanent establishment (alone or with the whole
enterprise) or of such a fixed base, may be taxed in that other
country.35 The Technical Explanation indicates that this article
permits gains from the alienation by a resident of one country of
an interest in a partnership, trust, or estate that has a permanent
establishment situated in the other country to be treated as gain
under this paragraph of the proposed treaty. Thus, the proposed
treaty permits the United States to tax gain from the disposition

351n such a case, the effect of the deferred payment rules and the deferred ain rﬁiesxkfor de-
termining U.S.-eﬂ‘ecﬁivel{econnected income under the Code (sec 864(c)}6) and (7)) on Dutch resi-

dents eligible for treaty benefits are dealt with in Article 24 (Basis of Taxation) of the proposed
treaty. . - RS L R T




75

of an interest in a partnership that has a U.S. permanent estab-
lishment, regardless of whether the partnership interest is an in-
terest in U.S. real property.36 ' b
Notwithstanding the foregoing rules on gains in connection with
permanent establishments and fixed bases, the proposed treaty re-
stricts the taxation of the gain on the deemed alienation of property
(as provided under Dutch internal law) that is deemed to be used
in a permanent establishment or fixed base under Article 27 (Off-
shore Activities) of the proposed treaty. This restriction applies to
gains from the deemed alienation of tangible depreciable personal
property, if such property either forms part of the business prop-
erty of a permanent establishment which an enterprise of one trea-
ty country is deemed to have in the other treaty couiitry under
paragraph 3 of the offshore activities article (Article 27), or per-
tains to a fixed base deemed to be available to a resident ¢
of the treaty countries under paragraph 5 of that article for the
purpose of performing independent personal services. Under the
proposed treaty, such gains are taxable only in the residence coun-
try if the period during which the property has the above-men-
tioned nexus to the deemed permanent establishment or fixed base
is less than 3 months, and the actual alienation of the property
does not take place within one year after the date of its deemed
alienation. If this restriction applies, the proposed treaty allows the
source country, in taxing the income of the deemed permanent es-
tablishment or fixed base, to compute. de{)reciation for the property
based on the lower of book or market value as of the date that the
L pr "Ferty became part of the business pr(:Pé’rty of the permanent es-
tablishment or first pertained to the fixed base.
Gains of an enterprise of one of the treaty countries from the
alienation of ships or aircraft operated in international traffic, and
gains from alienation of personal property pertaining to the oper-
ation of such ships and aircraft operated in international traffic,
are taxable only in the residence country of the person carrying on
that enterprise. Gains described in the royalties article—i.e., gains
.. derived from alienation of certain intangible frop_erty contingent on
_productivity, use, or disposition—are taxable in accordance with
that article (Article 13). o o e
_ Generally, gains from the alienation of any property other than
that discussed above will be taxable under the proposed treaty only
in the country where the alienator is a resident. As under the
resent treaty, however, this rule does not in all cases prevent the
etherlands from imposing its tax on gains from the disposition of
-.a substantial interest in a Dutch corporation. Under the proposed
treaty the Netherlands may tax gains, derived by an individual
~U.8. resident who resided in the Netherlands at any time during
. .the preceding 5-year period, from the alienation of shares or other
corporate rights participating in prefits in a Dutch resident com-
- pany, if at the time of the alienation the U.S. resident owns, either
..alone or together with related individuals, at least 25 percent of
‘any class of the company’s shares. For this purpose, the term “re-_

nt of one

lated individuals” mieans the alienator’s spouse and his relatives =~ =

(by blood or marriage) in the direct line (ancestors and lineal de-

36 See Rev. Rul. 91-32, 1991-1 C.B. 107.
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scendants) and his relatives (by whole or half blood or by marriage)
in the second degree in the collateral line (siblings or their
spouses). . o v

By its terms this provision of the proposed treaty gives the Unit-
ed States and the Netherlands reciprocal taxation rights and obli-
gations. However, it currently applies chiefly to Dutch tax on U.S.
residents, because present internal U.S. tax law generally does not
impose tax based on these criteria. o R

In corporate reorganizations and other cases, the proposed trea-
ty, similar to the U.S.-Canada income tax treaty, requires each
treaty country to coordinate its nonrecognition rules with those of
the other country to some extent, in a case where a resident of the
other country qualifies for nonrecognition treatment in its country
of residence. This coordination rule imposes requirements on one
treaty country when a resident of the other treaty country alien-
ates property in the course of a corporate organization, reorganiza-
tion, amalgamation, division or similar transaction, and the tax
law of the second treaty country provides for nonrecognition or de-
ferral of profit, gain, or income with respect to the alienation. In
that case, the first treaty country generally is'required to defer any
tax that would it would otherwise impose with respect to the alien-
ation, to the extent and for the period that tax would have been
deferred if the alienator had been its own resident (but for no
longer and in no greater amount than in the other country).37

owever, this deferral is only required provided that R’e tax can
be collected upon a later alienation, and the collection of the
amount of tax in question upon the later alienation is secured to
the satisfaction of the competent authorities of both countries. The
competent authorities are to develop procedures for implementing
this rule. According to the Understanding, it is understood that the
limitation of source country tax does not apply to an alienation by
a treaty country resident if the tax that would otherwise be im-
posed on such alienation by the other country cannot reasonable be
imfposed or collected at a later time. For example, under U.S. law,
a foreign corporation that qualifies as a U.S. real protperty holding
corporation is taxed in some circumstances if it transfers its assets
to a U.S. corporation in a reorganization. In such a case, the Un-
derstanding provides that only if the shareholders of the foreign
corporation agree to reduce basis (if and only to the extent avail-
able) by closing agreement can the tax that otherwise would be im-
osed on the alienation be reasonably imposed or collected at a
ater time. ‘ o ’
Article 15. Independent Personal Services
Services income in general _

The United States taxes the income of a nonresident alien at the
regular graduated rates if the income is effectively connected with
the conduct of a trade or business in the United States by the indi-
vidual. (See discussion of U.S. taxation of business profits under
Article 7 (Business Profits).) The performance of personal services

37Nothing in this limitation prevents, for example, the United States from taxing the U.S.

subsidiary of a Dutch corporation on the distribution of its assets in complete liquidation, as
provided in section 367(eX2).
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United States (Code sec. 864(b)). ‘ :

Under the Code, the income of a nonresident alien from the per-
formance of personal services in the United States is excluded from
U.S. source income, and therefore not taxed by the United States
in the absence of a U.S. trade or business, if certain criteria are
met. The criteria are: (1) the individual is not in the United States
for over 90 days during a taxable year, (2) the compensation does
not exceed $3,000, and (3) the services are performed as an em-
ployee of or under a contract with a foreign person not engaged in
a trade or business in the United States, or they are performed for
a foreign office or place of business of a U.S. person. :

. The proposed treaty limits the right of a country to tax income
from the performance of personal services by a resident of the other
countr;y. Under the proposed treaty (unlike the present treaty), in-
come from the performance of independent personal services (i.e.,
services performed as an independent contractor, not as an em-
ployee) is treated separately from income from the performance of
dependent personal services, - i e e e

within the United States can be a trade or business within the

Independent personal services ; R
_Income from the performance of independent personal services by
a resident of one country will be exempt from tax in the other
country, unless the services are performed outside the residence
country, and the individual performing the services has a fixed
base regularly available to him in the second country for the pur-
pose of performing the activities. In that case, the nonresidence
country can tax only that portion of the individual’s income which
is attributable to the fixed base. The effect of the deferred tg’tatyment
rules and the deferred gain rules for determining U.S.-effectivel
connected income under the Code (sec. 864(c)(6) and (7)) on Dutcl
residents eligible for treaty benefits are dealt with in_ Article 24
(Basis of Taxation) of the proposed treaty. R
The proposed treaty generally provides a broader exemption from
source countrg'&:_[ax,for income from independent personal services
than Article XVI of the present treaty provides for income from
personal services ‘income other than employment income. Gen-
erally, under the present treaty, an exemption from tax in one
country is available to a resident of the other country only if his
stay in the first country does not exceed 183 days. Thus the
present treaty does not contain the fixed base limitation found in
the proposed treaty. DAl e s .
The exemption g'om source country tax provided in the proposed
treaty for independent personal services income is somewhat dif-
ferent than that contained in either the OECD or the U.S. model
treaties, which also differ as between themselves. The differences
are as follows: Under the U.S. model, the nonresidence country
may only tax income from independent personal services if the
services are performed there; under the OECD model, the
/nonresidence country may tax income from services provided in the
residence country, assuming that the fixed base requirement is oth-
erwise met. : e
For purposes of this article, independent personal services in-
clude independent scientific, literary, artistic, educational, or teach-
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ing activities as well as the 1ndependent act1V1t1es of physicians,
lawyers, engineers, architects, dentists, and accountants.

Article 16. Dependent Personal Services

Under the proposed treaty, wages, salaries, and other similar re-
muneration derived from services performed as an employee in one
country (the source country) by a resident of the other country will
be taxable only in the country of residence if three requirements
are met: (1) the individual is present in the source country for
fewer than 184 days during the taxable year concerned; (2) his em-
ployer is not a resident of the source country; and (3) the com-
pensation is not borne by a permanent establishment or fixed base
of the employer in the source country. This degree of limitation on
source country taxation is consistent with the present treaty, as
well as the U.S, and OECD models.

The proposed treaty provides that compensation derived from
employmeéent as a member of the regular complement of a ship or
aircraft operated in international traffic may be taxed only in the
employee’s country of residence.

This article is modified in some respects for directors’ fees (Arti-
cle 17), pensions (Article 19), government service (Article 20), and
income of entertainers or athletes (Article 18) and teachers or re-
searchers (Article 21).

Article 17. Directors’ Fees

Under the proposed treaty, directors’ fees and other remunera-
tion derived by a resident of one country for services rendered in
the other country as a member of the board of directors, a
bestuurder, or a commissaris of a company which is a resident of
that other country may be taxed in that other country.38 However,
the country where the recipient resides has exclusive taxing juris-
diction over directors’ fees where the services are performed in that
-country

Thls treaty rule for directors’ fees differs from that of the present
treaty and the U.S. model treaty. These generally treat directors’
fees as personal service income. The proposed treaty rule also dif-
fers from the OECD model treaty, which places no limits on the
ability of the country of residence of the company to tax the fees
of that company’s directors.

Article 18. Artistes and Athletes . B e e

Like the U.S. and OECD models, the proposed treaty contams a
separate set of rules that apply to the taxation of income earned
by entertainers (such as theater, motion picture, radio, or television

* “artistes,” or musicians) and athletes. These rules apply notwith-
standing the other prowsmns dealing with the taxation of income

from personal services (Articles 14 and 15) and business profits -

- (Article 7) and are intended, in part, to prevent entertainers and

athletes from using the tpeaty to avoid paying any tax on then' in-

come earned in one of the countries.

se'These Dutch terms refer to members of, respectively, the board of managing directors, or
the board of supervisery directors, of a Dutch company.
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Under this article, one country may tax an entertainer who is a
resident of the other country on the income from his or her per-
sonal services as an entertainer in the first country during any
year in which the gross receipts derived by him from such activi-
ties, including his reimbursed expenses, exceed $10,000 or its
Dutch guilder equivalent. (As discussed below, the competent au-
thorities may under certain circamstances adjust this threshold.)
Thus, if a Dutch entertainer maintained no fixed base in the Unit-
ed States and performed (as an independent contractor) for one day
of a taxable year in the United States for gross receipts of $2,000,
the United States could not tax that income, If, however, that en-
tertainer’s gross receipts were $30,000, the fu11,$30,000 (less appro-
priate deductions) would be subject to U.S. tax. This provision does
not bar the country of residence from also taxing that income (sub-
ject to a foreign tax credit. (See Article 25 (Methods of Elimination
of Double Taxation), below.) o T e

The proposed treaty provides that if an entertainer or athlete is
exempt under the treaty from tax in the source country because

oss receipts do not exceed $10,000, the exemption can be applied

y means of a refund of tax which may have been levied at the
source. The refund application much be lodged after the end of the
calendar year concerned, and within 3 Kears after that year.

The proposed treaty provides that where income in respect of ac-
tivities exercised by an entertainer or athlete in his or her capacity
as such accrues not to the entertainer or athl but to another

person, that income may be taxed by the country in which the ac-
tivities are exercised unless it is established that neither the enter-
tainer or athlete nor persons related to him or her participate di-
rectly or indirectly in the profits of that other person in any man-
ner, including the accrual or receipt of deferred remuneration, bo-
nuses, fees, dividends, partnership income, or other income dis-
tributions. (This provision applies notwithstanding the business
profits and independent personal service articles (Articles 7 and
15).) This provision prevents certain performers and athletes from
avoiding tax in the country in which they perform by, for example,
routing the compensation for their services through a third entity
such as a dpersonal holding company or a trust located in a country
‘The foregoing provisions are similar to provisions'in the U.S. and
OECD model treaty articles dealing with entertainers and athletes.

Article 19. Pensions, Annuities, Alimony

Under the proposed treaty, pensions and other similar al

tion beneficially derived by a resident of either country in consider-
ation of past employment generallg are subject to tax only in_the
recipient’s country of residence. This rule is subject to the provi-
sions of Article 20 (Government Seryice). Thus it generally does not
apply, for example, in the case of pensions paid to a resident of one
country attributable to services performed for government entities
of the other, unless the resident of the first country is also a citizen
of the first country. . .o . 0T DT

Unlike the U.S. and OECD models, the proposed treaty allows
source country taxation of a pension or similar remuneration in
limited circumstances.” That is, the nonresidence country may tax
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remuneration paid in consideration of employment exercised in
that country, if several conditions are met. First, the individual de-
riving this remuneration must have been a resident of the source
country at some time during the 5-year period preceding the date
of payment. Second, the remuneration must be paid in a form other
than periodic payments or paid as a lump sum in lieu of the right
to receive an annuity. Third, the source country may not tax the
portion of the remuneration or lump sum that is contributed to a
pension plan or retirement account under such circumstances that,
had the amount been received from a payer in the recipient’s resi-
dence country, the imposition of tax on the payment by that coun-
try would be deferred until the amount of the payment was with-
drawn from the pension plan or retirement account to which it was
contributed. ) ,

Pensions and other payments under the provisions of a public so-
cial security system of a treaty country (and other public pen-
sions 39 ) paid by one country to an individual who is a resident of
the other country or to a U.S. citizen will be taxable only in the
paying country. (This rule is also subject to the provisions of Article
20 (Govemment Service).) This rule, which is not subject to the
saving clause, exempts U.S. citizens and residents from U.S. tax on
Dutch social security payments. Under this rule, only the United
States may tax U.S. social security payments to U.S. persons resid-
ing in the Netherlands. The rule thus safeguards the United
States’ right under the Social Security Amendments of 1983 to tax
a portion of U.S. social security benefits received by nonresident in-
dividuals, while protecting any such individuals residing in the
Netherlands from double taxation.

The proposed treaty provides that annuities may be taxed only
in the country of residence of the person who beneficially derives
them. (This rule is also subject to the provisions of Article 20 (Gov-
ernment Service).) An annuity is defined as a stated sum payable
periodically at stated times during life or a specified or ascertain-
able period of time, under an obligation to make the payments in
retur}? for adequate and full consideration in money or ‘money’s
wort

The proposed treaty provides for the treatment of alimony, un-
like the present treaty. Following the U.S. model treaty, the pro-
posed treaty grants exclusing taxing rights with respect to alimony
to the treaty country of residence of the recipient of the alimony.
The term “alimony” as used in the article means periodic payments
(made pursuant to a written separation agreement or a decree of
divorce, separate maintenance, or compulsory support) that are
taxable to the recipient under the laws of the country of which he
is a res1dent Unlike the U.S. model, child support payments are
not covered in this article. Thus, to the extent that they are treated
as income, they are covered only in Article 23 (Other Income).

Article 20. Government Service

The proposed treaty contains the standard provision that gen-
erally exempts the _wages of employees of one country from tax by

e e e

39 According to the Understandmg, it is understood that the term other publxc pensmns’ is
intended to refer to U.S. tier 1 Railroad Retirement benefits.
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the other country. Under the proposed treaty, remuneration, other
than a pension, paid by a country or one of its political subdivisions
or local authorities to an individual for services rendered to that
country (or subdivision or authority) will generally be taxable in
that country only. However, such remuneration will be taxable only
in the other country (the country that is not the payor) if the serv-
ices are rendered in that other country and the individual is a resi-
dent of that other country who either (1) is a national of that coun-
try or (2) did not become a resident of that country solely for the
{mlgcjse" of rendering the services. Thus, for example, the Nether-
ands would not tax the compensation of a U.S. citizen and resident
who is in the Netherlands to perform seryices for the U.S. Govern-
ment and the United States would not tax the compensation of a
Dutch citizen and resident who performs se for the U.S. Gov-
ernment in the Netherlands. =7 /7o o e s
- Any pension paid by, or out of funds created by, a country or one
of its political subdivisions or local authorities to an individual for
services rendered to that country (or subdivision or authority) gen-
erally will be taxable ,onII\; in that country. However, such pensions
will be taxable only in the other country if the individual is
a resident and a national of that other country. = =" v
In the situations described above, the U.S. model trea W8
exclusive taxing jurisdiction to the paying country, but only in the
case of payments to one of its citizens, = THT e s mee e
" If a country or one of its political subdivisions or local author
is carrying on ‘a" business (as otpposed to functions™ of a gove
mental nature), the provisions of Articles 16 (Dependent Personal
Services), 17 (Directors’ Fees) and 19 (Pensions, Annuiti i
mony) will ‘apply to remuneration ‘and peénsions for servi
dered in connection with the business. SRR
Article 21, Professors and Teachers - . SRR
The treatment afforded professors and teachers under the pro-
posed treaty, corresponds generally to the treatment afforded them

under the present treaty. There is no corresponding language in
the U.S. or OECD models, ‘although other U.S, treaties provide

similar benefits. , P LT e
Under the proposed treaty, an individual who visits the other
country (the host country) for a period not more than two years for
the purposes of teaching or engaging in research at a university,
college, or other recognized educational institution, and who was
immediately before that visit a resident of the other treaty country
will under certain circumstances be exempt from tax in the host
country on remuneration for such work. 'I‘ﬁigibility for this treaty
benefit is contingent on the length of stay in the host country. It
applies only for a period not more than two years from the date he
first visits the host country for this purpose. Moreover, if the visit
exceeds two years, the host country may tax the individual under
its internal law for the entire '%eriod of the visit, unless in a par-
ticular case the competent authorities of the two countries agree
otherwise. . i B
A similar rule applies, for example, under Article 20 of the U.S.-
U.K. income tax treaty and Article 20 of the U.S.-German income
tax treaty. Furthermore, under the former treaty, rules have been
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prescribed that prevent an individual from avoiding the tax on in-
come during the initial two years of the visit by exiting the host
country briefly before the prescribed period expires, and then re-
turning to continue work there. It is understood that similar rules
would apply under the proposed treaty. o
The exemption in this article does not apply to income from re-
search if the research is undertaken not in the public interest but
primarily for the private benefit of a specific person or persons. Ac-
cording to the Technical Explanation, the benefits of this article
also will not be available to a person who during the immediately
preceding period enjoyed the benefits of the other host country tax
reductions described below, applicable to students and trainees.
Host country benefits are afforded by this article to any person
who is neither a host-country citizen nor, where the United States
is the host country, a lawful permanent resident of the United
States, without regard to the saving clause. ' o o

Article 22. Students and Trainees : B

Like Article XVIII of the present treaty, the proposed treaty pro-
vides host country tax exemptions for temporarily visiting students,
researchers, and trainees, with respect to certain amounts they re-
ceive that are either remittances from abroad, grants, or compensa-
tion for services they perform. The U.S. and OECD models also
provide for some host-country exemptions for students and train-
ees, but the proposed treaty is more restrictive of host-country tax
jurisdiction. '

Under the proposed treaty, an individual temporarily present in
a treaty country for full-time study at a recognized universi?', col-
lege, or school, or for training as a business apprentice, and who,
immediately before visiting the host country, is a resident of the
other treaty country, is exempt from host country tax on certain
payments he or she receives for such time as may be reasonable
or customarily required to effectuate the purpose of the visit.
Where this rule applies, the host country may not tax remittances
from abroad for tll;e purpose of the individual’s maintenance, edu-
cation, or training. Nor may the host country tax any remuneration
for personal services performed in the host country for any taxable
year in an amount that does not exceed $2000 or its Dutch guilder
equivalent. (As discussed below, the competent authorities may
under certain circumstances adjust this threshold.)

A host country exemption is also available for temporary visitors
engaged in study, research, or training solely as the recipient of a
non-profit-sector grant, allowance, or award. The exemption ap-
plies, as above, only if immediately before visiting the host country
the individual is a resident of the other treaty country. It applies
only if the individual is present in the host country for not more
than three years for the purposes of study, research, or training
solely as a recipient of a grant, allowance, or award from a sci-
entific, educational, religious or charitable organization or under a
technical assistance program entéred into by one of the countries,
or one of their political subdivisions, or local authorities.40

40]In contrast to the time limit under Article 21, if the visitor exceeds this time limit, his or
her eligibility for benefits with respect to the first three years is not thereby eliminated.
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Where this rule applies, the host country may not tax the
amount of the grant allowance or aWard "Nor may the host country
tax any remuneration for personal services performed in the host
country for any taxable year, provided that the services are in con-
nection with the study, research or training or are incidental there-
to, in an amount that does not exceed $2000 or its Dutch gullder
equlvaxent e o

Benefits under this’ artlcle will not
dunng the immediately precedmg period enJoyed the benefits of the
host country tax reductions, described above in connectlon ith ar
ticle 21, applicable to professors and teachers. . . »

Host country benefits are afforded by this artlcle to any person
who is neither a host-country citizen nor, where the United States
is the host country, a lawful permanent resident of the United
States, without regard to the savmg clause R y

Article 23. Other Income

This article is a catch-all prov1 n‘mtended m
come not spec1ﬁca11y covered in other articles, and to assign the
right to tax income from third countries to either the United States
or the Netherlands. This article is substantlally identical to the cor-
responding article in the U.S. model treaty.

- As a general rule, items of income not otherwise . dealt w1th 1n‘
the proposed treaty which are derived by residents of either coun-
try will be taxable only in the country of residence. This rule, for
example, gives the United States the sole right under the treaty to
tax income derived from sources in a third country and paid to a
resident of the United States. This article is subject to the saving
clause, so U.S. citizens who are Dutch residents would continue to
be taxable by the United States on their third-country income, with
? f(:lrelgn tax credlt prov1ded for 1ncome taxes pald to the Nether—

ands. . T T A T T

The general rule Just stated does not apply to income (other than
income from real property (as defined in Article 6)) if the recipient
of the income is a resident of one country and carries on business
in the other country through a permanent establishment or a fixed
base, and the income is attributable to the permanent establish-
ment or fixed base: In such a case, the provisions of Article 7 (Busi-
ness Profits) or Article 15 (Independent Personal Services), as the
case may be, will apply. The effect of the deferred payment rules
and the deferred gain rules for determining U.S.-effectively con-
nected income under the Code (sec. 864(c)6) and (7)) on Dutch resi-
dents eligible for treaty benefits are dealt with in Article 24 (Basis
of Taxation) of the proposed treaty. The prohibition ‘on taxation by
the country other than the residence country does apply, however,
to income from real property that such country is not given permis-
sion to tax under Article 6. An example of such income is income
from real property located in a third country.

Article 24. Basis of Taxation

This article contains the “saving clause” and the rules relatmg
to deferred payments or gains. It also requires the countries to
reach (absent the enactment of new Dutch leglslatlon) an addl-
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tional agreement to prevent tax avoidance or evasion that might
otherwise be facilitated by the proposed treaty.
Saving clause - : :

Like all U.S. income tax treaties, the proposed treaty is subject
to a “saving clause.” Under this clause, with specific exceptions de-
scribed below, the treaty is not to affect the taxation by either trea-
ty country of its residents or its nationals. By reason of this saving
clause, unless otherwise specifically provided in the proposed trea-
13', the United States will continue to tax its citizens who are resi-

ents of the Netherlands as if the treaty were not in force. “Resi-
dents” for purposes of the treaty (and thus, for purposes of the sav-
ing clause) include corporations and other entities as well as indi-
viduals who are not treated as residents of the other country under
the treaty tie-breaker provisions governing dual residents (para-
graphs 2-4 of Article 4 (Residence)).
nder Code section 877 (“Expatriation to avoid tax”), a former
U.S. citizen whose loss of citizenship had as one of its principal
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 following
the loss of citizenship. The proposed treaty contains the standard
provision found in the U.S. model and most recent treaties specifi-
cally retaining the United States’s right to tax former citizens.
However, unlike the model provision, the provision in the proposed
treaty does not apply to a national of the Netherlands. Even absent
a specific provision the Internal Revenue Service has taken the po-
gition that the United States retains the right to tax former citi-
gg% resident in the treaty partner (Rev. Rul. 79-152, 1979-1 C.B.

Exceptions to the saving clause are provided for certain benefits
conferred by the treaty, namely: correlative adjustments to the in-
come of enterprises associated with other enterprises the profits of
which were adjusted by the other country (Article 9, paragraph 2);
exemption from residence country tax (or in the case of the United
States, citizenship country tax) on social security benefits and other
public fpensions paid by the other country (Article 19, paragraph 4);
relief from double taxation (Article 25); nondiscrimination (Article
28); and mutual agreement procedures (Article 29).

In addition, the saving clause does not apply to the following
benefits conferred by one of the countries with respect to an indi-
vidual who is neither a citizen of the conferring country nor, the
case of the United States, a “lawful permanent resident” in the con-
ferring country: exemption from tax on compensation from govern-
ment service to the otﬁer country (Article 20)); exemption from host
country tax on certain income received by temporary visitors who
are teachers, researchers, students, trainees, and business appren-
tices (Articles 21 and 22); and certain fiscal privileges of diplomais
referred to in the treaty (Article 33). The term “lawful permanent
resident” is defined under the Code and generally has the same
meaning as the term “immigrant status” used in the corresponding

rovision of the U.S. model treaty. For U.S. purposes, an individual

as “immigrant status” in the United States if he or she has been
admitted to the United States as a permanent resident under U.S.
immigration laws (i.e., he holds a “green card”).
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The exceptions to the saving clause in the proposed treaty gen-
erally are consistent with the U.S. model and recent U.S. treaties.
By contrast, although the double taxation provisions in paragraphs
(2) and (3) of Article XIX of the present treaty afford protections
to citizens, residents and corporations with respect to tax imposed
by their home country, the saving clause in paragraph (1) of Article
XIX of the present treaty sets forth only one exception (which ap-
plies to the governmental employment income of a dual citizen in-
dividual). - A T

" Deferred inco

. In several proposed treaty provisions, a resident of one country
is exempted from taxation by the other country unless the tax is
on income attributable to a permanent establishment that the per-
son has, or a fixed base available to the located person, in that
other country.41 However, the internal laws of the United States or
the Netherlands may impose tax on income that, because of the
date on which it is realized, has a nexus to a permanent establish-
ment or fixed base that no longer exists. Or internal laws may im-
pose tax on gains from the disposition of property that was associ-
ated with a permanent establishment or fixed base, but is not so
associated at the time of its disposition.42 This article provides
rules forthe taxation of incomein these types of cases. =~ = = -

For purposes of implementing the proposed treaty provisions re-
ferred to above, any income, gain, or expense attributable to a per-
manent establishment or fixed base during its existence is taxable
or deductible in the country where that permanent establishment
or fixed base is situated, even if the payments are deferred until
such permanent establishment or fixed base has ceased to exist.
(This rule does not affect internal law rules regarding the accrual
of income and expense.) Thus, the treaty permits the United States
to apply the principles of Code section 864(cX6) to the profits that
rely for their taxability upon a nexus with a permanent establish-
ment or fixed base.43 S e ke e s e R S T o

41See paragraphs 1 and 2 of Articlé 7 (Business Profits) X:ggraph 5 of Article 10" (Divi-
dends), paragraph 3 of Article 12 (Interest), paragraph 3 of ticle 13 (Royalties), paragraph
3 of Article 14 (Independent Personal Services), and paragraph 2 of Article 23 (Other Income).
742 Ag described above, for example, the Code as amended by the Tax Reform Act of 1986 (the
“1986 Act”) provides that any income or gain of a foreign’ person for any taxable year which
is attributable to a transaction in any other taxable year will be treated as effectively connected
with the conduct of a U.8. trade or business if it would have been so treated had it been taken
into account in that other taxable year (Code sec. 864(c)6)). In addition, the Code provides that
if any property ceases to be used or held for use in connection. with the conduct of a trade or
business within the United States, the determination of whether any income or gain attributable
to a sale or exchange of that tl')lroper'cdv occurring within 10 years after the cessation of business
is effectively connected with the conduct of trade or business within the United States shall be
‘lsnsix%exa’ls»if the sale or exchange occurred immediately before the cessation of business (Cod

- 43With respect to the langua%?ain the proposed treaty that conforms to the U.8., model, it is
understood that no change to that language is necessary to conform the treatment

f income
derived from independent f)efsonal services with Code section 864(cX6). An analogous rule ap-
plies to income for a taxable year from independent personal services performed in another year
in which a fixed base was available, If a treaty country resident receives income for independent
activities rendered by that resident, and the activities were performed in the other treaty coun-
try in a year during which the resident was present in the second country for more than 183
days (or the resident maintained a fixed base in the second country for more than 183 days),
then that income is taxable by the second treaty country, regardless of whether payment for
the activities was deferred to years in which the resident had no presence in the second country.
(See Rev. Rul. 86-145, 1986-2 C.B. 297.) o
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- In the case of gain realized on the disposition of property pre-
viously used or held in connection with a permanent establishment
or fixed base, the proposed treaty is more restrictive on the oper-
ation of internal U.S. law. Under the proposed treaty, gains from
the alienation of personal property that at any time formed part of
the business property of a permanent establishment or fixed base
that a resident of one of the treaty countries has, or had, in the
other country may be taxed by that other country, but only to the
extent that the gain is attributable to the period in which the per-
‘sonal property in question formed part of the business property of
the permanent establishment or fixed base. Moreover, the tax may
not be imposed on such gains at the time when realized and recog-
nized under the laws of that other country if that date is more than
3 years from the date on which the property ceased to be part of
the business property of the permanent establishment or fixed
base. Thus, the proposed treaty substantially shortens the 10-year
window, following removal of the property from the U.S. business,
in ‘which a disposition of the property by a Dutch resident remains
subject to U.S. tax, as well as limiting the portion of the gain sub-
- ject to U.S. tax.. :

There is neither a U.S. nor OECD model provision permitting
imposition of a rule like the U.S. rule addressed by this provision
of the proposed treaty. In several cases, U.S. treaties that have
been updated by provisions now in force to take into account the
1986 Act amendments do not permit imposition of the rule,44 or
permit only limited imposition.45 T

‘ Prevention of tax avoidance or evasion .

The staff understands that, from the perspective of the Adminis-
tration, the proposed treaty is intended to limit double taxation
caused by the interaction of the tax systems of the United States
and the Netherlands. However, the staff also understands that a
taxpayer might attempt to use the proposed treaty, or the present
Dutch treaty, in order to avoid all tax on U.S. income. As discussed
more fully below in connection with Article 25 (Methods of Elimi-
nation of Double Taxation), a Dutch resident may in some cases be
exempt from Dutch tax on foreign (i.e., non-Dutch) income. Assume

that a Dutch corporation establishes a permanent establishment - -

(i.e., a branch) outside the Netherlands such that neither the Neth-
_erlands nor the place where the branch is located taxes its income,
The branch earns U.S. source income of a type that may be entitled
to treaty relief from U.S. tax under a U.S.-Dutch treaty like the
present or proposed treaties. T

For U.S. tax purposes, the branch is not a “person” subject to
tax.. The corporation of which the branch is a_part is treated as
earning the income earned by the branch. Since the corporation is
a Dutch resident, it may be that the present or proposed treaty re-
quires the United. States to reduce or eliminate its tax on_the in-
come of the branch, even though the branch’s income is not subject
“to significant tax by any country other than the United States.

44 See the treaties with Franee, Indonesia, and Tunisia.
45 See the U.S.-German income tax treaty.
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Neither the present nor the proposed treaty denies U.S. tax re-
ductions generally in cases where Dutch residents pay little or no
tax outside the United States. The limitation on benefits article in
the U.S. model, on the other hand, provides that any relief from
tax provided by the United States to a resident of the other country
under the treaty shall be inapplicable to the extent that, under the
law in force in that other country, the income to which the relief
relates bears significantly lower tax than similar income arising
within that other country derived by residents of that other coun-

In recognition of this problem with the proposed treaty as signed,
this article of the treaty provides that either additional Dutch laws
must be enacted to prevent income tax avoidance or evasion in cer-
tain cases, or the two countries must agree on a provision aimed
at such income tax avoidance or evasion, which agreement must be
laid down in a separate protocol to the proposed treaty. - Co

The Dutch law or protocol to be adopted must, under the terms
of the proposed treaty, deal with the situation where a Dutch en-
terprise derives foreiﬁn-source interest or royalties attributable to
a permanent establishment in a third country, and the permanent
establishment is both exempt from Dutch tax, and subject to spe-
cial or low taxation because of a “tax haven” regime. The latter
term includes, but is not necessarily limited to, regimes intended
to encourage use of the third country for tax avoidance purposes
with respect to investment income. [A proposed protocol amending
the treaty for this purpose was signed October 13, 1993. Its terms
are discussed below in Part V of this pamphlet. i
Article 25. Methods of Elimination of Double Taxati
~... U.S. internal ;

One of the two principal purposes for entering into an income tax
treaty is to limit double taxation of income earned by a resident of
one of the countries that may be taxed by the other country. The
United States seeks unilaterally to mitigate double taxation by
generally allowing U.S. taxpayers to credit the foreign income taxes
that they pay against U.S. tax imposed on their foreign source in-
come. An indirect or “deemed-paid” credit is also provided. A U.S.
corporation that owns 10 percent or more of the voting stock of a
foreign corporation and receives a dividend from the foreign cor-
poration (or an inclusion of the foreign corporation’s income) is
deemed to have paid a portion of the foreign income taxes paid, or
deemed to have been paid, by the foreign corporation on its accu-
mulated earnings. (The foreign corporation may be deemed to have
paid taxes paid by lower-tier foreign corporations.) The taxes
deemed paid by the U.S. corporation are included in its total for-
eign taxes paid for the year the dividend is received. e

Only income tax (or tax ereof) is creditab
The foreign tax credit is available only for inc

, war fits,
and excess profits taxes paid or accrued (or deemed paid) to a for-
eign country or a U.S. possession and for certain taxes imposed in
lieu of them (secs. 901(b) and 903). Other foreign levies generally
are treated as deductible expenses only. To be creditable, a foreign
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levy must be the substantial equivalent of an income tax in the
U.S. sense, whatever the foreign government that imposes the levy
may “call it. To be considered an income tax, a foreign levy must
be directed at the taxpayer’s net gain.

Treasury regulations promulgated under sections 901 and 903
provide detailed rules for determining whether a foreign levy is
creditable (Treas. Re% secs. 1.901-1 through 1.901-3, and 1.903-1).
In general, a foreign levy is creditable only if the levy is a tax and
its predominant character is that of an income tax in the U.S.
sense. A levy is a tax if it is a compulsory payment under the au-
thority of a foreign country to levy taxes and is not compensation
for a specific economic benefit provided by a foreign country, such
as the right to extract petroleum owned by the foreign country. The
predominant character of a levy is that of an income tax in the
U.S. sense if the levy is likely to reach net gain in the normal cir-
cumstances in which it applies and the levy is not conditioned on
the availability of a foreign tax credit in another country.

Taxpayers who are subject to a foreign levy and also receive, di-
rectly or indirectly, a specific economic benefit from the levying
country are referred to as dual capacity taxpayers. Dual capacity
taxpayers may obtain a credit only for that portion of the forei
levy that they can establish is a tax and is not compensation for
the specific economic benefit received. A taxpayer may so establish
that a payment is a tax rather than compensation for a specific eco-
nomic benefit received, under either a facts and circumstances
method or under an elective safe harbor method.

A tax paid in lieu of a tax on income, war profits, or excess prof-
its may constitute a creditable foreign tax. A foreign levy is a cred-
itable tax “in lieu of” an income tax under the regulations only if
the levy is a tax and is a substitute for, rather than an addition
to, a generally imposed income tax. A foreign levy may satisfy the
substitution requirement only to the extent that it is not condi-
tioned on the availability of a foreign tax credit in another country.

Not all U.S. tax may be offset by credit

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 for-
eign tax credit offsets U.S. tax on foreign source income only. More-
over, the foreign tax credit provisions contain rules that prevent
U.S. persons from converting U.S. source income into foreign
source income through the use of an intermediate foreign payee.

- The foreign tax credit limitation generally is computed on a
worldwide consolidated basis. Hence, all income taxes paid to all
foreign countries are combined to offset U.S. taxes on all foreign in-
come, subject to separate limitation rules. The limitation is com-
puted separately for certain classifications of income (e.g., passive
income, high withholding tax interest,. financial services income,
shipping income, dividends from each noncontrolled section 902
corporation, DISC dividends, FSC dividends, and taxable income of
a FSC attributable to foreign trade income) in order to prevent the
crediting of foreign taxes on certain types of traditionally high-
taxed foreign source income against the U.S. tax on certain types
of traditionally low-taxed foreign source income. Also, a special lim-
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itation applies to the credit for forei E:ntaxes imposed on oil and gas
extraction income (Code sec. 907). ounts claimed as taxes paid
on such extraction income qualify as creditable taxes (if they other-
wise so qualify) only to the extent they do not exceed the product
of the highest U.S. corporate tax rate times the amount of that in-
come. Excess amounts generally are neither creditable nor deduct-
ible, except to the extent that they may be carned over to another
year.

Foreign tax credlts generally cannot exceed 90 percent of the pre-
foreign tax credit alternative minimum tax (determined without re-
gard to the net operating loss deduction). However, no such limita-
tion will be imposed on a corporation if more than 50 percent of
its stock is owned by U.S. persons, all of its operatlons are in one
foreign country with which the Umted States has an income tax
treaty with information exchange provisions, and certaln other re-
quirements are met. The 90-percent alternative minimum tax for-
eign tax credit limitation, enacted in 1986 overrode contrary prov1-
sions of then-exxstmg treatles —

Dutch law A

eral ways. First, the general rule of Dutch law that mltlgates dou-
ble corporate-level taxation—the so-called “participation exemp-
tion”—generally exempts a taxable Dutch company from corporate
income tax on income (1nclud1ng dividends and stock gains) derived
in connection with a “participation” in another entity, including in
many cases a foreign company. A partlclglatlon may be deemed to
exist on the basis of a 5-percent or more shareholding in the entity.

Where the entity is foreign, the entity must be sub_]ect to certam
types of foreign tax law in order for the partlclpatlon exemption to

ap

gertam other types of forelgn income of a Dutch ‘resident (such
as business profits derived through a foreign permanent establish-
ment, income from employment abroad, or income from foreign real
groperty) may be unilaterally exempt from Dutch tax on a pro rata

asis. That is, Dutch tax on worldwide income is reduced in the
same proportion that exempt forelgn income bears to worldw1de in-
come. This is also referred to as “exemption with progression,” in
light of the fact that all worldwide income is included in the tax
base for 1purposes of determining the marginal rate of Dutch tax
that applies. Finally, foreign withholding taxes on certain divi-
dends, interest, and royalties are in some limited cases (generally
gap;flhcable to U S. source items) umlaterally credltable agalnst

utch tax N

Treaty rules

Umlateral efforts to limit double taxation are 1mperfect Because
of differences in rules as to when a (Ferson ‘may be taxed on busi-
ness income, a business may be taxed by two countries as if it were
engaged in business in both countries. Also, a corporation or indi-
vidual may be treated as a resident of more than one country and
be taxed on a worldwide basis by both,

Part of the double tax problem is dealt with in other articles of
the proposed treaty that limit the nght of a source country to tax
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income. This article provides further relief where both the Nether-
lands and the United States would otherwise still tax the same
item of income. This article is not subject to the saving clause, so
that the country of citizenship or residence waives its overriding
taxing jurisdiction to the extent that this article applies.

The present treaty provides separate rules for relief from double
taxation for the United States and the Netherlands. The present
treaty generally provides for relief from double taxation of U.S.
residents and citizens by the United States permitting a credit
against its tax for the appropriate amount of taxes paid to the
Netherlands on income from Dutch sources, but not to exceed that
proportion of U.S. tax which income from Dutch sources bears to
worldwide income. The present treaty generally provides for relief
from double taxation of Dutch residents by requiring the Nether-
lands to provide, as far as may be in accordance with Netherlands
law, a deduction from Dutch tax with respect to U.S. source in-
come, in order to take into account U.S. federal income taxes paid.
This in effect confirms that a Dutch resident is entitled to “exemp-
tion with progression” on U.S. source income to the extent allowed
under Dutch internal law, if such income is “subject to tax” by the
United States as that concept is used in Dutch law. Since exemp-
tion is not generally applicable to foreign source dividends, the
present treaty additionally provides at least a partial (pro rata) ex-
emption from Dutch tax on a dividend paid by a U.S. corporation,
but the Dutch tax reduction is no greater than 15 percent of the
dividend. Given the potential Dutch and U.S. taxes that are likely
to be imposed on the U.S. source dividend income of a Dutch resi-
dent under the present treaty, this provision of the present treaty
requires the Netherlands to provide double taxation relief similar
to a foreign tax credit. :

. The proposed treaty modifies the system of the present treaty.
The modifications include allowing a U.S. credit for the Dutch state
profit share in profits from natural resources, and amending the
rule applicable to U.S. citizens resident in the Netherlands.

United States

Foreign tax credit generally

The proposed treaty contains a general provision (paragraph 4 of
Article 25) under which the United States must allow a national
or resident a foreign tax credit for the appropriate amount of in-
come taxes imposed by the Netherlands. (U.S. credits for the Dutch
profit share generally are dealt with in saragraph 5 of Article 25,
which is discussed below.) The proposed treaty also requires the
United States to allow the deemed-paid credit, with respect to the
appropriate amount of Dutch tax, to any U.S. corporate share-
holder of a Dutch company who receives dividends in any taxable
year from that company if the U.S. company owns 10 percent or
more of the voting stock of the Dutch company.

The credit generally is to be computed in accordance with the
provisions and subject to the limitations of U.S. law (as those provi-
sions and limitations may change from time to time without chang-
ing the “general principles hereof”). This provision is similar to
those found in many U.S. income tax treaties. Exceptions to this
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principle are provided in cases involving credits for Dutch taxes im-
posed on the capital gains, or pension income, of a U.S. resident
who resided in the Netherlands during the previous 5 years, under
the circumstances where the treaty permits otherwise-forbidden
source country taxation (Articles 14(9) and 19(2)). S

The “appropriate amount” is to be based on the amount of in-
come tax paid or accrued to the Netherlands, but the credit will not
exceed the limitations (for the purpose of limiting the credit to the

U.S. tax on foreign source income) provided by U.S. law for the tax-
able year. Under the proposed treaty, an additional provision ap-

plies to computation of foreign tax credit limitations with respect

to credits for Dutch corporate income tax. This provision is dis-

cussed below in connection with the description of the groposed_

tll'leaty provisions requiring U.S. foreign tax credits for the profit

share. . . . . S . : e e

. The general provision of the double taxation article provides that

Dutch taxes covered by the treaty (Article 2 (Taxes Covered)) are

to be considered income taxes for purposes of the U.S. foreign tax

credit. Unlike the U.S. model treaty and the present tt??%’» the

proposed treaty does not contain the rule that credits allowed sole-
ly by reason of this article, when added to otherwise allowable
credits for taxes covered by the treaty, may not in any taxable year

exceed that proportion of the U.S. tax on income that Dutch source
taxable income bears to total taxable income. Thus, under the gen-

eral credit provision, any credit allowed solely by the treaty and

not by the Code alone (e.g., a credit for the Dutch profit share)

could be used to offset U.S. tax on income from third-country for-

eign sources, unless another limitation is provided for under the

proposed treaty. Of the covered taxes under the treaty, apparently

only the profit share may not be creditable for U.S. Code purposes.

Thus, there are no credits allowed by paragraph 4 of Article 25 of
the proposed treaty that are not allowed by the Code, unless that

paragraph provides a U.S. foreign income tax credit for the profit

share, and the profit share is not creditable un e Code, The

staff understands that there was no intention to require that the

profit share be creditable against U.S. income tax except to the ex-
tent, discussed in detail below, that such a credit is provided for
in paragraph 5. : . I I

Dutch state profit share from exploitation of natural resources

In addition to income tax, the Netherlands collects a share of the
profits from exploitation of natural resources in the Netherlands
(including the Dutch part of the continental shelf). This levy is
sometimes referred to as the “state profit share” or “profit share,”
and it generally affects oil and gas extraction income. Under the
proposed treaty, a foreign tax credit will be allowed for the profit
share when paid or accrued by U.S. nationals or residents, subject
to limitations described below. In the absence of the proposed trea-
ty, it is understood that the Dutch state profit share may not be
creditable under U.S. Treasury Department regulations. The profit
share is levied in addition to the regular Dutch corporate income
tax. However, in computing the profit share the Netherlands allows
a credit for corporate income tax paid. In computin% the corporate
income tax, the Netherlands allows a deduction for the profit share.
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(Simultaneous equations must therefore be solved.) The rate and
the income base ?or computing the 1groﬁt share depend upon wheth-
er it is imposed under the Royal Decree of 1967 (which has a 50-
percent rate) or the Royal Decree of 1976 (which has a 70-percent
rate). In either case, special deduction and allowance rules dif-
ferent than those that aﬁply in computing income tax may appliy
in computing the profit share. While it is no longer U.S. treaty pol-
icy generally to provide a credit for foreign levies on oil and gas ex-
traction income like the Dutch state profit share, the U.S. income
tax treaties with the Netherlands’ North Sea competitors, the Unit-
ed Kingdom and Norway, do so. - < ‘

Under the proposed treaty, the amount of U.S. tax credit allowed
for the Dutch state profit share is limited with the intention that
credits for Dutch income tax and the Dutch state profit share will
shelter from U.S. tax an amount of income from activities subject
to the profit share no greater than the Dutch source income (before
deducting the profit share) from activities subject to the profit
share. Such a limitation is similar in effect to that imposed under
Code section 907 on the amount of the foreign tax credit allowed
for foreign taxes paid on foreign oil and gas extraction income al-
though, unlike the section 907 limitation, it operates on a per-coun-
try basis. It also resembles the limitations on the U.S. foreign tax
credit for taxes on foreign oil and gas extraction income that are
contained in the U.S. income tax treaties with the United Kingdom
and Norway. ) '

In the case of income subject to the profit share, the foreign tax
credit may consist of a credit for the profit share and for the Dutch
corporate income tax. Like the U.S.-U.K. treaty and unlike the
U.S.-Norway treaty, the proposed treaty provides separate, but co-
ordinated, limitations on the credits for each tax. In contrast to the
U.K. treaty, the proposed treaty does not nominally direct the Unit-
ed States to allow a profit share credit to the extent of the residual
U.S. tax liability on a single base comprised of Dutch source in-
come, after credits for Dutch corporate income tax. Instead, the
proposed treaty divides Dutch source income into two separate
components: the “creditable profit share income base” and the
“creditable company income tax base.” Credits are allowed for the
relevant Dutch levy up to the U.S. rate times the relevant base. In
effect, the result is intended to be the same as if credit for the prof-
it share cannot exceed the product of the maximum U.S. income
tax rate (currently 35-percent in the case of a corporation) times
Dutch-source income subject to the profit share (before deducting
the profit share), less the Dutch corporate income tax. Further,
credit for the Dutch corporate income tax on such income cannot,
in effect, exceed the product of the maximum U.S. income tax rate
and the Dutch-source income subject to the profit share (before de-
ducting the profit share). :

As mentioned above, the profit share credit limitation is based on
the product of the U.S. rate and the creditable profit share income
base. That base is defined as the excess of Dutch-source income
subject to the profit share (before deducting the profit share) over
the creditable company income tax base. The staff understands
that for this purpose and for purposes of the rules described below,
the Treasury Department intends that the amount of Dutch-source
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income be computed on a net basis, under U.S. tax ac'countin(f prin-
(c}ip(lies, as is true generally for foreign tax credit purposes under the

oae,46 v ' e GOl el T e
" 'The creditable company income tax base is defined as the prod-
uct of the Dutch-source income subject to the profit share (before
deducting the profit share) and the ratio of the “effective compan
income tax rate” to the maximum applicable U.S. tax rate. The ef-
fective company income tax rate is defined as the Dutch com any
tax on income subject to the (froﬁt share, divided by income su ject
to the profit share (before deducting the profit share), -

The proposed treaty provides that the creditable amount of profit
share is also subject to any other foreign tax credit limitations im-

osed by U.S. law, as it may be amended from time to time. A simi-
ar rule (described above in connection with paragraph 4 of Article
25) applies to credits for company tax. However, in applzing the
Code lIimitations to the Dutch corporate tax in a case where the
profit share applies, the proposed treaty requires use of the cred-
itable company income tax base. Because the Dutch company tax
generally is imposed at a nominal 35-percent rate on a base from
which the profit share is deducted, while under the treaty the U.S.
foreign tax credit limitation will generally be computed by applying
a nominal 35-percent (U.S.) rate to a base from which the profit
share is not deducted, it may be typical for the ratio of the effective
company income tax rate to the U.S. rate to be less than one, In
such a case the creditable company income tax base will be less
than Dutch-source income subject to the profit share (before de-
ducting the profit share). As mentioned above, the creditable com-
pany income tax base is used in computing the U.S. foreign tax
credit limitation that applies to the company tax. Thus, under the
Broposed treaty, a type of per-country limitation aplx:lies to the

utch corporate income tax which may be less than the per-coun-
try limitation that would apply if sections 902, 904(a), (b) and (c),
907, and 960 of the Code were applied separately to Dutch-source
income. In such a case credit may be allowed under the treaty for
some portion of the Dutch state profit share.

The staff understands that it was intended that the creditable
company income tax base will not be greater than Dutch-source in-
come subject to the profit share (before deducting the profit share)
as determined under the principles of U.S. tax law. v

The proposed treaty permits a carryback and carryover of Dutch
profit share that, under the special imitation, cannot be credited
in the year paid or accrued. These taxes may be carried to those
years specified under U.S. law (currently, the two preceding years
and the five succeeding years) and credited in those years only
against the U.S. tax on the creditable profit share income base (if
any) for those years."An additional two-percent limitation on the
amount of the carryback and carryover, included in the U.S. trea-
ties with Norway and the United Kingdom, is omitted from the pro-
posed protocol, reflecting the 1982 repeal of the corresponding
carryback and carryover provisions of Code section. 907 of the two-
percent limitation. No deductions are allowed with respect to in-
come taxes or profit share paid or accrued for a year with respect

46 United States v. Goodyear Tire & Rubber Co., 493 U.S. 132 (1989).



94

to which credits are claimed for any amount of the profit share,
Any profit share for which a credit is claimed under paragraph 5
of Article 25 is not creditable under the general foreign tax credit
provision in paragraph 4. The staff understands that no profit
share is creditable except to the extent that it is creditable after

application of the special profit share limitations described above.
The Netherlands g C e el

. In general, the proposed treaty requires the Netherlands to con-
tinue to employ ifs “exemption with progression” method with re-
spect to most U.S. income, as it does under the present treaty and
internal Dutch law. As explained above, under the exemption with
progression method the income, while exempt from tax, is taken
into the tax base for purposes of determining the proportion by
which Dutch tax is reduced. However, while the present treaty sim-
ply confirms that Dutch internal law applies to U.S. source income,
- the proposed treaty specifies items of U.S. income to which the ex-
emption with progression method will apply (regardless of internal
Dutch law): if a Dutch resident or national earns income taxable
by the United States under specified provisions of the pro osed
treaty, and such income is ‘included in the taxpayer’s Dutch tax
base, then the Netherlands will reduce its tax in conformity with
its internal law for the avoidance of double taxation. The income
to be so treated includes income from U.S. real property and from
employment in the United States. It includes business profits, divi-

dends, interest, royalties, and income not dealt with in a specific
article of the treaty, derived in connection with a business carried
on through a U.S. permanent establishment. It includes income
from the performance of independent personal services (insofar as
such income is subject to U.S. tax), dividends, interest, royalties,
and income not dea{t with in a specific treaty article, in connection
with a fixed base in the United States used in the performance of

services.47 It includes income from government employment and
payments out of the U.S. social security system or other public pen-
sions. To the extent that these latter payments are exempt from
Dutch tax under the proposed treaty and also not subject to the
saving clause, the proposed treaty nevertheless permits the Nether-
lands to include them in the Dutch tax base for purposes of com-
puting the pro rata exemption. o S g
Partial exemptions—in some cases the equivalent of a foreign tax
credit—must be afforded to dividends and to income of entertain-
ers, athletes, and corporate directors taxable at source by the Unit-
ed States under articles 10, 17, and 18. In the case of dividends,
the Netherlands generally is obligated, as under the present treaty,
to reduce otherwise applicable Dutch tax by a percentage of the
dividend corresponding to the source country tax that the United
States is permitted to impose, but not more than 15 percent. The
Netherlands generally also is obligated to reduce Dutch tax on the
income of entertainers, athletes, and directors by the amount of

. .

U.S. tax actually paid on that income in accordance with the treaty

+7In a case where income is deemed to be earned in connection with a permihent establish-
ment or a fixed base under the offshore activities atticle (Article 27), the Dutch tax reduction
iss contingent on the production of documentary evidence that tax has been paid in the United
tates.
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articles dealing with those items of income. As is true in the case
of the items exempted from Dutch tax, the treaty reduction of
Dutch tax is only required to the extent that the items are included
in the Dutch tax base. Moreover, the Netherlands is not required
to reduce its tax on such items to a greater extent than would be
required if these items of income (and onlﬁr these items) were ex-
empt from Dutch tax under internal Dutch law for the avoidance
of double taxation. , v S R
U.S. citizens resident in the Netherlands e ;

The proposed treaty, like other U.S. treaties, contains a special
rule for U.S. citizens who are Dutch residents. In such a case the
Netherlands will permit the U.S. citizen a credit against Dutch tax
imposed on certain income that arises in the United States. This
credit is limited to the tax that the citizen would have paid if he
were not a U.S. citizen. In addition, the United States will allow
the citizen a credit against his U.S. tax for any tax paid to the
Netherlands after the Netherlands has allowed the credit for U.S.
taxes. The credit comes after the Dutch tax is reduced by the de-
duction of U.S. taxes. The proposed treaty J)rovides for a limited
resourcing of income to give effect to this credit.

Stock gains and pensions taxable at source

As described above, the proposed treaty provides an exception in
limited circumstances to the general rule allowin only the resi-
dence country to tax stock gains and pensions, which applies only
if, among other things, the recipient of the gain or income resided
in the other country at some time during the previous five years
(Articles 19(2) and 14(9)). The roposed treaty provides that if the
country other than that of residence imposes tax under this excep-

‘tion, then that other country must reduce its tax on the income,

generally by the tax imposed by the residence country. However,
the reduction need not exceed that part of the tax attributable to
that income. The proposed treaty provides that, for the exclusive
purpose of relieving double taxation in the United States under
this provision, the income may be treated as arising in the Nether-
lands to the extent necessary to avoid double taxation. o

Article 26. Limitation on Benefits
In general

The proposed treaty contains a provision, not found in the
Eresent Dutch treaty, intended to limit indirect use of the treaty

Y persons who are not entitled to its benefits by reason of resi-
dence in the United States, the Netherlands, or in some cases, an-
other member country of the European Communities (the “EC”).48

The proposed treaty is intended to limit double taxation caused
by the interaction of the tax systems of the United States and the
Netherlands as they apply to residents of the two countries. At
times, however, residents of third countries attempt to use a treaty.
This use is known as “treaty shopping” and refers to the situation
where a person who is not a resi«ﬁant of either country seeks cer-

48The members of the EC currently are Belgium, Denmark, France, Germany, Greece, Ire-
land, Italy, Luxembourg, the Netherlands, Portugal, Spain, and the United Kingdom, .
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tain benefits under the income tax treaty between the two coun-
tries. Under certain circumstances, and without appropriate safe-

ards, the nonresident may be able to secure these benefits indi-
rectly by establishing a corporation (or other entity) in one of the
countries which entity, as a resident of that country, is entitled to
the benefits of the treaty. Additionally, it may be possible for the
third-country resident to reduce the income base of the treaty coun-
try resident by having the latter pay out interest, royalties, or
other amounts under favorable conditions (i.e., it may be possible
to reduce or eliminate taxes of the resident company by distribut-
ing its earnings through deductible payments or by avoiding with-
holding taxes on the distributions) either through relaxed tax pro-
visions in the distributing country or by passing the funds through
other treaty countries (essentially, continuing to treaty shop), until
the funds can be repatriated under faverable terms. E

Summary of treaty provisions A
The proposed new anti-treaty shopping article provides that a

treaty country resident is entitled to treaty benefits in the other
country only if it fits into one of several categories or otherwise
finds favor with that countrl):s competent authority, in the exercise
of the latter’s discretion. This provision of the roposed treaty is
unprecedented among U.S. treaties in its level of detail. In this re-
spect it is in some ways comparable to the regulation under the
branch tax definition of qualified resident.4? In several cases the
rules set forth in the regulation and the proposed treaty differ. In
other cases, however, the proposed treaty provides opportunities for
treaty benefit eligibility which are not necessarily provided under
the regulation.

As under other recent treaties, benefits are allowed under the
proposed treaty if the resident is an individual, is itself one of the
treaty countries or a political subdivision or local authority thereof,
or else is a not-for-profit, tax exempt organization that also satis-
fies an ownership test. Similarly, treaty benefits are allowed to a
person that satisfies a public company test or an active business
test, or if the competent authority in the source country otherwise
agrees to allow such benefits.

Unlike other recent U.S. tax treaties, treaty benefits are also al-
lowed under the Dutch treaty to a company that does not meet the
foregoing tests, but that functions as a headquarter company for a
multinational corporate group. Treaty benefits are also allowed to
a company owned by a limited group of publicly traded com&)anies,
including, to some extent, publicly tra ed companies resident in
third countries that are EC members. In addition, treaty benefits
are allowed to a company that meets one of two ownership/base
erosion tests, both of which take into account payments to persons
resident in third countries that are EC members, and one of which,
applicable in the case of a Dutch company, takes into account own-
ership by EC member country residents. Finally, under a provision
that is not contained in other treaties, but is similar to a provision
of U.S. law, a treaty country resident is entitled to treaty benefits
with respect to profits from the operation of ships or aircraft in

49Treas. Reg. 1.884-5T.
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international traffic (which under the treaty generally are exempt
from source country tax) if it meets an ownership test or a public
company test that takes into account residents of, and securities
markets in, third countries that similarly exempt such income in
the hands of nonresidents. g e e b i

According to the Understanding, it is understood that a taxpayer
claiming benefits under the fproposed treaty must be able to provide
upon request sufficient proof to establish the taxpayer’s entitlement
to such benefits. It is further understood, however, that the need
to provide proof that a taxpayer fulfills the requirements of this ar-
ticle can impose a severe administrative burden on the taxpayer.

It is understood, therefore, that the competent authorities will
endeavor to develop by mutual agreement reasonable procedures
for the periodic reporting of the facts necessary to support entitle-
ment to benefits, In developing such rocedures, the competent au-
thorities will strive to minimize the requency of reporting. For ex-
ample, once an entitlement to benefits has been documented and
in the absence of relevant changes in the facts and circumstances,
a taxpayer should not be required annually to provide proof that
the taxpayer is entitled to the benefits of the proposed treaty, pro-
vided that the taxpayer reports relevant changes in facts and cir-
cumstances. I B e

Ownership/base erosion vt,és Gy

Under present U.S. treaties that have a limitation on benefits ar-
ticle, there is usually a single ownership test and a single base ero-
sion payment test, both of which must be met if an entity is to
qualify for treaty benefits without recourse to other limitation on
benefit rules. Under the proposed treaty, the same is true for a
U.S. entity seeking treaty reductions of Dutch tax; however, a
Dutch company can qualify for reductions of U.S. tax under the
treaty if it meets a base reduction test together with either of two
ownership tests. LI T e e i
Ownership tests S R

To meet the ownership test that can apply to both U.S. and
Dutch entities, it is necessary that more than 50 percent of the
beneficial interest in that entity be owned directly or indirectly by
qualified persons. In the case of a company, qualified persons must
own directly or indirectly more than 50 percent of the aggregate
vote and value of all of its shares, and more than 50 percent of the
shares of any so-called “disproportionate class of shares.” For pur-
poses of determining share ownership, the Technical Explanation
states that the rules of Code section 883(c)4) shall be applied, as
they are applied for purposes of applying the ownership/base ero-
sion test under the branch tax rules, hose rules treat stock owned
(directly or indirectly) by or for an entity as being owned propor-
tionately by its shareholders, partners, or beneficiaries. ,

If in the case of a Dutch resident company the alternative owner-
ship test is met, along with the base reduction test (described
below), then the Dutch company qualifies for reductions of U.S. tax
under the dividend, branch tax, interest, and royalties articles of
the proposed treaty. To meet the alternative ownership test, Dutch
residents who are qualified persons must own directly or indirectly
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more than 30 percent of the aggregate vote and value of its shares,
and more than 30 percent of the shares of any disproportionate
class of shares. Furthermore, more than 70 percent of all such
shares must be owned, directly or indirectly, by qualified persons
and residents of EC member countries. 4 ,
As discussed above, a Dutch investment organization known as
a beleggingsinstelling may be treated for Dutch law purposes in
some ways analogously to a RIC under U.S. law; typically, neither
type of company ‘fays substantial tax in its country of residence.
On the other hand, either type of company may earn foreign source
investment income subject to foreign withholding taxes. In order to
reserve the benefit of U.S. foreign tax credits for such taxes, U.S.
aw permits a pass-through of credits for taxes borne by a RIC to
its shareholders (Code sec. 853). In order to preserve the benefit of
Dutch double tax relief in a case where a beleggingsinstelling bears
foreign withholding tax, the staff understands that Dutch law pro-
vides a benefit directly to the beleggingsinstelling that is linked to
the amount of benefits that Dutch resident shareholders of the
beleggingsinstelling would have received had they borne the foreign
withholding taxes directly. Thus the degree of Dutch ownership of
stock in a beleﬁgingsinstellin may be relevant under Dutch law.
According to the Understanding, it is understood that the proof
such a beleggingsinstelling has of the number of its Dutch resident
individual and corporate shareholders, as a result of the procedure
used by it when claiming a reimbursement of tax withheld on its
foreign dividend and interest income, can be used by the
beleggingsinstelling to show that it meets the ownership tests de-
scribed above. ’ : .

Definitions ;

To be considered an EC member country for this or any ‘other
purpose of the limitation of benefits article of the proposed treaty,
the country generally must either be the Netherlands or a member
of the EC with which both the United States and the Netherlands
have in effect a comprehensive income tax treaty. Of the 12 current
members of the EC, currently all but Portugal meet these criteria.
To be considered a resident of an EC member country for this or
any other purpose of the limitation on benefits article of the pro-
posed treaty, a person must be considered a resident of the member
country under the principles of Article 4 (Resident) of the proposed
treaty. Further, treating the member country as though it were the
Netherlands, the person would have to be entitled to benefits under
the proposed treaty upon application of the principles of the limita-
tion on benefits rules in the proposed treaty for individuals, govern-
ments, tax-exempt non-profits, public companies and their subsidi-
aries, or under the general ownership/base erosion test that applies
to both U.S. and Dutch entities (paragraph 1 of Article 26). Finally,
the person must be otherwise entitled to the benefits of the treaty
between that person’s residence country and the United States.

For purposes of determining whether a company’s shares are
owned by EC member residents for purposes of the ownership test
described above, only those shares are considered that are held b{
residents of countries with a comprehensive income tax treaty wit
the United States, and then ‘only if the particular dividend, profit
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or income subject to the branch tax, interest, or royalty payment
in respect of which treaty benefits are claimed would be subject to
a rate of tax under that treaty that is no less favorable than the
rate of tax applicable to such company under Articles 10 (Divi-
dends), 11 (Branch Tax), 12 (Interest) or 13 (Royalties) of the pro-
posed treaty. In effect, this rule allows a third-country shareholder
to receive “derivative benefits” indirectly with respect to U.S. taxes,
under the U.S.-Dutch treaty, in the sense that the right to receive
benefits under the U.S.-Dutch treaty derives from the right to ben-
efits that generally would be available under the treaty in force be-
tween the United States and the country in which the shareholder
resides. Alternatively, this rule allows the Dutch company to re-
ceive “derivative benefits” in the sense that it derives its entitle-
ment to U.S. tax reductions in part from the U.S. treaty benefits
to vcihich,its owners would be entitled if they earned the income di-
rectly. . e
The term “qualified person” means a person who is a U.S. citizen
or who is entitled to benefits under the proposed treaty as an indi-
vidual resident of the Netherlands or the United States, a public
company or public company subsidiary (as described in the discus-
sion of the public company test below), one of the treaty countries
themselves, political subdivisions or local authorities of the coun-
tries, a tax-exempt organization (as described in the discussion of
qualifying organizations below), or an entity that meets the general
ownership test set forth above (not the ownership test described
above that applies only to Dutch companies) and the base reduction
test described below. . Lo
Thus the term “qualified person” is defined in part by reference
to whether interests are owned by a qualified person. This circular-
ity of definition may give rise to circumstances in which the ques-
tion whether or not a person is a qualified person is not obviously
and unambiguously answered by the words of the proposed treaty
themselves. For example, assume that a qualified person is the di-
rect owner of 51 percent of the beneficial interests in a taxable,
nongovernmental entity. Assume that the other 49 percent is di-
rectly or indirectly owned by persons who are not qualified persons.
Assume that the qualified person that owns the 51 percent interest
is itself an entity that is a qualified person only by virtue of the
direct or indirect ownership of 51 percent, and only 51 percent, of
its beneficial interests by qualified pérsons. Only 26 percent of the
beneficial interests in the first entity is ultimately beneficially
owned by qualified persons. The staff understands that the first en-
tity in this case should not be considered to meet the ownership
test, nor was it the intent of the negotiators for such an entity to
be so considered. The staff understands that the intended approach
would leave the IRS free to deny qualified person treatment in any
case where either indirect or direct owners are predominantly not
qualified persons; and that it is in part for this reason that the
public company, active business, and other tests are provided in ad-
dition to the ownership/base erosion tests. The staff understands

that the Treasury Department believes that the intended result fol-

lows from the application of Code section '883(c)4) (as described
above) for purposes of determining share ownership. :
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The term “shares” includes depository receipts or trust certifi-
cates for shares. The term “disproportionate class of shares” means
any class of shares of a company resident in one treaty country
that entitles the holder to disproportionately higher participation,
through dividends, redemption payments or otherwise, in the earn-
ings generated in the other country by particular assets or activi-
ties of the company.

Base reduction test

To qualify for treaty benefits under either ownership/base erosion
test, the entity must (in addition to meeting one of the ownership
tests described above) meet a base reduction test which is related
to, but different than, the so-called “base erosion tests” commonly
found in recent U.S. treaties, the U.S. model treaty, and the Code.
These tests typically are met only if no more than 50 percent of the
gross income of the entity is used, directly or indirectly, to meet li-
abilities (including liabilities for interest or royalties) to persons or
entities other than certain persons entitled treaty benefits. They
are intended to prevent a corporation, for example, from distribut-
ing (including paying, in the form of deductible items such as inter-
est, royalties, service fees, or other amounts) most of its income to
persons not entitled to benefits under the treaty.

A U.S. or Dutch entity meets the base reduction test under the
proposed treatiy if less than 50 percent of the entity’s gross income
is used, directly or indirectly, to make deductible payments in the
current taxable year to persons that are not qualified persons, as
defined above. If a Dutch entity fails the foregoing test, it may sat-
isfy an alternative base reduction test that incorporates a “deriva-
tive benefits” concept. A Dutch entity meets the alternative base
reduction test if less than 70 percent of its gross income is used,
directly or indirectly, to make deductible payments to persons that
are not qualified persons, and less than 30 percent of its gross in-
come is used, directly or indirect}y, to make deductible payments
to persons that are neither qualified persons nor residents of EC
member countries, as those terms are defined above. Just as it is
understood that indirect ownership of qualified persons by non-
qualified persons may affect the application of the ownership test
(as discussed above), the staff understands that, to the extent that
the ultimate beneficial owner of the recipient of deductible pay-
ments is other than a qualified person, it was the intent of the ne-
gotiators that at least a portion of the payments received by the re-
cipient may be treated as received by a person other than a quali-
fied person. , . v

For purposes of the base reduction test, the term “gross income”
means gross income for the first taxable year preceding the current
taxable year,50 provided that the amount of gross income for the
first taxable year preceding the current taxable year will be
deemed to be no less than the average of the annual amounts of
gross income for the four taxable years preceding the current tax-
able year. Also for purposes of the base reduction test, the term
“deductible payments” includes payments for interest or royalties,

50 According to the Technical Explanation, the term “first taxable tﬁem‘ preceding the taxable
year” means the “preceding taxable year.” Thus, staff understands that it refers to the taxable
year immediately preceding the current taxable year.
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but does not include payments at arm’s length for the purchase or
use of or the right to use tangible property in the ordinary course
of business or remuneration at arm’s length for services performed
in the country of residence of the person making such payments.
Types of payments may be added to or eliminated from the excep-
tions mentioned in the preceding definition of “deductible pay-
ments” by mutual agreement of the competent authorities. These
limitations do not appear in other U.S. treaties or the model.

For these purposes, the competent authorities may by mutual
agreement determine transition rules for newly-established busi-
ness operations, newly-established corporate groups or newly-estab-
lished headquarter companies. , S

- Public company tests o o

Under present U.S. treaties that have a limitation on benefits ar-
ticle, there is usually a rule under which a company is entitled to
treaty benefits if sufficient shares in the company are traded ac-
tively enough on a suitable stock exchange. Moreover, under the
branch profits tax rules in the Code, a company is entitled to treaty
protection from the branch tax if it meets such a test or if it is the
wholly owned subsidiary of certain publicly traded corporations
resident in a treaty country. The proposed treaty has similar rules
that apply to U.S. and Dutch companies. In addition, treaty bene-
fits are afforded to companies that are not wholly-owned by a pub-
licly traded company resident in a treaty country, but rather major-
ity-owned by five or fewer such treaty country residents. However,
a separate class of potential treaty beneficiaries is' distinguished
from all other companies for this purpose: so-called “conduit compa-
nies,” which, in order to obtain treaty benefits by virtue of owner-
ship by gublicly traded companies, must also satisfy a so-called
“conduit base reduction test.” Finally, the proposed treaty contains
a special rule for Dutch companies, allowing treaty benefits based
on ownership by publicly traded companies resident in EC member
countries as well as the United States and the Netherlands. =
Publicly traded treaty beneficiary ' ’ : N

A company that is a resident of the Netherlands or the United
States, the principal class of whose shares is listed on a recognized
stock exchange located in either country, and is substantially and
regularly traded on one or more recognized stock exchanges (re-
gardless of location), is entitled to the benefits of the treaty regard-
less of where its actual owners reside or the amount or destination
of payments it makes.

Treaty beneficiaries owned by publicly traded companies

A company that is not a conduit company, and that is a resident
of the Netherlands or the United States, is entitled to treaty bene-
fits if more than 50 percent of the aggregate vote and value of all
of its shares is owned, directly or indirectly, by five or fewer compa-
nies which are residents of either treaty country, the principal
classes of the shares of which are listed and tra%d%gs described
above. A Dutch resident company that is not a conduit company is
entitled to treaty benefits if at least 30 percent of the aggregate
vote and value of all of its shares is owned, directly or indirectly,
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by five or fewer Dutch resident companies, the principal classes of
the shares of which are listed and traded as described above, and
at least 70 percent of the aggregate vote and value of all of its
shares is owned, directly or indirectly, by five or fewer companies
that are residents of the United States or of EC member states, the
principal classes of shares of which are substantially and regularly
traded on one or more recognized stock exchanges.

With respect to the public company tests, the references to
shares that are “owned directly or indirectly” mean that each com-
pany in the chain of ownership that is used to satisfy the relevant
ownership requirement must itself meet the relevant residence re-
quirement. Thus, when a corporate resident of a treaty country is
entitled to benefits under the treaty, and acquires a controlling in-
terest in a corporate third-country resident that in turn owns a
controlling interest in a second corporate resident of the treaty
country, the second corporation may not be entitled to treaty bene-
fits. According to the Understanding, it is understood that in these
circumstances the competent authority of the other treaty country,
in considering a request to grant treaty benefits notwithstanding
inability to meet the objective tests under the limitation on benefits
article (such a grant is authorized under paragraph 7 of the arti-
cle), will consider favorably a plan of reorganization submitted by
the second corporation, if that plan would result in the second cor-
poration being entitled to treaty benefits within a reasonable tran-
sition period without regard to a grant under paragraph 7.

Conduit companies

A conduit company generally is a company that makes payments
of interest, royalties and any other so-called deductible payments
(as described above in connection with the “base reduction test”) in
a taxable year in an amount equal to or greater than 90 percent
of its aggregate receipts of such items during the same taxable
year. A bank or insurance company is not a conduit company, how-
ever, if engaged in the active conduct of a banking or insurance
business and managed and controlled by associated enterprises
that are qualified persons.5! According to the Understanding, a
bank only will be considered to be engaged in the active conduct
of a banking business for this purpose if it regularly accepts depos-
its from the public or makes loans to the public, and an insurance
company only will be considered to be engaged in the active con-
duct of an insurance business if its gross income consists primarily
of insurance or reinsurance premiums, and investment income at-
tributable to such premiums.

Under the proposed treaty, a conduit company is entitled to trea-
ty benefits if it is owned to the requisite extent by (i)ublicly traded
~ companies of the appropriate residence——as described above—and it.
satisfies the conduit base reduction test. : ‘ ;

This latter test is similar to the base reduction test described
above, which is met if less than a fixed percentage (generally, 50

51 For this purpose and other purposes of determining whether a conduit company is entitled
to treaty benefits by virtue of its ownership by publicly traded companies, the definition based
on common Imanagement, control, or capital in icle 9 (Associated Enterprises) generally ap-
plies, except that whether two enterprises are associated will be determined for this purpose
without regard to the residence of either enterprise.
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percent, but with variations in the case where a Dutch company
takes into account the residence of the recipient in an EC member
country) of gross income is used to make certain deductible pay-
ments to nonqualified persons. However, whether the conduit base
reduction test is met or not is determined by comparing gross in-
come not to all deductible payments, but to only those deductible
payments made to an associated enterprise that are subject to an
aggregate rate of tax (including withholding tax) in the hands of
the recipient that is less than 50 percent of the rate that would be
applicable had the payment been received in the country where the
payor resides, and been subject to the normal taxing regime in that
country. . : L Lo
: Thus, for examl})lle, a wholly-owned subsidiary of a publicly trad-
ed company, which subsidiary receives only royalties or interest in-
come, and that in turn pays out its entire receipts every year to
Ee‘rsons ‘that are not associated enterprises, is entitled to treaty
enefits. However, the staff understands that if a resident of a
country with which the United States does not have a treaty (or
has a treaty providing less reduction of U.S. tax than the proposed
treaty), or a group of such residents, wishes to receive U.S. income
free of U.S. tax, and a publicly traded company sets up a wholly-
owned Dutch subsidiary for the purpose of receiving such U.S. in-
come and paying it out to the ultimate benefit of such residents,
the Dutch subsidiary and the recipients of the payments could be
considered to be associated enterprises. ' _ :
According to the Understanding, it is understood that for this
purpose, in determining whether an enterprise participates directly
or indirectly in the management, control or capital of another en-
terprise, an enterprise may be considered an associated enterprise
with respect to an enterprise in which its only interest is rep-
resented by evidences of indebtedness, if the indebtedness provides
the holder with the right to participate in the management, control
or capital of the enterprise that issued the indebtedness, or such
hollder in practice participates in such management, control or cap-
ita . o L TERLE R
Other definitions =~~~ =~ , R e
Several of the terms used under the public company tests are
used in the ownership/base erosion tests explained above, and
these terms are explained above as well. In addition, the term
“principal class of shares” is generally the ordinary or common
shares of the company, provided that this class represents the ma-
jority of the voting power and value of the company: When no sin-
gle class represents the majority of the voting power and value of
the company, the “principal class of shares” is generally those
classes that in the agFregate ossess more than 50 percent of the
voting power and value of the company. In determining voting
power, any shares or class of shares that are authorized but not is-
sued are not counted, and in mutual agreement between the com-
petent authorities, appropriate weight must be given to any restric-
tions or limitations on voting rights of issued shares. The “principal
class of shares” also includes any “disproportionate class of shares,”
as described above. The proposed treaty provides that notwith-
standing its definition of principal class of shares, that class may




104

E_e identified by mutual agreement between the competent authori-
ies, ‘ e i
The term “recognized stock exchange” includes any stock ex-
change registered with the Securities and Exchange Commission as
a national securities exchange for the purposes of the Securities
Exchange Act of 1934, and the Amsterdam Stock Exchange. Except
with respect to closely held companies, the term also includes the
NASDA5 System owned by the National Asgociation of Securities
Dealers, Inc., or the parallel market of the Amsterdam Stock Ex-
change. Finally, the term generally includes and any other stock
exchange agreed upon by the competent authorities of the two
countries. However, the competent authorities may agree to treat
stock exchanges as not recognized with respect to closely held com-
panies. The term “closely held company” means a company of
which 50 percent or more of the J)rincipal class of shares is owned
by persons, other than qualified persons or residents of an EC
member country, each of whom beneficially owns, directly or indi-
rectly, alone or together with related persons more than 5 percent
of such shares for more than 30 days during a taxable year. Ac-
cording to the Understanding, it is understood that the term “relat-
ed (fersons” as used in this definition means &ssociated enterprises
under Article 9 (Associated Eq'terprises) and their owners. Further,
the staff understands that the term includes persons related under
Article 9 without regard to the}ir place of residence.

This exception to the definition of a “recognized stock exchange”
in the case of a closely held company, which generally has no coun-
terpart in existing U.S. treaties, does have a counterpart in the
regulations under Code section 884(e) for identifying a “qualified
resident” eligible for treaty protection from the U.S. branch tax.52
The regulation provides that stock in certain closely held compa-
nies will not be treated as “regularly traded.” Thus, even though
the proposed treaty (as explained below) has no special rule for
closely held companies in defining the term “substantial and regu-
lar trading,” the proposed treaty may, by excluding from the public
company test companies traded on certain otherwise recognized ex-
changes, achieve a result tha:t is in some cases similar to that
achieved under the regulation. The class of closely held companies
to which the regulatory rule a;gplies, however, is defined somewhat
differently than the term “closely held company” under the treaty.

. The stock exchanges to be treated as “recognized” by agreement
of the competent authorities are to include any stock exchanges
listed in an exchange of notes: signed at the later of the dates on
which the respective governmehts have notified each other in writ-
ing that the formalities constitutionally required for the entry into
force of the treaty in their respective countries have been complied
with. According to the Understanding, the stock exchanges of
Frankfurt, London and Paris will in any case be listed. The com-
petent authorities of both States may agree to add or remove stock
exchanges from the list. : :

The shares in a class of shares are considered to be substantially
and regularly traded on one or more recognized stock exchanges in
a taxable year if two requirements are met. Trades in that class

52Treas. Reg. ser. 1.884-5T(dX4)(ii).

~
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must be effected on one or more of such stock exchanges, other
than in de minimis quantities, during every month. Further, the
aggregate number of shares of that class traded on that stock ex-
change or exchanges during the previous taxable year must be at
least 6 percent of the average number of shares outstanding in that
class during that taxable year. Any pattern of trades conducted in
order to meet the “substantial and regular trading” tests will be
disregarded. However, according to the Understanding, a person
claiming benefits under the proposed treaty need not prove that it
has not engaged in a pattern of trades on a recognized stock ex-
change in order to meet these tests, but may need to rebut evidence
that it has engaged in such a %attem for such a purpose. v
* These rules for defining su stantial and regular trading, which
generally have no counterpart in existing U.S. treaties, do have a
counterpart in the regulations under Code section 884(e).53 The
proposed treaty rules generally are, however, easier to satisfy. For
example, the regulatory counterpart to the treaty requirement of
trades (other than in de minimis) every month of the year con-
cerned is a requirement of trades on at least 60 days of the year.
The regulatory counterpart to the treaty requirement that 6 per-
cent of the shares be traded during the year is a requirement that
at least 10 percent (or 30 percent if the issuer has less than 2500
record shareholders) of the aggregate number of shares be traded
during the year. ; o g ‘

" Active business test
In general

Under the active business_test, treaty benefits in the source
country will be available under the proposed treaty to an entity
that is a resident of the United States or the Netherlands, the own-
ership/base erosion and public company tests notwithstanding, if it
is engaged in the active conduct of a trade or business in its resi-
dence country, and if the income derived from the source country
either is incidental to that trade or business in the residence coun-
try, or is derived in connection with that trade or business and the
trade or business of the income recipient is substantial in relation
to the income producing activity. R ey

An entity does not meet the active business test (and therefore
cannot claim treaty benefits under this rule) by virtue of being en-
gaged in the business of making or managing investments, unless
these activities are banking or insurance activities carried on by a
bank or insurance company. As discussed above in connection with
the conduit company definition, the Understanding provides that
for this purpose, a bank only will be considered to be engaged in
the active conduct of a banking business if itfre%ul rly accepts de-
posits from the public or makes loans to the public, and an insur-
ance company only will be considered to be engaged in the active

conduct of an insurance business if its gross income consists pri-
marily of insurance or reinsurance premiums, and investment in-
come attributable to such premiums, ' ' ’ :

As described above, the active trade or business rule is consistent

with similar tests in recont U.S. treaties, and replaces a more gen-

53Treas. Reg. sec. 1.884-5T(dX4).



106

- eral rule in the U.S. model treaty and some other U.S. income tax
treaties that preserves benefits if an entity is not used “for a prin-
cipal purpose of obtaining benefits” under a treaty. However, un-
like other treaties, and to some extent like the regulations under
Code section 884(e), the proposed treaty (in its text and as eluci-
dated in the Understanding) elaborates at len%th on the conditions
under which the active business will, and will not, be considered
to be met. Moreover, in certain circumstances the proposed treaty
permits a Dutch resident to treat trade or business activity con-
ducted throughout the EC as though it were conducted in the Neth-
erlands, for purpose of appl ing the active business test. Finally,
under the proposed treaty the competent authorities may by mu-
tual agreement determine transition rules for newly-established
business operations, newly-established corporate groups or newly-
establishecf headquarter companies.

Income derived in connection with q substantial business

The proposed treaty specifies that income is derived in connec-
tion with a trade or business if the income-producing activity in the
source country is a line of business which forms a part of, or is
complementary to, the trade or business conducted in the residence
country by the income recipient.5¢ ,

Whether the trade or business' of the income recipient is substan-
tial will generally be determined by reference to its proportionate
share of the trade or business in the source country, the nature of
the activities performed, and thefi relative contributions made to the
conduct of the trade or business in both countries.55 A safe harbor
is provided for this purpose. The trade or business of the income
reciFient will be deemed to be substantial under the proposed trea-
ty if certain attributes of the residence-country business exceed a
tﬂreshold fraction of corresponding attributes of the trade or busi-
ness located in the source country that produces the source-country
income. Under this safe harbor, the attributes are assets, gross in-
come, and payroll expense. The level of each such attribute in the
active conduct of the trade or business by the income recipient in
the residence country, and the level of each such attribute in the
trade or business producing the income in the source country, is
measured for the prior year. For each separate attribute, the ratio
of tt(?(f residence country level to the source country level is com-
puted. _f ‘

In general, the safe harbor is satisfied if the average of the three
ratios is greater than 10 percent, and each ratio sef;arately is
greater than 7.5 percent. If any separate ratio is equal to or less
than 7.5 percent f%r the prior year, the average of the correspond-
ing ratios in the three prior years may be substituted.

nder certain circumstances a Dutch person may elect to treat
trade or business activity in other EC member countries as having

84Cf. Treas, Rﬁg. sec. 1.884-5T(e)(1XGii). (To satisfy the active business test, the activities that
give rise to the U.S. income must be part of a U.S. business and that business must be an inte-
gral part of active trade or business conducted by the foreign corporation in its residence coun-
; & business is an inte;gral part if it comprises in principal part, complementary and mutually
interdependent steps in the production and sale or lease o goods, or in the provision of services,)
58Cf. Treas. Reg. sec, 1.884-5T(eX3). (A foreign corporation engafged in business in its resi-
dence country has a substantial presence in that countr¥ if certain of the attributes of that busi-
ness, p}?sically located in its residence country, equal at least a threshold percentage of its
worldwide attributes.)
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been located in the Netherlands for purposes of the active business
test generally. Where the election applies, the safe harbor de-
scribed above is applied in modified form. The election applies to
activity, conducted in EC member countries other than the Nether-
lands, that is a component part of, or directly related to, the active
trade or business conducted in the Netherlands. The election ap-
plies only, however, if each of the assets, income, and payroll at-
tributes of the Dutch business exceeds 15 percent of the cor-
responding attribute for the relevant operations throughout the EC
member countries. B o e
If the above election is made, then in order to satisfy the safe
harbor, the average of the three safe harbor ratios must be greater
than 60 percent, and each ratio separately must be greater than 50
percent. If any separate ratio is equal to or less than 50 percent
for the prior year, the average of the corresponding ratios in the
three prior years may be substituted. o s

Income incidental to a trade or business

Income derived from one treaty country is incidental to a trade
or business conducted in the other, residence country if the income
is not produced by a line of business which forms a part of, or is
complementary to, the trade or business conducted in the residence
country by the income recipient, but the production of such income
facilitates the conduct of the trade or business in the residence
country. An example of such “incidental” income is income from the
investment of the working capital of the residence country trade or
business. If a Dutch person elects to treat activities conducted
throughout the EC as activities conducted in the Netherlands,
under the rules described above, then the income that is considered
incidental to that combined trade or business cannot be greater
than four times the amount of income that would have been consid-
ered incidental to the trade or business actually conducted in the
Netherlands. ; R L

Attribution rules v

Under the proposed treaty, the active business test takes into ac-
count the extent to which the person seeking treaty benefits either
is itself engaged in business, or is deemed to be so engaged through
the activities of related persons. If it is deemed to be so engaged
on the basis of the activities of a related person, then for purposes
of applying the substantiality test or other tests that turn on the
amounts of income, assets, payroll or any other attribute of the per-
son seeking treaty benefits, that person is considered to carry on
its appropriate proportionate share of the trade or business o the
related person. Attribution for this purpose, although generally not
set forth in the literal language of the active business test language
in other recent treaties, has been used under those treaties.56

Under the proposed treaty a treaty country resident is deemed
to be engaged in the active conduct of a trade or business in its res-
idence country (and is considered to carry on all, or, as the case
may be, the proportionate share of such trades or businesses) if it

66 See Understandings Regarding the Scope of the Limitation on Benefits Article in the Conven-
tion between the Federal Republic of Germany and the United States of America, Example 1L
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is a partner in a partnership that is so engaged, or if it owns, ei-
ther alone or as a member of a group of five or fewer persons that
are qualified persons, residents of an EC member country, or resi-
dents of an “identified state,” a controlling beneficial interest in a
person that is engaged in the active conduct of a trade or business
in the country in which such owner is resident. An “identified
state” includes any third country, identified by agreement of the
competent authorities, which has effective provisions for the ex-
change of information with the residence country of the person
being tested under these rules.57

A company resident in a treaty country is also deemed to be en-
gaged in the active conduct of a trade or business in its residence
country (and is considered to carry on all, or, as the case may be,
the proportionate share of such trades or businesses) if it is a mem-
ber of a group of companies that form or could form a consolidated
group for tax purposes according to the law of the residence coun-
try (as appliedp without regard to the residence of such companies),
and the ﬁroup is engaged in the active conduct of a trade or busi-
ness in that country. A similar principle applies if a treaty country
resident is, together with another person that is so engaged, under
the common control of a person (or a group of five or fewer persons)
which (or, in the case of a group, each member of which) is a quali-
fied person, a resident of an EC member state, or a resident of an
“identified state” as that term is used above.

Finally, the activities of an owner of a treaty country resident
may be attributed to it. Attribution to a treaty country resident ap-
plies if a controlling beneficial interest in the treaty country resi-
dent is held by a single person engaged in the active conduct of a
trade or business in that same country. Attribution also applies if
a controlling beneficial interest in the treaty country resident is
held by a group of five or fewer persons, each member of which is
engaged in activity, in that country, which is a component part of
or directly related to the trade or business in that country.

For (i)urposes of applying these rules, a person (or group) is con-
sidered to have “common control” of two persons if it holds a con-
trolling beneficial interest in each such person. A person (or group)
generally is deemed to own a “controlling beneficial interest” in an-
other person if it holds directly or indirectly a beneficial interest
which represents more than 50 percent of the value and voting
Eower in the second person. However, the meaning of an indirect

olding for purposes of this rule is limited in two ways. First, an
interest of 50 percent or less of the value and voting power of any
third person is not considered for purposes of determining the per-

57For this purpose, the Understanding provides that the following countries are regarded as
an “identified State” having effective provisions for the exchange of information at the date of
gignature of the dprogosed treaty with the United States: Australia, Austria, Barbados, Belgium,
Bermuda, Canada, Costa Rica, Cyprus, Denmark, Dominica, Dominican Republic, Egypt, Fin-
land, France, Germany, Grenada, Honduras, Iceland, Ireland, Jamaica, Korea, Malta, Marshall
Islands, Mexico, Morocco, New Zealand, Norway, Pakistan, Philippines, St. Lucia, Sweden, and
Trinidad and Tobi;\?o. .

And with the Netherlands: Aruba, Australia, Austria, Belgium, Brazil, Bul aria, Canada,
China, Czechoslovakia, Denmark, Finland, France, Germany, Greece, Hun; ary, India, Ireland,
Indonesia, Israel, Italy, Korea, Luxembourg, Malaysia, Malta, Morocco, Netherlands Antilles,
New Zealand, Norway, Pakistan, Phil?glines, Poland, Romania, Singapore, Scuth Africa, Spain,
Sri Lanka, Surinam, Sweden, Thailand, Turkey, United Kingdom, Zambia, and Zimbabwe.

It is understood that countries may be added tc or eliminated from the preceding lists by
agreement between the competent authorities.
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centage of indirect ownership held by the first person or group in
the second person, For example, if a Dutch company owns 40 per-
cent of the stock of another company, which in turn owns 30 per-
cent of the stock of yet another company engaged in a Dutch trade
or business, then the 3uesti’on whether the top-tier Dutch company
is engaged in the trade or business of the bottom-tier company is
determined without regard to the stock of the middle-tier company
held by the top-tier company. Second, no person will be considered
to be part of a group owning a controlling beneficial interest in an
entity unless that person holds directly a beneficial interest which
represents at least 10 percent of the value and voting power in
such entity. Thus, for example, if a Dutch company owns 100 per-
cent of the stock of another company, which in turn owns 100 per-
cent of the stock of yet another company engaged in a Dutch trade
or business, then the question whether the top-tier Dutch company
is engaged in a Dutch trade or business is determined without
treating it as having engaged in the activities of the bottom-tier
companl}'.‘" e e R e eSS it v
The Understanding provides two examples to illustrate the oper-
ation the attribution rules, and the calculation of the appropriate
“pr(&portionate shares” to be attributed. These examples are in-
tended to illustrate that the proportionate share of activities of a
resident of one of the countries that are a_component part of, or
directly related to, a trade or business conducted by another resi-
dent of that country who claims treaty benefits, may be attributed
to the latter resident for purposes of applying the safe harbor rule
under the substantial trade or business test. In addition, the pro-
portionate share of activities of a resident of one of the countries
attributable to a trade or business conducted in the other country
will be used for purposes of that rule. S e e e T e
Further, according to the Understanding, it is understood that in
applying the measurement of “substantiality,” the attributes re-
ferred to in the safe harbor tést as applied in a specific case will
take into account the fact that there might be a less than 100 per-
cent participation in the income-producing activity. For example, if
a Dutch resident corporation has a 10-percent interest in a U.S.
corporation, in app}yxng'th‘e" substantiality test to—for instance—
dividends received from the US corporation, each of the U.S. cor-
porations’ attributes must be multiplied by the Dutch resident’s
Eercentage share in the U.S, corporation, in order to apply the safe
arbor test. ) o . ﬂ.h.w;;’:i- ST D P U SR S0 TN AR -3
The Understanding states that the same a(fprOach also applies
where a treaty country resident may be treated as engaged in trade
or business in the residence country by virtue of owning, either
alone or as a member of a group of five or fewer persons that are
qualified persons, residents of an EC member country, or residents
of an “identified state,” a controlling beneficial interest in a person
that is engaged in the active conduct of a trade or business in the
country in which such owner is resident. The Understanding pro-
vides an example further illustrating the result of this approach.
- Finally, the Understanding clarifies the operation of the attribu-
tion rules when determining whether activity conducted in another
EC member country is permitted to be treated as if conducted in
the Netherlands under the active business test. According to the
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Understanding, it is understood that the activity in the other coun-
trﬂ will be taken into account if it is conducted by any person
which, had it conducted the activity in the Netherlands, would
have its proportionate share of the activity attributed to the Dutch
re?ident considered to conduct such activity under the attribution
rules. : ,

Headquarter companies

A treaty country resident is entitled to all the benefits of the pro-
posed treaty if that person functions as a headquarter company for
a multinational corporate group. A person is considered a head-
quarter company for this purpose only if each of several criteria is
satisfied. The person seeking such treatment must provide a sub-
stantial portion of the overall supervision and administration of the
group, which may include, but cannot be principally, group financ-
ing. The person must have, and exercise, independent discretionary
authority to carry out these functions. It must be subject to the
same income taxation rules in its residence country as persons en-
gaged in the active conduct of a trade or business, as described
above in connection with the active business test for treaty benefits
under paragraph 2 of the limitation on benefits article.

Either for the taxable year concerned, or as an average for the
preceding four years, the activities and gross income of the cor-
porate group that the headquarter company supervises and admin-
1sters must be spread sufficiently among different countries. The
group must consist of corporations resident in, and engaged in an
active business in, at least five countries, and the income derived
in the treaty country of which the headquarter company is not a
resident must be derived in connection with, or be incidental to,
that active business. The business activities carried on in each of
the five countries (or five groupings of countries) must generate at
least 10 percent of the gross income of the group. The business ac-
tivities carried on in any one country other than the country where
the headquarter company resides cannot generate 50 percent or
more of the gross income of the group. Moreover, no more than 25
})ercent of the headquarter company’s gross income may be derived
rom the treaty country of which it is not a resident. The competent
authorities may by mutual agreement determine transition rules
for newly established business operations, newly established cor-
porate groups or newly established headquarter companies.

The Understanding provides substantial detail on what is means
to provide a substantial portion of the overall supervision and ad-
ministration of a group. According to the Understanding, it is un-
derstood that a person will be considered to be engaged in “super-
vision and administration” activities only if it engages in a number
of the kinds of activities listed below. For example, a person will
be considered a headquarters company if it performs a significant
number of the following functions for the group: group financing
(which cannot be its principal function), pricing, marketing, inter-
nal auditing, internal communications and management. A simple
comparison of the amount of gross income that the headquarters
company derives from its different activities cannot be used alone
to determine whether group financing is, or is not, the company’s
principal function. The above-mentioned functions are intended to
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be suggestive of the types of activities in which a headquarters
company will be expected to engage; the list is not intended to be
exhaustive. . L FEd
Furthermore, it is understood that in determining if a substan-
tial portion of the overall supervision and administration of the
group is provided by the headquarters company, the activities it
performs as a headquarters company for the group it supervises
must be substantial in comparison to the same activities for the

same group performed within the multinational. ~ o
For example, a Japanese corporation establishes a subsidiary in
the Netherlands to function as a headquarters ‘company for its Eu-
ropean and North American operations. The Japanese corporation
also has two other subsidiaries functioning as headquarter compa-
nies; one for the African operations and one for the Asian oper-
ations. The Dutch headquarters company is the parent company for
the subsidiaries through which the European and North American
operations are carried on. The Dutch headquarters company super-
vises the bulk of the pricing, marketing, internal auditing, internal
communications and management for its group. Although the Japa-
nese overall parent sets the guidelines for all of its subsidiaries in
defining the world-wide group policies with respect to each of these
activities, and assures that these guidelines are carried out within
each of the regional groups, it is the Dutch headquarters company
that monitors and controls the way in which these policies ‘are car-
ried out within the group of companies that it supervises. The cap-
ital and payroll devoted by the Japanese parent to these activities
relating to the group of companies the Dutch headquarter company
supervises is smiall relative to the capital and payroll devoted to
these activities'by the Dutch headquarters company. Moreover, nei-
ther the other two headquarter companies, nor any other related
company besides the Japanese parent company, perform any of the
above-mentioned headquarter activities with respect to the group of
companies that the Dutch headquarter company supervises. In the
above case the Dutch headquarters compahy will be considered to
provide a substantial portion of the overall supervision and admin-
istration of the group it supervises,

 Non-profit organizations
_An entity will also be entitled to benefits under. the prop
treaty if it is a not-for-profit. organization that, by -virtue of that
status, generally is exempt from income taxation in its treaty coun-
try of residence, provided that more than half the beneficiaries,
members, or participants, if any, in the organization are qualified
persons. The not-for-profit organizations described include, but are
not limited to; pension funds, pension trusts, private foundations,
trade unions, trade associations, and similar organizations. In all
events, a pension fund, pension trust, or similar entity organized
for purposes of providing retirement, disability, or other employ-
ment benefits that is organized under the law of fa , }t;re‘a'ty country

. t . Ly L2 s

will be entitled to treaty benefits if the spon
self enitled to treaty benefits. - -
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Shipping and air transport -

As described above in connection with Article 8 (Shipping and
Air Transport), profits that are derived by an enterprise of one
country from the operation in international traffic of ships or air-
craft (“shipping profits”) are exempt under the proposed treaty
from tax by the other country, regardless of the existence of a per-
manent establishment in the other country. This trea? exemption
is similar to the exemption from U.S. tax provided under the Code
for income of a forelifn person from the operation of ships or air-
craft to or from the United States, if the income is earned by a cor-
poration that is organized in, or an alien individual who is resident
in, a foreign country that grants an equivalent exemption to U.S.
corporations and residents. . S

he reciprocal exemption provided under the Code has its own
limitation on benefit provision. The exemption is not available to
an entity unless the entity satisfies either an ownership test or a
public company test. Similarly, the proposed treaty provides that
its reciprocal exemption from taxation in the treaty country other
than the residence country on shipping profits, is available to an
entity resident in a treaty country that does not otherwise qualify
for treaty benefits under the limitation on benefits article, if either
an ownership test or a public company test is met. To meet the
ownership test under the proposed treaty, more than 50 percent of
the beneficial interest in the entity (or in the case of a company,
more than 50 percent of the value of the stock of the company)
must be owned, directly or indirectly, by qualified persons or by in-
dividuals who are residents of a third country which grants an ex-
emption under similar terms for profits as mentioned in Article 8
of the progosed treaty to citizens and coaporations of the treaty
country other than the residence country. To meet the public com-
pany test, the entity must be a company the stock of which is pri-
marily and regularly traded or an established securities market in
a third country which grants a similar exemption to such citizens
and corporations.

Grant of treaty benefits by the competent authority

" Finally, the treaty provides a “safety-valve” for a treaty country
resident that has not established that it meets one of the other
more objective tests, but for which the allowance of treaty benefits
would not give rise to abuse or otherwise Le contrary to the pur-
poses of the treaty. Under this provision, such a person may be
granted treaty benefits if the competent authority of the source
country so determines. In making this determination, the com-
petent authority will take into account as its guideline whether the
establishment, ‘acquisition, or maintenance of the person, or the
conduct of its operations, has or had as one of its principal pur-
poses the obtaining of benefits under the proposed treaty. The com-
petent authority of the source country will consult with the com-
petent authority of the other country before denying the benefits of
the treaty under this rule. ‘ ‘

This provision of the proposed treaty is similar to a portion of the
qualified resident definition under the Code branch tax rules,
under which the Secretary of the Treasury may, in his sole discre-
tion, treat a foreign corporation as a qualified resident of a foreign

|
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country if the coFporation establishes to the satisfaction of the Sec-
retary that it meets such requirements as the Secretary may estab-
lish to ensure that, individuals who are not residents of the foreign
country do not use the treaty between the fdi'e'itin country and the
United States in a manner inconsistent with the purposes of the
Code rule (Code sec. 884(d}(4)D)). B e

The Understanding goes into substantial detail on the way in
which this authority is éxpected to be administered. In general, the
Understanding is much more detailed than any standards promul-
gated to date under the corresponding Code provision, and is also
more detailed than the material accompanying present U.S. trea-
ties with similar provisions (for example, the U.S.-Germany income
tax treaty). The Understanding provides that in determining
whether the establishment, acquisition, or maintenance of a cor-
poration resident of one of the States has or had as one of its prin-
cipal purposes the obtaininig of benefits under the proposed treaty,
the competent authority of the State in which the income in ques-
tion arises may consider the following factors (among others):

(1) The date of incorporation of the corporation in relation to
the date that the treaty enters into force; e e e
(2) the continuity of the historical business and ownership of
the corporation; o = -
(3) the business reasons for the corporation residing in its
country of residence; o
(4) the extent to which the corporation is claiming special tax
benefits in its country of residence; : o
. (5) the extent to which the corporation’s business activity in
_the other country is dependent on the capital, assets, or per-
sonnel of the corporation in its country of residence; and .
(6) the extent to which the corporation would be entitled to
. treaty benefits comparable to those afforded by the proposed
- treaty if it had been incorporated in the country of residence
of the majority of its shareholders.: : B

~ According to the Understanding, it is understood that a company

resident in one of the countries will be granted treaty benefits wit

respect to the income it derives from the other co if the com-
(1) holds stocks and securities the income from which is:-not
predominately from sources in the other country; =~
(2) has widely dispersed ownership; and ; ‘
(3) employs in its country of residence a substantial staff ac-
tively engaged in trades of stocks and securities owned by the
company. : S :

By the same token, it is understood that treaty benefits will not
be granted to an investment fund under this provision if any of the
above-mentioned factors is absent. S ' o

Finally, according to the Understanding it is understood that the
legal requirements for the facilitation of the free flow of capital and
?ersons‘within the European Communities, together with the dif-

ering internal income tax systems, tax incentive regimes, and ex-
isting tax treaty policies among EC member countries, will be con-
sidered in exercising authority under this provision. The competent
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authority is instructed in the proposed treaty to consider as its
guideline whether the establishment, acquisition or maintenance of
a company or the conduct of its operations has or had as one of its
principal purposes the obtaining of benefits under the treaty. Ac-
cording to the Understanding, the competent authority may, there-
fore, determine under a given set of facts that a change in cir-
cumstances that would cause a company to cease to qualify for
treaty benefits under the more objective anti-treaty shopping tests
need not necessarily result in a denial of benefits. Such changed
circumstances may include a change in the state of residence of a
major shareholder of a company, the sale of part of the stock of a
Dutch company to a person resident in another EC member coun-
try, or an expansion of a company’s activities in other EC member
countries, all under ordinary business conditions. The Understand-
ing provides that the competent authority will consider these
changed circumstances (in addition to other relevant factors nor-
mally considered in applying its discretion to allow treaty benefits)
in determining whether such a company will remain qualified for
treaty benefits with respect to income received from United States
sources. If these changed circumstances are not attributable to tax
avoidance motives, the Understanding provides that this also will
be considered by the competent authority to be a factor weighing
in favor of continued qualification. »

It may be that, as a practical matter, a corporation that would
satisfy the tests under the limitation on benefits article of the pro-
posed treaty may generally also meet the definition of “qualified
resident” for branch profits tax purposes in the Code. However, the
proposed treaty and the Understanding provide extensive details
not now provided under section 884 and the regulations there-
under. Moreover, some of those details obviously differ. Thus, it
may be incorrect to assume that the tests in the proposed treatﬁ'
and in the Code are substantially the same. For example, a Dutc]
corﬂoration qualifies for treaty benefits under the proposed treaty
if there is substantial and regular trading of its principal class of
stock on a recognized stock exchange, as those concepts are defined
in the proposed treaty, while that corporation would not meet the
1986 Act’s public company test unless such company’s stock were
primarily traded on an established securities market (or the cor-
poration were wholly owned by another corporation whose stock
were primarily so traded), applying the rules of Treas. Reg. sec.
1.884-5T(d), which as noted above are different. Similarly, the de-
rivative benefits rules, and the active business test and head-
quarters company tests in the proposed treaty require the United
States to allow treaty benefits in cases where the Treasury Sec-
retary arguably might exercise his discretion under section
884(d)(4)(D) to reach a different result in a particular case.

Article 27, Offshore Activities

This provision is similar to corresponding provisions in the U.S-
U.K. and U.S.-Norway treaties, and is intended to deal primarily
with the activities of certain U.S. independent drilling contractors
and their employees in the Dutch sector of the North Sea. As a
practical matter, the provision makes it clear that the proposed
treaty does not prevent the Netherlands from taxing the activities
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of these drilling contractors or their emif)loyees under its domestic
laws. While the provision was negotiate primarily to deal with ac-
tivities of U.S. persons in the North Sea, it also makes it clear than
Dutch activities in connection with activities on onti
tal shelf are subject to U.S. tax.” ~ = =" 7

“As discussed above in connection with Article 3 (Ge

tions), the terms “Netherlands” and “United States” ar
include the sea bed and ; nd their natural resources over
which the countries exeércise rights. Oil companies have ente ed
into contracts with U.S. drilling companies and service and supply

. ) e

co‘m%anies with respect to mineral expioration ‘and exploitation in

the North Sea through the use of movable drilling rigs. The pro--
posed treaty limits the Netherlands’s right to tax business profits
of a U.S. company to profits that are attributable to a permanent
establishmeént. The term “permanent establishment” may “include
“g building site or construction or installation project, . . . if it lasts
more than twelve months,” but it is not ‘clear whether this lan-
guage would encompass these drilling rigs. Furthermore, the activi
ties of independent drilling contractors ‘with respéct to ‘any '
project frequently are completed in less than 12 months. In addi
tion, individuals performing independent services in the North
who could establish that they did not themselves have a fixed base
in the Netherlands might, under certain circumstances, be exempt
from Dutch tax on their income from the performaiice of services.
The proposed treaty provides that an enterprise of a treaty coun-
try which carries on offshore activities in the other country for

more than 30 days in a calendar year generally will be deemed to

be carrying on in respect of those activities a business in that other

country through a permanent establishmenit therein. (For purposes
of measuring the period of activity, activities carried on by associ-

ated enterprises on a single project are aggregated. Enterprises are
regarded as associated based on ownership of one-third or more of
the enterprises’ capital.) Similarly, a resident of one country who
carries on in the other country, for a continuous period of 30 days
or more, offshore activities that are professional services or other
activities of ,an_indflpendent character in the other country gen-
erally will be deemed to be 'lgerfp_'ming those activities from a fixed
base in the other country. inally, employment income in ‘connec-
tion with offshore activities carried on through a permanent estab-
lishment in a treaty country may be taxed in that country to the
extent that the employment is exercised offshore in that country.
Staff understands that this right to tax extends to employment in-
come from ‘an activity that is only deemed to give rise to a perma-
nent establishment under the other provisions of this article. These
special rules on offshore activities do not apply where the activities
of a person otherwise constitute for that person a permanent estab-’
O e O fined i Article 5 (Permanent Establishment). Simi-

rticle do not apply where offshore ac-

larly, the rules under this ¢ ,
tivities of the person otherwise would constitute a fixed base
Article 15 (Independent Personal Services). ~~ "~ "
The special offshore activities rules permit income from such ac-
tivities, whether business profits or income from personal services,
to be taxed by the country in which the activities ‘are performed

ander the business profits or personal services articles. “Offshore

bed and sub-soil and their natural resources over'
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activities” means activities carried on offshore in connection with
the exploration of exploitation of the sea bed and its sub-soil and
their natural resources, situated in one of the treaty countries.
Under the rule deeming a permanent establishment to exist by vir-
tue of offshore activities, tEe term “offshore activities” does not in-
clude the preparatory and auxiliary activities, as listed in the pro-
posed treaty’s general definition of “permanent establishment,”
that would not themselves give rise to a permanent establishment
(Article 5, para’graph 4). Nor for this purpose does the term “off-
shore activities” include towing or anchor handling by ships pri-
marily designed for that purpose and any other activities per-
formed by such ships, or the transport of supplies or personnel b
ships or aircraft in international traffic. Accorxfing the Understand-
ing, it is' understood that transport of supplies or personnel be-
tween one of the treaty countries and a location where activities
are carried on offshore in that country, or between such locations,
is to be considered as transport between places in that country, and
therefore not as “international traffic.” ,

If the offshore activities take place in the United States and U.S,
tax is imposed on a Dutch national or resident in accordance with
the proposed treaty on the resulting income, then the Netherlands
is obliged to reduce its tax on this income, in conformity with the
rules of the double taxation article (Article 25, paragraph 2), so
long as documentary evidence is produced that the U.S. tax has
been paid. ) o L

Article 28. Non-discrimination C _‘
The proposed treaty contains a comprehensive nondiscrimination

article relating to all taxes of every kind imposed at the national,
state, or local level. It is similar to the nondiscrimination article in
the U.S."model treaty and to provisions that have been embodied
in other recent U.S. income tax treaties. It is broader than the non-
discrimination Erovision of the present treaty. The nondiscrimina-
tion article of the proposed treaty differs from the U.S. and OECD
models in its treatment of contributions to foreign pension plans.
The proposed treaty differs from the U.S. model in_ protecting all
legal persons deriving their status as such from the l?nited States,
not only U.S. citizens. In the latter regard, the nondiscrimination
article of the proposed treaty more closely resembles that of the
OECD model treaty., S _ : ‘

In general, under the proposed treaty, one country cannot dis-
criminate by imposing other or more burdensome taxes (or require-
ments connected with taxes) on nationals of the other country than
it would impose on its nationals in the same circumstances. This
provision applies whether or nst the nationals in question are resi- _
dents of the United States or the Netherlands. A J.S. national who
is not a resident of the United States and a Dutch national who
is not a resident of the United States are not deemed to be in the
same circumstances for U.S. tax purposes.

Under the prog)osed treaty, neither country may tax a permanent
establishment of an enterprise of the other country less favorably
than it taxes its own enterprise carrying on the same activities.
Consistent with the U.S. ‘and OECD model treaties, however, a
country is not obligated to grant residents of the other country any
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personal allowances, reliefs, or reductions for tax putrposes on ac-
count of civil status or family responsibilities which it grants to its
own residents. LT ey e L B G

In a provision not contained in the present treaty, eac. Ty
is required (subject to the arm’s-length pricing rules of Articles 9(1
(Associated Enterprises), 12(5) (Interest), and 13(4) (Royalties)) to
allow its residents to deduct interest, royalties, and other disburse-
ments paid by them to residents of the other country under the
same conditions that it allows deductions for such amounts paid to
residents of the same country as the payor. The Technical Expla-
nation indicates that term “other disbursements” is understood to
include a reasonable allocation of executive and administrative ex-
penses, resé*ajiclg'éhdvdevelopﬁiéﬁt ‘éxpenses, and other ‘expenses in-
curred for the benefit of a group of related enterprises. The Tech-
nical Explanation confirms that the so-called “earnings stripping”

' on 163(j) are consiste Wi is standard.

rules under Code section

"An analogous rule applies to pension plan contrib 3'on_behalf
of an employee resident (or temporarily present) i eaty coun-

try, where the plan is recognized for tax purposes““inf’thg ~other
country. In the United States, for example, a contribution on be alf

of an employee to a qualified pension plan” may be both deductible

from the employer’s income and excluded from the employee’s gross

income for the year of the contribution, while a contribution to a
plan that is not qualified may not be deductible to the employer
until the year that it is included in the income of the ‘employee.58
The proposed treaty provides that in determining for tax purposes
the employment income of a resident of, or temporary visitor to, a
treaty country, that country may be required to treat a contribution

‘to a pension plan recognized for tax purposes in the other ‘country
as a contribution paid to a pension plan that is récognized for tax
purposes in the first_country. In order for the first country to be
So required, the employee must not be a nation: f the first coun-
try, and must have been contributing to the pension plan before be-
coming resident, or temporarily present, in the first country. In ad-
dition, the competent authority of the first country must agree that

the pension plan corresponds to a pension plan recognized for tax
purposes by that country. o bl

DS by e iserimination also applics under the proposed

treaty to enterprises of one country that are owned in whole or in
part by residents of the other country. Enterprises resident in one
country, the capital of which is wholly or partly owned or con-
trolled, directly or indirectly, by one or more residents of the other
country, will not be subjected in the first country to any taxation
or any connected requirement which is other or more burdensome
than the taxation and connected requirements that the first coun-
try imposes or may impose on its similar enterprises. T
The saving clause (which allows the country of residence or citi-
zenship to tax notwithstanding certain treaty provisions) does not

apply to the nondiscrimination article. s

58 See Code secs. 402(a), 404(a), and 404A.
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Article“z_s.%Mutual Agreement Procedure

The proposed treaty contains the standard mutual agreement
provision, with some variation, which authorizes the competent au-
thorities of the United States and the Netherlands to consult to-
gether to attempt to alleviate individual cases of double taxation
not in accordance with the proposed treaty. The saving clause of
the proposed treaty does not a ply to this article, so that the appli-
cation of this article may result in waiver (otherwise mandated by
the proposed treaty) of taxing jurisdiction by the country of citizen-
ship or residence.

nder this article a resident of one country, who considers that
the action of one or both of the countries will cause him to pay a
tax not in accordance with the treaty, may %resent his case to the
competent authority of the country of which he is a resident or citi-
zen. The competent authority will then make a determination as to
whether the objection appears justified. If the objection appears to
it to be justiﬁeci and if it is not itself able to arrive at a satisfactory
solution, then that competent authority will endeavor to resolve the

ance of a refund or credit notwithstanding the statute of limita-
tions. The KI’OViSion, however, contains its own limitations period,
roviding that the competent authority of the other country must
ave received notification that a case exists within 6 years from the
end of the taxable year to which the case relates.

The six-year limitation on notification of the other competent au-
thority is ‘not the preferred U.S. treaty position nor is it in the
%resent Dutch treaty. It is similar, however, to provisions in the

.S.-Canada and U.S.-Finland income tax treaties.5¢ The OECD
model treaty includes a three-year limitation on the time that may
lapse between the first notification of the action resulting in tax-
case to the competent authority. However, that time limitation gen-
erally cannot run until the taxpayer is formally on notice that a
problem exists. Under the proposed treaty, a refund may be denied
absent some reason to believe that a refund case will exist before
the end of 6 years from the tax year in question. o

~ The competent authorities of the countries are to endqayor to re-

Provided for in the treaty.

- Like the U.S. model treaty, the proposed treaty makes express
provision for competent authorities to mutually agree on the alloca-
tion of income, deductions, credits, or allowances, the determina-
tion of the source of income, the characterization of articular
items of income, the common meaning of a term, the application of
penalties, fines, and interest under internal law, increases (where
appropriate in light of economic or monetary developments) in the
doﬁar thresholds in provisions such as the artistes and athletes ar.

59 See also Article 26(2) of the proposed U.S.-Mexico income tax treaty.
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ticle'and the students and trainees provisions, ‘and the elimination
of double taxation in cases not provided for in the treaty. L
The proposed treaty authorizes the competent authorities to com-
municate with each other directly for purposes of ‘reaching an
agreement in the sense of this mutual agreement article. This pro-
vision makes clear that it is not necessary to go through diplomatic
channels in order to discuss problems arising in the application of
the treaty. It also removes any doubt as to restrictions that might
otherwise arise by reason of the confidentiality rules of the United
States or the Netherlands. ' P e i s s
The proposed treaty contains language under which, if a dis-
agreement cannot be resolved by the competent authorities, they
may agree to submit the disagreement for arbitration, provided
that the taxpayer or taxpayers also agree in writing to be bound
by the decision of the arbitration board. However, this portion of
the treaty does not take effect until the United States and the
Netherlands have so agreed in the future. This agreement is to be
evidenced not by another treaty or protocol subject to Senate advice
and consent, but rather by notes to be exchanged through diplo-
matic channels. According to the Understanding, it is understood
that such diplomatic notes will be exchan; ed when the competent
authorities of the two countries are satis: ied with the experience
under the voluntary arbitration provision of the U.S.-Germany 'in-
come tax treaty, which went into force in 1991, or under the man-
datory arbitration provision in the EC member country multilateral
treaty on associated enterprises, which was signed in 1990 but has
yet to come into force.6® The Understanding provides for consulta-
tions between the competent authorities, after a three-year period
following the proposed treaty’s entry into force, to determine
whether the conditions for this exchange have been fulfilled.
According to the Understanding, it is also understood that if and
when the arbitration provision of the treaty takes effect, certain
procedures set forth in the Understanding will apply. These proce-
dures are substantially similar to the procedures set forth in notes
exchanged by the United States and Germany in 1989 at the time
that the present U.S.-G‘erm’ang income tax treaty was signed, and
in the proposed protocol to the proposed U.S. income tax treaty
with Mexico. Subject to the general principles established in the
Understanding, the procedures may be medified or supplemented
by the competent “authorities or, in the case of the arbitration
board’s own procedures, by the arbitration board itself (consistent
with generally accepted principles of equity). 0 T anmn o
‘The competent authorities may agree to invoke arbitration if
they fail to reach an agreement within two years of the date on
which the case was submitted to one of them, but only after the
other competent authority procedures s elled out in the treaty have
been fully’ exhausted.: The Understanding provides that the ‘com-
petent authorities will not generally accede to arbitration with re-
spect to matters concerning either the tax policy or the domestic
tax law of either treaty country. =~~~ 77 crieeomeTin i
The Understandin%describes how an arbitration board will be
chosen in ‘each case. Each board will have at least three ‘members.

s

R 35

8690/436/EEC.
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Each competent authority will appoint the same number of mem-
bers, and these members will agree on the appointment of the
other member or members of the board. The other member or
members may be from the United States, the Netherlands, or an-
other OECD member country. Further criteria for selecting the
other member, or other members, of the arbitration board may be
issued by the competent authorities. All board members and their
staffs must agree in writing to be bound by applicable confidential-
ity and disclosure rules of both countries. If those provisions con-
flict, the most restrictive provisions will apply.

The competent authorities may agree on and instruct the arbitra-
tion board regarding specific rules of precedure, such as appoint-
ment of a chairman, precedures for reaching a decision, establish-
ment of time limits, etc. Otherwise, the arbitration board shall es-
tablish its own rules of procedure consistent with generally accept-
ed principles of equity. axpayers and/or their representatives shall
1t;e afé‘orded the opportunity to present their views to the arbitration

oard. :

The decision of a case by an arbitration board must be made on
the basis of the treaty, giving due consideration to the domestic
laws of the treaty countries and the principles of international law.
The board will provide the competent authorities with an expla-
nation of its decision. The decision, although binding with respect
to the case at issue, will not have precedential effect. However, it
is expected that the decisions ordinarily will be taken into account
in subsequent cases involving the same taxpayer or taxpayers, the
same issue or issues, and substantially similar facts. The Under-
standing states that arbitration board decisions may also be taken
into account in other cases where appropriate.

The Understanding also provides for each treaty country to bear
the costs of compensating its appointees, and half of the compensa-
tion of the appointees chosen by the arbitration board members.
However, the arbitration board is given authority to allocate these
costs differently, and each competent authority of a treaty country
is given the authority to require the taxpayer or taxpayers to agree
to bear that country’s share of the costs as a prerequisite for arbi-
tration.

Finally, the progosed treaty contains a provision that requires
the competent authorities to consult on establishing a basis for the
full implementation of the proposed treaty whenever the internal
law of the one of the treaty countries is or may be applied in a
manner that may impede the full implementation of the proposed
treaty. If one of the competent authorities becomes aware of such
actual or potential application, it is to inform the other in a timely
manner, and consultations should begin within 6 months. The staff
understands that this provision is intended to cover situations,
among others, where internal law changes in conflict with the pro-

osed treaty. In diplomatic notes accompanying the treaty, the
gtate Department and its Dutch counterpart, on behalf of their re-
sgective governments, confirmed that they recognized the principle
that the treaty, once in force, is binding upon both parties and
must be performed by them in good faith and in accordance with
generally accepted rules of international law. The negotiators fur-
ther conﬁrmecf their recognition that they should avoid enactment
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or interpretation of legislation or other domestic measures that
would prevent the performance of their obligations under the trea-

The negotiators, recognizing the possibility of significant
changes in the national taxation laws which may affect implemen-
tation of the treaty, were able to agree in principle that in such a
case an appropriate amendment of the treaty might be necessary.
The consultation language in the treaty provides a mechanism for
initiating such amendments. B R TR

Article 30. Exchange of Information and Administrative As-
sistance o L e e
In general 4 Tl S S S T e
This article, together with two following articles, form the basis
for cooperation between the two countries in their attempts to deal
with_avoidance or evasion of their respective taxes and to obtain
information so that they can properly administer the treaty. The
proposed treaty provides for the exchange of information which is
necessary to carry out the provisions of the proposed treaty or of
the domestic laws of the two countries concerning taxes to which
the treaty applies insofar as the taxation under those domestic
laws is not contrary to the treaty. The proposed treaty specifies
that the purposes for which information is to be exchanged include
assessment, collection, administration, enforcement, prosecution be-
fore an administrative authority or initiation of prosecution before
a judicial body, or determination of appeals with respect to the
taxes covered by the treaty. The exchange of information is not re-
stricted by Article 1 (General Scope). Therefore, third-country resi-
dents will be coversd. However, like the present treaty but unlike
the U.S. model the exchange of information article is restricted by
Article 2 (Taxes Covered). Unlike the U.S. model, the proposed
treaty does not obligate the parties to exchange information about
national-level taxes (such as excise taxes) that are not listed under
article 2. - e AR A U K s I SO R e i
Any information exchanged is to be treated as secret in the same
manner as information obtained under the domestic laws of the
country receiving the information. The exchanged information ma
be disclosed only to persons or authorities (including courts and ad-
ministrative bodies) involved in functions listed above in relation to
taxes to which the treaty applies. Such persons or authorities can
use the information for such purposes only. e
As indicated in the Understanding, persons involved in the ad-
ministration of taxes ‘include the tax-writing committees of Con-
gress and the U.S. General Accounting Office, for use in the per-
formance of their role in overseeing the administration of U.S. tax
laws. The Understanding further indicates that the role of Con-
gress and the GAO in overseeing the administration of U.S. tax law
is understood to be limited to ensuring that the administration of
the tax law by the executive branch is honest, efficient, and con-
sistent with legislative intent. ‘ ST e
Exchanged information generally may be disclosed in public
" court proceedinfgs or in judicial decisions. However, a treaty coun-
try may use in ormation obtained under the treaty as evidence be-
fore a criminal court only if prior authorization has been given by
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the competent authority of the country supplying the information.
The competent authorities may mutually agree to waive the condi-
tion of prior authorization.

Upon an appropriate request for information, the requested coun-

try is to obtain the information to which the request relates in the

quested country may use those powers even if the requesting coun-
try could not under its own laws. Thus, it is not intended that the
provision be strictly reciprocal. For example, once the Internal Rev-
enue Service has referred a case to the Justice Department for pos-
sible criminal prosecution, the U.S. investigators can no longer use
an administrative summons to obtain information. If, however, the
Netherlands could still use administrative processes to obtain re.
quested information, it would be expected to do so even though the
United States could not. The Uniteé) States could not, however, tell
Netherlands which of its procedures to use.

Where specifically requested by the competent authority of one
country, the competent authority of the other country shall endeav-
or to provide the information in the form requested. Specifically,
the competent authority of the second country will endeavor to pro-
vide depositions of witnesses and authenticated copies of unedited
orig‘inal documents (including books, papers, statements, accounts,
and writings) to the same extent that t ey can be obtained under
the laws and practices of the second country in the enforcement of
its own tax laws. ‘ :

Information may also be released to the arbitration board estab-
lished under the mutual agreement provisions described above,
where necessary for carrying out the arbitration procedure. Condi.
tions and requirements for such release are similar to those appli-
cable to information exchanged between the competent authorities.
Moreover, the members of the arbitration board are subject to the
same secrecy obligations that apply to competent authorities receiv-
ing information exchanged under this article.

General conditions on the exchange or release of information are
laid down in Article 32 (discussed below). .

Summonses to designated agents

Under the Code, any domestic corporation that is 25-percent
owned by one foreign person, and any foreign corporation that con-
ducts a trade or business in the United States (a “reporting cor-
poration”), must furnish the IRS with such information as the Sec-
retary may prescribe regarding transactions carried out directly or
indirectly with certain foreign persons treated as related to the re-
porting corporation (“reportable transactions™).

In addition, the Code provides that in order to avoid certain con-
sequences with respect to certain reportable transactions, each for-
eign person that is a related party of a reporting corporation must
agree to authorize the latter to act as its agent in connection with
any request or summons by the IRS to examine records or produce
testimony related to any reportable transaction. Failure of a relat-
ed party to designate a reporting corporation as its agent for ac-




123

cepting service of process in connection with reportable trans-
actions, or, under certain circumstances, noncompliance with IRS
summonses in connection with reportable transactions or “other
matters, can result in the applicati

“application of the so-called “noncompli-
ance rule.” This rule permits the Secretary of the Treasury to de-
termine the tax consequences to the reporting corporation of cer-
tain transactions or other items in his or her sole discretion, based
on any information in the knowledge or possession of the Secretary
or on ‘any information that the Secretary may obtain through testi-
mony or otherwise. T

The legislative history accompanying the enactment of these
rules indicates an expectation that where records of a related party

are obtainable on a timely and efficient basis under information-ex-
change procedures provided under a tax treaty, the IRS generally
would make use of those procedures before issuing a summons to
the designated agent on behalf of the related party.61 Treasury reg-
ulations contain this language.62 For this purpose, the regulation
provides that information is available on a timely and efficient
basis if it can be obtained within 180 days of the request. However,
the legislative history also indicates a cognizance of undue audit
delays that have been caused by the Service’s inability to quickly
obtain relevant inform. through treaty procedures, and a rec-
ognition that exigent circumstances (for example, the imminent ex-
piration of the limitations period) may arise that would make the
use of a treaty procedure undesirable. Thus, an intention is ex-
pressed in the legislative history that the Service not be required
to attempt to use a treaty procedure before issuing a summons
with respect to information that might be obtained under that trea-
ty. The regulation proyvides that the absence or pendency of a trea-
ty request may not be asserted as grounds for refusing to company
with a summons or as a defense against the assertion of the non-
compliance penalty adjustment. oo o

The Understanding would modify the intended operation of these

rules in a case where a U.S. resident or permanent establishment

that is a “reporting corporation” under the above rules has neither
possession of nor access to records that may be relevant to the U.S.

income tax treatment of a transaction between it and a foreign re-

lated party (or, in the case of a permanent establishment, the U.S,
tax treatment of any other item), and the records are under the
control of a Netherlands resident and are maintained outsid the
United States. In such a case, the Understanding provides that the
United States is obligated to request those records from the Neth-
erlands through an exchange o% information under this article of
the proposed treaty before issuing a summons for those records to
the reporting corporation, provided that under all the cir-
cumstances presented, the records will be obtainable through the
request on a timely and efficient basis. For purposes of this discus-
sion, the Understanding provides that records will be considered to
be available on a timely and efficient basis if they can be obtained
within 180 days of the request or such other period agreed upon

81 Comraittee on Finance, Explanation of Provisions Ap&rﬁ:oved by the Committee on October 3, »
1989, Senate Finance Committee Print, 101st Cong., 1st Sess., pp. 115-116 (1989).
62Treas. Reg. sec. 1.6038A-6(b). T ’ )
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" in mutual agreement between the competent authorities, except
where the statute of limitations may expire in a shorter period.

As discussed above in connection WI?;YI the limitation on benefits
provision (Article 26), the proposed treaty affords benefits to resi-
dents that are “conduit companies” meeting a “conduit base reduc-
tion test.” A conduit company is one that pays out currently at
least 90 percent of its aggregate receipts in d}:aductible payments
(including royalties and interest, but excluding those at arm’s
length for the purchase, or use of or the right to use, tangible prop-
erty in the ordinary course of business, or remuneration at arm’s
length for services performed in the payer’s residence country). A
conduit company meets the conduit base reduction test if less than
a threshold fraction (generally 50 percent) of its gross income is
paid to associated enterprises subject to a particularly low tax rate
(relative to the tax rate normally applicable in the payer’s resi-
dence country). Accordinf to the Understanding, it is understood
that, for purposes of applying the conduit base reduction test, the
competent authority will initially confine its requests for informa-
tion on a resident of the other country to the subject of determining
whether the resident is a conduit company. The Understanding
provides that the competent authority will request additional infor-
mation to determine whether the conduit base reduction test has
been satisfied only after determining that the company is a conduit
company. \ S , ' ‘
Article 31. Assistance and Support in Collection

This article provides for administrative cooperation between the
two countries in enforcing and collecting income ‘tax claims. It is
carried over from Article XXII of the present treaty without signifi-
cant modification, although it is accompanied by a new detailed
discussion in the Understanding. The article covers matters that
are also the subject of a provision included in the exchange of infor-
mation article of the U.S. model treaty, but is broader in scope and
more detailed than the U.S. model treaty provision.

The proposed treaty provides that the countries are to undertake
to assist and support each other in collecting the taxes to which the
treatiy applies, includinf interest, costs, and additions to such taxes
and fines not of a penal character. Such assistance, however, is not
to be accorded under this Article with respect to citizens, corpora-
tions, or other entities of the country whose assistance is requested
except in cases where the treaty exemptions or rate reductions
granted under the treaty have, according to mutual agreement be-
tween the competent authorities, been enjoyed by persons not enti-
tled to those benefits. The Understanding notes that the competent
authorities may under this Article grant assistance in collecting
any tax deferred by operation of the Article 14 provision requiring
coordination of nonrecognition provisions in the case of corporate
reorganizations and other transactions.

The treaty specifies that each country may accept for enforce-
ment and may collect revenue claims of the other country which
have been finally determined. The Understanding provides that for
purposes of this Article, a revenue claim is finally determined when
the applicant country has the right under its internal law to collect
the revenue claim and all administrative and judicial rights of the
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taxpayer to restrain collection in the applicant country have lapsed
or been exhausted. ' et
_Pursuant to the Understanding, a country is not obliged to ac-
cede to a request for collection assistance if the applicant country
has not pursued all appropriate collection action in its own jurisdic-
tion, and in those cases where the administrative burden for the
requested country is disproportionate to the benefit to be derived
by the applicant country. ) e

Where the request is accepted, the accepting country is to enforce
and collect such-revenue claims in accordance with the laws appli-
cable to the enforcement and collection of its own taxes. It is not
to be required to enforce executory measures (e.g., the seizure of
the debtor’s property) for which there is no provision in the law of
the other country. The Understanding provides that the request
may be accepted for collection by the competent authority, and if
accepted, generally shall be collected by the accepting country as
though the claim were that country’s own revenue claim finally de-
termined. However the claim will not have, in the accepting coun-
try, any priority accorded to the revenue claims of that country.

If the accepting country is the United States, the Understanding
provides that the United States will treat the claim as an assess-’
ment under U.S. law against the taxpayer as of the time the appli-
cation is received; if the accepting country is the Netherlands, that
country will treat the claim as an amount payable under appro-
priate Dutch law, the collection of which is not subject to any re-
striction. The accepting country may, after notifying the applicant
country, allow deferral of payment, or payment by installments, if
its laws or administrative practice permit it to do so in similar cir-
cumstances. Any interest received by the accepting country as a re-
sult of the delay in receipt will be transferred to the competent au-
thority of the applicant country. '

When one country applies to the other for assistance in enforcing
a revenue claim, its application must include a certification that
the taxes have been finally determined under its own laws. Pursu-
ant to the Understanding, the request for administrative assistance
in the recovery of a tax claim must also be accompanied by an offi-
cial copy of the instrument permitting enforcement in the applicant
country and, where appropriate, certified copies of any other docu-
ment required for recovery. ) T

Under the Understanding, in general amounts collected under
the Article are to be forwarded to the competent authority of the
applicant country. Unless the competent authorities otherwise
agree, the ordinary costs incurred in providing assistance are to be
borne by the collecting country, and any extraordinary costs by the
applicant country, eXiragroi 0SB DYy the

The Understanding provides that nothing in this article shall be
construed as creating or providing any rights of administrative or
judicial review of the applicant country’s finally determined reve-
nue claim by the country whose assistance is requested, based on
any such rights that may be available under the laws of either
country. On the other hand, if, at any time pending execution of
a request for assistance under this Article, tge applicant country
loses the right under its internal law to collect the revenue claim,
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its competent authority will promptly withdraw the request for as-
sistance in collection. . ,

Lastly, the Understanding provides that the competent authori-
ties shall agree upon the mode of af)plication of this Article. The
may further agree to modify or supplement the procedures set fortl{'
in the Understanding, although they will continue to be bound by
the general principles established therein. ERNE
Article 32. Limitation on Articles 30 and 31 ' .

As is true under the present treaty and the U.S. and OECD
model treaties, the proposed treaty contains limitations on the obli-
gations of the countries to supply information as prescribed in arti-
cle 30, and to provide collection assistance and support as pre-
scribed in article 31. Under the proposed treaty, a country is not
required to carry out administrative measures at variance with the
law and administrative ﬂractice of either country, or to supply in-
formation which is not obtainable under the laws or in the normal
course of the administration of either country, or to supply infor-
mation which would disclose any trade, business, industrial, com-
mercial, or professional secret or trade process, or information the
“disclosure of which would be contrary to public policy. L
Article 33. Diplomatic Agents and Consular Officers ~

The proposed treaty contains the rule found in other U.S, tax
treaties that its provisions are not to affect the privileges of diplo-
matic agents or consular officials under the general rules of inter-
national law or the provisions of special agreements. Accordingly,
the treaty will not defeat the exemption from tax which a host
country may grant to the salary of diplomatic officials of the other
country. The saving clause does not apply in full to this article, so
that, for example, U.S. diplomats who are considered Dutch resi-
dents generally may be protected from Dutch tax.

In addition, a member of a diplomatic mission or consular post
of one treaty country located in any other country will be deemed
to be a resident of the sending country if he is a national of that
country, but only if he is subjected by the sending country to the
same income tax obligations as are residents of that country. Thus,
for example, a U.S. diplomat stationed in France, and owning stock
in a Dutch company, would be eligible for any Dutch tax reductions -
under the proposed treaty on dividends from that stock paid to a
U.S. resident owning that stock, assuming the other requirements
of the article were met. f g

The proposed treaty also states that it does not apply to inter-
national organizations, to organs or officials thereof, or to persons
who are members of a diplomatic mission, consular post, or perma-
nent mission of a third country, if they are present in one of the
treaty countries and not liable in either one to the same income tax
obligations as are residents. .

Article 34. Regulations

The competent authorities may by mutual agreement settle the
mode of application of the dividend, branch tax, interest, royalties,
and limitation on benefits articles of the proposed treaty (Articles
10, 11, 12, 13, and 26). In the case of dividends, interest, and royal-
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ties, for example, the Technical Explanation indicates that this au-
thorizes the competent authorities to specify the documentation re-
quired in order to permit withholding agents to deduct and with-
hold reduced amounts, or alternativef to require full withholding
under the rates applicable by internal law, followed by refunds of
the excess of collections over the amounts of tax permitted to be
imposed by the treaty. With regard to these and other matters, the
staff understands that the proposed treaty does not condition the
effect of the listed articles on mutual agreement to a particular
mode of application; in other words, each of these rules (including
the limitation on benefits article) is self-executing (except for the
exercise of the discretion of the competent authorities under para-
graph 7 of the limitation on benefits article). , ,

With respect to the exchange of information and tax collection as-
sistance provisions of the proposed treaty, the proposed treaty car-
ries over a provision in the present treaty authorizing the com-
petent authorities, by common agreement, to prescribe rules con-
cerning matters of procedure, forms of application and replies
thereto, conversion of currency, disposition of amounts collected,
minimum amounts subject fo collection, and related matters. Fi-
nally, as provided in the present treaty, each competent authority
may prescribe regulations necessary to carry out the other provi-
sions of the proposed treaty, in accordance with the practices of
each country. , R B : S e

The proposed treaty contains a three-year limitation on the time
period within which a treaty country resident must apply for a re-
fund of source-country tax imposed on dividends, interest, and roy-
alties in excess of the amount chargeable under Articles 10, 12, or
13 of the treaty. Such an application must be lodged with the com-
petent authority of the State having levied the tax, within a period
of three years after the expiration of the calendar year in which the
tax has been levied. ' . = e :

Article 35. Exempt Pension Trusts

The groposed treaty exempts interest and dividend income
earned by certain employee benefit plans from source country tax-
ation. The exemption applies to income referred to in the dividend
and interest articles, if derived by a trust, company, or other orga-
nization constituted and operated exclusively to administer or pro-
vide benefits under one or more funds or plans established to pro-
vide pension, retirement or other employee benefits, and treated as
a resident of one of the treaty countries, and generally is exempt
from tax in that country, under its internal law, The proposed trea-
ty’s exemption does not apply, however, to income from carrying on
a trade or business or from a related person other than a person
that itself qualifies for the exemption.

This provision of the proposed treaty has no counterpart in the
%res’ent or model treaties, but there is a similar provision in the

.S.-Canada income tax treaty. The Technical Explanation clarifies
that it is not intended to apply to a dividend from a REIT treated
under the Code as a disposition of real property. Unlike the chari-
table organization exemption, described below, the employee bene-
fit plan exemption does not expressly condition source country ex-
emption of foreign organizations on parity of treatment with do-
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mestic organizations. Conceivably, then, the language of the pro-
posed treaty may suggest that, for example, the United States
would be obligated to exempt a Dutch pension plan from U.S. tax
that would be imposed on a comparable U.S. plan. However, the
staff understands that such a result was not intended by the nego-
tiators. Moreover, the staff is informed that for purposes of deter-
mining whether income of a Dutch employee benefit plan is derived
from carrying on a trade or business, and therefore not protected
by the treaty from the operation of internal U.S. law, it is intended
that internal U.S. law would aép ly. Thus any income of a type that
would be treated as “unrelate gusiness taxable income” under the
Code would be ineligible for treaty protection under this article.

Article 36. Exempt Organizations

Each country generally will exempt from tax in respect of items
of income organizations operated for religious, charitable, scientific,
educational, or }})lublic purposes and treated as tax-exempt for that
reason in the other country, if and to the extent that the organiza-
tion would, but for the foreign location of its activities and place
of organization, be exempt from tax in the first country. The ex-
emption does not apply, however, to income from carrying on a
trade or business or from a related person other than a person that
itself qualifies for the exemption,

This provision of the proposed treaty has no counterpart in the
%resent or model treaties, but there are similar provisions in the

.S.-Germany and U.S.-Canada income tax treaties, and the pro-
posed treaty with Mexico. The competent authorities are to develop
procedures for implementing this article. ,

Article 37. Entry Into Force"

The proposed treaty will enter into force on the 30th day after
the later of the dates on which each Government notifies the other
in writing that its constitutionally required formalities have been
complied with. The provisions of tie proposed treaty generally take
effect for taxable years and periods beginning on or after the first
day of January in the year following the date of entry into force.
In the case of taxes payable at source, the proposed treaty gen-
erally takes effect for payments made on or after that first day of
January. Thus, if each Government notifies the other in writing on
or before Wednesday, December 1, 1993, that its constitutionally
required formalities have been complied with, the proposed treaty
will enter into force on December 31, 1993, and its provisions will
take effect generally with respect to income earned in 1994 and
thereafter. . o

Taxpayers may elect temporarily to continue to claim benefits
under the present treaty witg respect to a period after the proposed
treaty takes effect. For such a taxpayer the present treaty would
coutinue to have effect in its entirety for the 12-month period from
the date on which the provisions of the proposed treaty would oth-
erwise take effect. In some cases, the present treaty already has no
effect because of a contrary statute. An example is the FIRPTA
override of the prohibition in the present treaty against taxing gain
from disposition of a U.S. real property interest comprising stock
in a U.S. corporation. The staff understands that nothing in this
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article permits the taxpayer, during the first 12 months from the
date on which the proposed treaty takes effect, to claim benefits to
which it would not be entitled under present law, unless those ben-
efits are allowed under the proposed treaty, applied in its entirety.
The present treaty ceases to have effect once the provisions of
the proposed treaty take effect under the foregoing rules. However,
the proposed treaty does not affect any agreement in force extend-
ing the present treaty in accordance with its terms. This language
clarifies that the entry into force of the proposed treaty does not
affect the relationship between the United States and the Nether-
lands Antilles. IR : S
Article 38. Termination =~~~ V
The proposed treaty will continue in force until terminated by a
treaty country. Either country may terminate it, through diplo-
matic channels, by giving notice at least six months before the end
of any calendar year after the expiration of a period of five years
from the date of its entry into force. A termination will be effective
for taxable years and periods beiinning after the end of the cal-
endar year in which the notice has been given. With respect to
taxes payable at source, a termination will be effective for pay-
ments made after the end of the calendar year in which the notice
has been given. ' e




V. EXPLANATION OF PROPOSED PROTOCOL
Article 1. Interest _ : :
The triangular case in general .

Under present laws and treaties that apply to Dutch residents,
it is possible for profits of a permanent establishment maintained
by a Dutch resident in a third country to be subject to a very low
aggregate rate of Dutch and third-country income tax. The pro-
posed treaty, in turn, eliminates the U.S. tax on several specified
types of income of a Dutch resident, and “Other Income” as that
term is used in the proposed treaty. In a case where the U.S. in-
come is earned by a third-country permanent establishment of a
Dutch resident (the so-called “triangular case”) the proposed treaty
thus holds the potential of helping Dutch residents to aveid all (or
substantially all) taxation, rather than merely avoiding double tax-
ation. The Treasury Department has indicated that use of the pro-
posed treaty to avoid taxation in this manner would constitute an
abuse of the treaty. The need to forestall such abuse was the impe-
tus for the requirement of Article 24 (Basis of Taxation) of the pro-
posed treaty that additional rules be provided, either in Dutch leg-
islation or in a protocol to the proposed treaty.

Dutch internal law has not been amended to address this prob-
lem. In its place, the proposed protocol would amend the proposed
treaty to combat abuse of the treaty in certain cases where U.S.
source interest or royalties are earned by a Dutch resident. The
protocol provisions are drafted reciprocally to apply both to U.S.
source interest of a Dutch resident, and Dutch source interest of a
U.S. resident. However, under the laws and treaties now in force,
the practical impact of the protocol will fall on items of U.S. source
income earned by a Dutch resident. The proposed protocol does not
allow the United States to impose source tax on interest and royal-
ties in all cases resulting in low overall tax; nor does the Eroposed
protocol allow the United States to impose tax on items other than
interest and royalties that may be subject to low overall tax.

Source taxation of interest in the triangular case

The proposed protocol provides for an exception to the general
rule in Article 12 of the proposed treaty that exempts interest from
source country taxation. If the exception applies, the source country
may impose a 15-percent tax on the gross amount of interest.
Under the internal laws currently in force in the United States and
the Netherlands, the practical effect of this provision is to permit
the United States, in the cases to which it applies, to impose a 15-
percent withholding tax on interest paid to a Dutch resident.

In order for this source country tax to be imposed, three condi-
tions must be met. First, the interest must be beneficially owned
by an enterprise of the other treaty country and attributable to a
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permanent establishment of that enterprise in & third jurisdiction.
That is, in the case of a Dutch recipient of the interest, the interest
must be attributable to a permanent establishment that the Dutch
resident maintains in a third country. = o L

Second, the profits of that permanent establishment must be sub-
ject to a sufficiently low aggregate rate of tax, taking into account

the taxes imposed in both the residence country and the third juris-

diction. Before 1998, the rate is sufficiently low for this purpose if
it is less than 50 percent of the general rate of company tax appli-
cable in the treaty country where the recipient resides. After 1997,
the rate is sufficiently low if it is less than 60 percent of the gen-
eral rate of company tax applicable in that treaty country. Under
present Dutch law, corporations are subject to income tax at a 35-
percent rate on taxable income over a threshold. It therefore is un-
derstood that 35 percent is presently the “general rate of company
tax applicable in” the Netherlands. The interest income of a Dutch
company’s permanent establishment in a third country may be
taxed in the United States, under the proposed protocol, if com-
bined Dutch and third country tax is levied at less than 17.5 or 21
percent, as the case may be. - , ' :
The staff understands, and the Technical Explanation indicates,
that the aggregate rate of tax to which the permanent establish-
ment is subject by the residence country and the third country
means, for purposes of the proposed protocol, the aggregate “effec-
tive” tax rate: that is, the ratio of the actual tax paid divided by
the profit, comtEuted under U.S. principles. Consistent with this un-
derstanding, the Technical Explanation indicates that the prin-
ciples employed under Code section 954(b)(4) (which allows a tax-
payer to establish to the satisfaction of the Secretary that income
of a foreign corporation was subject to an effective rate of income
tax imposed by a foreign country greater than a fixed percentage
of the Code’s statutory corporate income tax rate) will be employed
to determine whether profits are subject to an effective rate of tax-
ation that is above the specified threshold. T
Third, the interest must not be derived in connection with, or in-
cidental to, the active conduct of a trade or business carried on by
the permanent establishment in the third jurisdiction (other than
the business of making or managing investments, unless these ac-
tivities are banking or insurance activities carried on by a bank or
insurance company). The diplomatic notes exchanged at the time
the proposed protocol was signed provide that it is understood for
this purpose that interest derived from group financing or portfolio
investments shall be considered to be part of the business of mak-
ing or managing investments. T o

Article 2. Royalties

" As in the case of interest, the proposed protocol alse provides for

an exception to the general rule in Article 13 of the proposed treaty
that exempts royalties from source country taxation. If the excep-
tion applies, the source country may impose a 15-percent tax on the
gross amount of royalties. Under the internal laws currently in
force in the United States and the Netherlands, the practical effect
of this provision is to permit the United States, in the cases to
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which it applies, tc impose a 15-percent withholding tax on royal-
ties paid to a Dutch resident. ' ‘ : :

In order for this source country tax to be imposed, three condi-
tions must be met. The first two match the conditions for imposing
source country taxation on interest, while the third is somewhat
different. First, the royalties must be beneficially owned by an en-
terprise of the other treaty country and attributable to a perma-
nent establishment of that enterprise in a third jurisdiction. v

Second, the profits of that permanent establishment must be sub-
ject to a sufficiently low aggregate rate of tax, takin% into account
the taxes imposed in both the residence country and the third juris-
diction. Before 1998, the rate is sufficiently low for this purpose if
it is less than 50 percent of the general rate of company tax appli-
cable in the treaty country where the recipient resides. After 1997,
the rate is sufficiently low if it is less than 60 percent of the gen-
eral rate of company tax applicable in that treaty country.

Third, the roialtles must not be received as a compensation for
the use of, or the right to use, intangible property produced or de-
veloped by the permanent establishment itself. The Technical Ex-
planation indicates that this applies only when the intangible prop-
erty has been developed in the third jurisdiction. Thus, the staff
understands that an arrangement under which the permanent es-
tablishment shares the costs of developing property elsewhere does
not render royalties received by the permanent establishment from
licensing the property exempt from source country taxation.

Article 3. Basis of Taxation B

. The proposed protocol deletes the language in Article 24 (Basis
of Taxation) of the proposed treaty that requires additional action
with respect to the matters covered in this proposed protocol.

Article 4. Methods of Elimination of Double Taxation

~ The proposed treatg' modifies the requirements imposed on the
Netherlands to give double taxation relief in the case of business
profits taxable in the United States under the proposed treaty, and
in the case of interest and royalties taxable at source by the United
States under the first two articles of the proposed protocol.

As described in connection with Article 25 (Methods of Elimi-
nation of Double Taxation) of the proposed treaty, the proposed
treaty requires the Netherlands to continue to employ its “exemp-
tion with progression” method with respect to most U.S. income,
and specifies items of U.S. income to which the exemption with
progression methed will apply (regardless of internal Dutch law):
if a Dutch resident or national earns income taxable by the United
States under specified provisions of the proposed treaty, and such
income is included in the taxpayer’s Dutch tax base, then the Neth-
erlands will reduce its tax in conformity with its internal law for
the avoidance of double taxation. Under the proposed treaty, the
income to be so treated includes, among other items, business prof-
its which according to the proposed treatg' may be taxed in the
United States. The proposed protocol amends the treaty so that the
Netherlands is obligated to exempt U.S. business profits only inso-
far as such income is actually subject to U.S. tax. If the United
States is permitted to tax business profits under the proposed trea-
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ty but for some reason fails to do so, then under the proposed pro-
tocol, the Netherlands may tax treat those profits as not entitled
to double taxation relief. == . e e o

The proposed protocol also makes provision for relief from double
taxation of U.S. source interest and royalties taxable by the United
States under the first two articles of the proposed protocol, to the
extent that such income is included under Dutch law in the basis
of taxation, and not exempt. As described above, the Netherlands
under the present or proposed treaties provides in effect a credit
against the Dutch tax for U.S. tax imposed on dividends and cer-
tain other items. Under the proposed protocol, this type of double
taxation relief would apply to U.S. source interest and royalties
taxable by the United States under the first two articles of pro-
posed protocol, if it is included in the basis of Dutch ion ¢
not exempt from Dutch tax, as the profits of permane

ment, under internal Dutch law or a Dutch treaty provi

rule applies, the reduction in Dutch tax will be limited to the lesser
of 15 percent of the interest and royalties, or the amount of the
Dutch tax reduction which would be allowed if the items of income
so included in the Dutch tax base, and only those items, were ex-
empt from Dutch tax under the Dutch “exemption with progres-
sion” system. . o L o
Article 5. Limitation on Benefits =~ -

The proposed protocol modifies the test by which a subsidiary of
one or more publicly traded companies is made eligible for treaty
benefits by virtue of that fact. Under. ‘the,wﬂroposed treaty, a com-
pany that is not a conduit company, and that is a resident of the
Netherlands or the United States, is entitled to treaty benefits if
more than 50 percent of the aggregate vote and value of all of its
shares is owned, directly or indirectly, by five or fewer publicl
companies which are residents of either treaty country. A Dutc
resident company that is not a conduit company is entitled to trea-
ty benefits if at least 30 percent of the aggregate vote and value
of all of its shares is owned, directly or indirectly, by five or fewer
publicly traded Dutch resident companies, and at least 70 percent
of the aggregate vote and value of all of its shares is owned, di-
rectly or indirectly, by five or fewer publicly traded companies that
are residents of the United States or of EC member states.

~With respect to the public company tests, the references to
shares that are “owned directly or indirectly” mean that each com-
pany in the chain of ownership that is used to satisfy the relevant
ownership requirement must itself meet the relevant residence re-
quirement. Under the proposed protocol, the only residence require-
ment that intermediate companies in the chain must meet is the
requirement that they be resident in either treaty country or in an

C member country (as that term is defined in the proposed treaty

as modified by the proposed protocol). '

Article 6. Exempt Pension Trusts

~ The proposed protocol clarifies that the proposed treaty does not
prevent the United States from taxing certain distributions re-
ceived by a Dutch resident employee benefit plan from a U.S. real
estate investment trust (REIT). As described in connection with Ar-
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ticle 35 of the proposed treaty, dividend income earned by certain
employee benefit plans is exempt from source country taxation.
Under the Code, any distribution by a REIT to a foreign person
shall, to the extent attributable to gain from the disposition by the
REIT of U.S. real property interests, be treated as gain recognized
by the foreign person from the disposition of such an interest. The
proposed protocol clarifies that the dividend exemption in Article
35 of the proposed treaty does not apply to a distribution from a
REIT that is treated under the Code as a disposition of real prop-
Article 7. Entry into Force ‘ : T
_ The proposed protocol will enter into force on the later of the
dates on which each Government notifies the other in writing that
its constitutionally required formalities have been complied with.
The provisions of the proposed protocol generally take effect for
taxable years and periods beginning on or after the first day of
January in the year following the date of entry into force of the
proposed treaty. Thus, in general the protocol takes effect for the
same years and periods for which the proposed treaty generally
takes effect. R B R s St

Notwithstanding this general rule, the proposed protocol provi-
sions that amend the proposed treaty to permit source country tax-
ation of interest and royalties, and that relate to the double tax-
ation relief to be frovided by the Netherlands with regard to such
interest and royalties, take effect for payments made on or after
the 30th day after the date on which the proposed protocol has en-
tered into force. Thus, if the (i)roposed treaty takes effect on Janu-
ary 1, 1994, but the proposed protocol enters into force at a later
date, then the United States would not be entitled to impose tax
at source under the protocol until sometime after January 1, 1994,

LEVES SR el AT

. Exchange of Notéé L
In addition to the provisions and understandings reflected above,
the diplomatic notes exchanged at the time the proposed protocol
was signed (the “Notes”) set forth these additional understandings:

Voting stock : : i

For purposes of determining eligibility for treaty benefits gen-
erally, and, in particular, eligibility for reduced (5-percent) source-
country taxation of direct investment dividends, it is necessary to
establish the identity of the person owning corporate stock and any
stock voting rights. The Understanding accompanying the proposed
treaty provides that a beneficial owner of dividends who holds de-
pository receipts or trust certificates evidencing beneficial owner-
ship of the shares in lieu of the shares themselves may claim enti-
tlement to this 5-percent rate under the treaty. Moreover, the Limi-
tation on Benefits article (Article 26) generally provides that the
term “shares” includes depository receipts thereof of trust certifi-
cates thereof. A O e

The Notes }l)rovide that for the purpose of the proposed treaty’s
dividend article (Article 10) and limitation on benefits provision de-
scribed above, it is understood that depository receipts or trust cer-
tificates of shares will be considered to possess the rights attached
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to the shares which they replace, including the voting rights there-
of. S -
Limitation on benefits

Active business test

Under the active business test in the limitation on benefits arti-
cle, treaty benefits in the source country will be available under the
proposed treaty to an entity that is a resident of the United States
or the Netherlands, if it is engaged in the active conduct of a trade
or business in its residence country, and if either the income de-
rived from the source country is incidental to that trade or business
in the residence country, or such income is derived in connection
with that trade or business and the trade or business is substantial
in relation to the income producing activity. Income is derived in
connection with a trade or business if the income-producing activitg
in the source country is a line of business which forms a part of,
or is complementary to, the trade or business conducted in the resi-
dence country by the income recipient. \

The Notes provide that if a person resident in one of the treaty
countries is engaged in the active conduct of a trade or business
in that country, and derives income from the other country without
being engaged in the active conduct of a trade or business in the
other country, and in addition such person does not own shares
(other than shares that generate income incidental to the trade or
business in the residence country) in the person from which the in-
come is derived, then such person will be deemed to meet the ac-
tive business test if either the income derived in the other State
is derived in connection with the trade or business in the first-men-
tioned State, or the income derived in the other State is incidental
to the trade or business in the first-mentioned State. e a

Under the proposed treaty, an entity does not meet the active
business test (and therefore cannot claim treaty benefits under this
rule) by virtue of being engaged in the business of making or man-
aging investments, unless these activities are banking or insurance
activities carried on bﬁ a bank or insurance company.

The Notes clarify that it is understood for this purpose that in-
terest derived from group financing or portfolio investments shall
be considered to be part of the business of making or managing in-
vestments. e L e ST

Under the proposed treaty, the active business test takes into ac-
count the extent to which the person seeking treaty benefits is
deemed to be so engaged through the activities of related persons.
A treaty country resident is deemed to be engaged in the active
conduct of a trade or business in'its residence country if it owns,
as a member of a group of residents of an “identified state,” a con-
trolling beneficial interest in person so engaged. A similar principle
applies if a treaty country resident is, together with another person
so engaged, under the common control of a person (or a group of
persons) which (or, in the case of a group, each member of which)
18 a resident of an “identified state.” An “identified state” includes
any third country, identified by agreement of the competent au-
thorities, which has effective provisions for the exchange of infor-
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mation with the residence country of the person being tested under
these rules.s3
The Notes add Portugal and Japan to the list of identified states.

Headquarter companies )

A treaty country resident is entitled to all the benefits of the pro-
posed treaty if that person functions as a headquarter company for
a multinational corporate group. The person seeking such treat-
ment must provide a substantial portion of the overall supervision
and administration of the group, which may include, but cannot be
principally, group financing. -

The Notes provide that for this purpese, it is understood that
these supervision and administration activities must be performed
in the country of residence of the person performing such activities.

Public companies

A treaty country resident company is entitled to all the benefits
of the proposed treaty if the stock of that company, or certain
stockholders of that company, are sufficiently listed and traded on
certain so-called “recognized stock exchanges.” This term includes
any other stock exchange agreed upon by the competent authorities
of the two countries. The stock exchanges to be treated as “recog-
nized” by agreement of the competent authorities are to include
any stock exchanges listed in an exchange of notes signed at the
later of the dates on which the respective governments have noti-
fied each other in writing that the formalities constitutionally re-
quired for the entry into force of the treaty in their respective coun-
tries have been com%lied with. According to the Understanding, the
stock exchanges of Frankfurt, London and Paris will in any case
be listed. , : _

The Notes further provide that for these purposes, the principal
stock exchanges of Frankfurt, London, Paris, Brussels, Hamburg,
Madrid, Milan, Sydney, Tokyo and Toronto will be considered to be
“recognized stock exchanges.” S s ‘

EC member country reéidents

For various purposes of obtaining eligibility for treaty benefits
under the limitation on benefits article, it is useful to identify a
person as a resident of a member country of the European Commu-
nities (the “EC”). To be considered an EC member country for this
purpose, the country generally must either be the Netherlands or
a member of the EC with which both the United States and the
Netherlands have in effect comprehensive income tax treaties. To
be considered a resident of an EC member country for this purpose,
a person would have to be considered a resident of the member
country under the principles of Article 4 (Resident) of the proposed
treaty. Further, the person would have to be entitled to benefits
under the proposed treaty (treating the member country as thouih
it were the Netherlands) upon application of the principles of the
limitation on benefits rules in the proposed treaty for individuals,

e3For this purpose, the Understanding lists numerous countries regarded as an “identified
State” having effective provisions for the exchange of information at the date of signature of
the proposed treaty. It is understood that countries may be added to or eliminated from the list
by agreement between the competent authorities.
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governments, tax-exempt non-profits, public companies and their

subsidiaries, or under the general ownership/base erosion test that

applies to both U.S. and Dutch entities (paragraph 1 of Article 26).

Finally, the person must be otherwise entitled to the benefits of the

tsreaty between that person’s residence country and the United
tates,

The Notes provide an addition understanding with respect to this
requirement. The notes provide that it is understood that, in deter-
mining whether a person will be considered a “resident of a mem-
ber state of the Eurggean Communities” for this purpose, such per-
son will be considered to be otherwise entitled to the benefits of the
treaty between that person’s state of residence and the United
States if that person is entitled to the benefits of such treaty with
respect to the items of income derived from the United States
under all provisions of such treaty with the exception of any provi-
sions in such treaty relating to the limitation on benefits, except
that such person must also satisfy any relevant provision relating
to the limitation on benefits of such treaty, if Article 26 (Limitation
on Benefits) of the proposed treaty does not contain a provision
that is of the same or similar nature as the provision in such trea-
ti;. If Article 26 does contain such a provision, it is understood that
the person must satisfy that provision of Article 26 of the Dutch
treaty (treating the member country as though it were the Nether-
lands and the person as though it were a Dutch resident).

Exempt pension trusts

The groposed treaty exempts interest and dividend income
earned by certain employee benefit plans from source country tax-
ation. The proposed treaty’s exemption does not apply, however, to
income from a related person other than a person that itself quali-
fies for the exemption.

The Notes provide that for this purpose, a person is considered
to be a related person if more than 80% of the vote or value of any
class of the shares is owned by the person deriving the income.
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