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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 between the United States and Sweden. The proposed treaty
‘was signed on September 1, 1994, and would replace the existing
income tax treaty between the two countries that was signed in
1939, and amended by a supplementary protocol signed in 1963.
The Senate Committee on Foreign Relations has scheduled a public
hearing on the proposed treaty on May 25, 1995.

The proposed treaty is similar to other recent U.S. income tax
treaties, the 1981 proposed U.S. model income tax treaty (the “U.S.
model”),2 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,

Part I of the pamphlet summarizes the principal provisions of
the proposed treaty. Part Il is a discussion of issues related to the

roposed treaty. Part III provides an overview of U.S, tax laws re-
ating to international trade and investment and U.S. tax treaties
in general. For a copy of the proposed treaty, see Senate Treaty
Doc, 103-29, September 14, 1994. For a detailed, article-by-article
explanation of the proposed treaty, see the “Treasury Department
Technical Explanation of the Convention Between the Government
of the United States of America and the Government of Sweden for
the Avoidance of Double Taxation and the Prevention of Fiscal
Evasion With Respect to Taxes on Income Signed at Stockholm on
Septem)ber 1, 1994,” May 1995 (hereinafter “Technical Expla-
nation”). '

* This pamphlet may be ¢ited as follows: Joint Committee on Taxation, Explanation of Pro-’

posed Income Tax Treaty Between the United States and Sweden (JCS-13-95), May 23, 1995,
" % The U.S. model has been withdrawn from use as a model treaty by the Treasury Depart-
ment. Accordingly, its provisions may no longer represent the preferred position of U.S. tax trea-
ty negotiations. A new model has not yet been released by the Treasury Department. Pending
the release of 2 new model, comparison of the provisions of the proposed treaty against the pro-
visions of the former U.8. model should be considered in the context of the provisiens of com-
parable recent U.S. treaties.

(D
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I. SUMMARY

In general

The principal purposes of the proposed income tax treaty be-
tween the United States and Sweden (the “proposed treaty”) are to
reduce or eliminate double taxation of income earned by residents
of either country from sources within the other country, and to pre-
vent avoidance or evasion of the income taxes of the two countries.
The proposed treaty is intended to continue to promote close eco-
nomic cooperation between the two countries and to eliminate pos-
sible barriers to trade caused by overlapping taxing jurisdiction of
the two countries. It is intended to enable the two countries to co-
operate in preventing avoidance and evasion of taxes.

As in other U.S. tax treaties these objectives are principally
achieved by each country agreeing to limit, in certain specified situ-
ations, its right to tax income derived from its territory by resi-
dents of the other. For example, the treaty contains the standard
treaty provisions that neither country will tax business income de-
rived by residents of the other unless the business activities in the
taxing country are substantial enough fo constitute a permanent
establishment or fixed base and the income is attributable to the
permanent establishment or fixed base (Articles 7 and 14). Simi-
larly, the treaty contains the standard “commercial visitor” exemp-
tions under which residents of one country performing personal
services in the other will not be required to pay tax in the other
unless their contact with the other exceeds specified minimums
(Articles 14, 15, and 18). The proposed treaty provides that divi-
dends and certain capital gains derived by a resident of either
country from sources within the other country generally may be
taxed by both countries (Articles 10 and 13). Generally, however,
dividends received by a resident of one country from sources within
the other country are to be taxed by the source country on a re-
stricted basis (Article 10). The proposed treaty also provides that,
as a general rule, the source country may not tax interest and roy-
alt(iies r)eceived by a resident of the other treaty country (Articles 11
and 12).

In situations where the country of source retains the right under
the proposed treaty to tax income derived by residents of the other
country, the treaty generally provides for the relief of the potential
double taxation by requiring the country of residence either to
grant a credit against its tax for the taxes paid to the second coun-
try or to exempt that income (Article 23).

The treaty also contains the standard provision (the “saving
clause™) contained in U.S. tax treaties that each country retains the
right to tax its citizens and residents as if the treaty had not come
into effect {(Article 1). In addition, the 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 domestic law of the
country or under any other agreement between the two countries
(Article 1); that is, the treaty will only be applied to the benefit of
taxpayers. s '



Summary of treaty provisions

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 Sweden. (The
present treaty predates the 1981 U.S. model treaty.) A summary of
the provisions of the proposed treaty, including some of these dif-
ferences, follows: : ' BESE TR

(1) The U.S. excise tax on insurance premiums paid to a foreign
insurer generally is covered; that is, the excise tax is treated as a
tax that may be eliminated by treaty. This treatment is a depar-
ture from the prior treaty, which generally aillowed the U.S. excise
tax to be imposed on premiums paid to Swedish insurers. Similar
coverage appears.in recent tax treaties (such as Germany, the
Netherlands, and the present and proposed treaty with France),
and under the U.S. model treaty (Article 2).

(2) The definition of the term “United States” as contained in the
proposed treaty generally conforms to the definition provided in the
U.S. model. In both treaties the term generally is limited to the
United States of America, thus excluding from the definition U.S,
possessions and territories. The proposed treaty, however, makes it
clear that the United States includes its territorial sea and the sea-
bed and subsoil of the adjacent area over which the United States
may exercise rights in accordance with international law and in
which laws relating to U.S. tax are in force. The U.S. model is si-
lent with respect to this point. The definition of the term “Sweden”
as contained in the proposed treaty similarly includes its territorial
sea and other maritime areas over which Sweden, in accordance
with international law, exercises sovereign rights or jurisdiction
(Article 3). - )

(3) 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 Sweden, and hence (subject to the limitation
on benefits) entitled to benefits under the treaty. The proposed
treaty, like the 1J.S. model treaty, provides tie-breaker rules for de-
termining the residence for treaty purposes of “dual residents,” or
persons having residence status under the internal laws of each of
these treaty countries. These rules differ in some respects from the
rules in the U.S. model treaty. For example, under the treaty, as
under many other U.S. treaties, Sweden need not treat U.S. citi-
zens or green card holders as U.S, residents unless they have a
substantial presence, permanent home, or 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, however, rarely has been able to
negotiate coverage for nonresident citizens in its income tax trea-
ties (Article 4), _ S N _ o :

(4) The proposed treaty does not contain the U.S. model treaty
provision under which investors in real property in the country not
of their residence, and who make an election to be taxed on those
investments on a net basis, are bound by that election for all subse-
quent years unless the countries agree to allow the taxpayer to ter-
minate it. Instead, the making of the election is controlled by inter-
nal law. Although current U.S. and Swedish law independently
provide for elective net basis taxation, the making of a second elec-
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tion under internal U.S. law is restricted once a first election has
been revoked. Unlike the U.S. model treaty and most U.S. treaties,
but like the OECD model treaty and several recent U.S. treaties,
the proposed treaty defines real property to include accessory prop-
erty, as well as livestock and equipment used in agriculture and
forestry (Article 6). :

(5) By contrast to most other U.S. treaties, the proposed treaty
treats a permanent establishment as if it were a “distinet and sep-
arate enterprise” (as in the OECD model treaty) rather than a
“distinct and independent enterprise” (as in the U.S. model treaty).
The language in other U.S. treaties is intended to make clear that,
as described in paragraph 10 of the OECD Commentaries to Article
7, a permanent establishment is to be treated as if it were a totally
independent enterprise, i.e., one that deals independently with all
related companies, not just its home office. The Technical Expla-
nation of the proposed treaty explains that in the course of the ne-
gotiations, the Swedish negotiators made clear that they subscribed
to the interpretation in the QECD Commentaries, but preferred to
retain the language from the OECD model. The explanation fur-
ther states that there should be no difference in applications be-
tween paragraph 2 of Article 7 of the proposed treaty and its ana-
log in other U.S. treaties (Article 7).

{6) The business profits article of the proposed treaty omits the
force of attraction rules contained in the Code, providing instead
that the business profits to be attributed to a permanent establish-
ment shall include only the profits derived from the assets or ac-
tivities of the permanent establishment. This is consistent with the
.8, model (Article 7).

(7} The proposed treaty, like the present and model treaties, pro-
vides that profits of an enterprise of one treaty country from the
operation of ships or aircraft in international traffic are taxable
only in that country. Like the U.S. model treaty, but unlike the
present treaty, the proposed treaty provides that profits of a treaty-
country enterprise from the use or rental of containers and related
equipment used in international traffic shall be taxable only in that
country (Article 8).

(8) Profits derived by the air transport consortium Scandinavian
Airlines System (SAS) are subject to the exemption from tax for
international traffic under the proposed treaty only to the extent
that the SAS profits correspong to the participation held in that
consortium by AB Aerotransport (ABA), the Swedish partner of
SAS. SAS is an entity in the nature of a partnership which was
created jointly by the legislatures of Sweden, Norway and Den-
mark. The entire income of the consortium will be subject to an ex-
emption from tax for international traffic because, in addition to
the proposed treaty, there are treaties between the United States
and Norway and Denmark that provide similar exemptions to resi-
dents of those countries. In addition, notes exchanged at the sign-
ing of the treaty provide that all income earned by Scandinavian
Airlines of North America Inc. (SANA Inc.), a New York corpora-
tion, from the operation in international traffic of aircraft would be
treated as income of SAS, the consortium whose constituent cor-
porate members own the stock of SANA Inc. The Technical Expla-
nation states that (i) SANA Inc. was created and is operated as an
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_entity apart from SAS to satisfy U.S. regulations regarding foreign

airlines, which SAS as a consortium could not meet, (ii) SANA Inc.
is a conduit for SAS with regard to receipts and fts expenses-are
guaranteed by SAS and, therefore, (iii) tge income of SANA Ine..
will be taxed under the proposed treaty in the same manner as if
it were earned directly by SAS. The same result is achieved with
respect to the Danish and Norwegian partners in- SAS. The result
is spelled out in an exchange of notes with Norway, in the same
manner as in this treaty. The present Danish treaty predates the
establishment of SANA Inc., and is, therefore, silent on this issue.
Similar notes were signed in connection with the 1980 treaty with
Denmark which was approved by the Committee, but not by the
full Senate (Article 8). S . g

(9) The associated enterprise article of the proposed treaty incor-
porates the general principles of section 482 of the Code. It also
conforms more closely than does the present treaty to the cor-
reiionding article in the U.S. model. 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 contractin
State, reduced by non-arm’s-length conditions agreed to or impose
upon the second enterprise. In these cases, “consequent rectifica-
tions” may be made in the accounts of the resident enterprise. The
prggosed treaty contains broader language, similar to the U.S.
model, expressly permitting the use of internal law standards such
as section 482. It further provides that either treaty country must
correlatively adjust any tax liability it previously imposed on an
er’ xrprise for profits reallocated to an associated enterprise by the
other treaty country, if the first country agrees with the substance
of the second country’s adjustment (Article 9). ,

(10) Under the proposed treaty, as well as the U.S. model, direct
investment dividends (i.e., dividends paid to companies resident in
the other country that own directly at least 10 percent of the voting
shares of the payor) will generally be taxable by the source coun-
try, after the treaty is fully phased in, at a rafe no greater than
5 percent. Portfolio investment dividends (i.e., those paid to compa-
nies owning less than a 10 percent voting share interest in the
payor, or to noncorporate residents of the other country) are gen-
erally taxable by the source country at a rate no greater than 15
percent (Article 10), _

(11) Like the U.S. model treaty, the proposed treati generally de-
fines “dividends” as income from shares or other rights which par-
ticipate in profits and which are not debt claims. %nlike the U.S.
model treaty, the proposed treaty also provides that the term divi-
dends includes income from arrangements, including debt obliga-
tions, carrying the right to participate in profits to the extent so
characterized under the law of the source country, Thus, the treaty
would permit dividend treatment of an “equity kicker” amount that
is paid on a loan (Article 10). :

(12) The prohibition on source country tax in excess of 5 percent
on direct investment dividends does not apply to a dividend from
a regulated investment company (a “RIC”). These dividends are
generally subject to a 15-percent tax. In addition, a dividend from
a real estate investment trust (a “REIT”) is taxed at source at the

N OYTNES s gy ~
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15-percent portfolio dividend rate if the beneficial owner of the divi-
dend is a Swedish individual who owns less than a 10-percent in-
terest in the REIT (dividends paid by a REIT are taxed at source
at the full 30-percent statutory rate in other cases) (Article 10).

(13) The proposed treaty provides an exemption from U.S. excise
_ taxes on private foundations in the case of a religious, scientific, Iit-
erary; educational, or charitable organization which is resident in
Sweden, but only if such organization has received substantially all
of its support from persons other than citizens or residents of the
United States. This provision is designed to ensure that the Nobel
Foundation, a Swedish charitable organization, will not be subject
to U.S. excise taxes (Article 10).

(14) Unlike the present treaty, the proposed treaty expressly per-
mits the United States to impose its branch profits tax. The United
States may only apply its branch profits tax to the portion of the
business profits of a Swedish company attributable to a permanent
establishment or to certain income from real property. The amount
of profits subject to the branch profits tax is limited to the amount
representing the “dividend equivalent amount,” as defined under
the Internal Revenue Code (Article 10).

(15) Like the U.S. model, the proposed treaty generally provides
that interest derived and beneficially owned by a resident of a
country may be taxed only by that country. Thus, the proposed
treaty generally exempts from the U.S. 30-percent tax U.S. source
interest paid to Swedish residents, and exempts from Swedish tax
interest paid to U.S. residents. The proposed treaty also provides
that the exemption at source for interest does not apply to an ex-
cess inclusion of a U.S. real estate mortgage investment conduit
(REMIC). The U.S. model (which was written before the enactment
of the REMIC regime) does not exclude an excess inclusion of a
REMIC from the exemption at source for interest (Article 11).

(16) Like the present treaty, the proposed treaty provides that
royalties derived and beneficially owned by a resident of a country
generally may be taxed only by that country. Thus, the proposed
treaty generally exempts from the U.S. 30-percent tax all U.S.
source royalties paid to Swedish residents, and exempts from
Swedish tax royalties paid to U.S. residents. These reciprocal ex-
emptions are similar to those provided in the U.S. and OECD
model treaties. However, unlike the U.S. model treaty, payments
for the use of, or the right to use, any motion pictures and works
on film, tape or other means of reproduction used for radio or tele-
vision broadcasting, are treated as royalties (Article 12).

(17) Both the U.S. model treaty and the proposed treaty provide
for source country taxation of capital gains from the disposition of
real property regardless of whether the taxpayer is engaged in a
trade or business in the source country. The proposed treaty ex-
pands the present treaty (and U.S. model) definition ‘of real prop-
erty for these purposes to encompass “U.S. real property interests.”
This safeguards U.S. tax under the Foreign Investment in Real
Property Tax Act of 1980 which applies to dispositions of U.S. real
property interests by nonresident aliens and foreign corporations
{Article 13). '

(18) The proposed treaty permits Sweden to impose its statutory
tax on gains by an expatriate resident in the United States from
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any property derived by this individual during the ten years follow-
ing the date on which the individual ceased to be a resident of Swe-
den. Under the proposed treaty, the United States also retains a
right to tax its former citizens for 10 years where their loss of citi-
zenship had as one of its principal purposes the avoidance of tax
{Article 13). .

(19) The proposed treaty generally conforms to the U.S. model
treaty the provisions relating to independent personal services.
Under the proposed treaty, like the model treaty, independent per-
sonal services performed by a resident of one country in the other
country can be taxed by the source country only if the income is
attributable to a fixed base regularly available to the individual in
the source country for the purpose of performing his or her activi-
ties (Article 14). T

(20) The dependent services article of the proposed treaty varies
slightly from that article of the U.S. model. Umfer the U.S. model,
galaries, wages and other similar remuneration derived by a resi-
dent of one treaty country in respect of employment exercised in
the other country is taxable only in the residence country (ie., is
not taxable in the other country) if the recipient is present in the
other country for a period or periods not exceeding in the aggregate
183 days in the taxable year concerned and certain other conditions
are satisfled. The proposed treaty contains a similar rule, but like
the OECD model as revised in 1992, provides that the measure-
ment period for the 183-day test is not limited to the taxable year;
rather, the source country may not tax the income if the individual
is not present there for a period or periods exceeding in the aggre-
gate 183 days in a 12-month period (Article 15).

(21) 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 (including an aircraft operated in international traffic by the -
air transport consortium Scandinavian Airlines System). 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 em-
ployer is situated (Article 15).

(22) The proposed treaty allows directors’ fees made by a com-
pany 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 per-
formed in that country. The U.S, model treaty and the present
treaty, on the other hand, subject directors’ fees to the normal rules
regarding the taxation of persons performing personal services.
Under the U.S. model treaty (and the present treaty), the country
where the recipient resides generally has primary taxing jurisdic-
tion over personal service income and the source country tax on di-
rectors’ fees is limited. By contrast, under the OECD model treaty
the country where the company is resident has full taxing jurisdic-
tion 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.8. model and the OECD model positions
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(23) The proposed treaty, unlike the present treaty, contains a
limitation on benefits, or “anti-treaty shopping,” article. This pro-
posed 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 Regulations. The proposed treaty provision is similar to
the limitation on benefits article contained in the recent U.S. in-
come tax treaty with Germany (Article 17).

(24) As is true of the U.S. and the OECD model treaties, the pro-
posed treaty contains a separate set of rules that apply to the tax-
ation of income earned by entertainers (such as theater, motion pic-
ture, radio, or television “artistes” or musicians) and athletes.
These rules apply notwithstanding the other provisions dealing
with the taxation of income from personal services and business
profits and are intended, in part to prevent entertainers and ath-
letes from using the treaty to avoid paying any tax on their income
earned in one of the countries. The dollar threshold for taxation
under the proposed treaty, however, is less than one-third of the
threshold provided in the U.S. model. U.S. tax treaties generally
follow the U.S. model rules, but often use a lower annual income
threshold. Under the OECD model, entertainers and athletes may
be taxed by the country of source, regardless of the amount of in-
come they earn from artistic or sporting endeavors (Article 18).

(25) Under the proposed treaty, pensions and other similar remu-
neration beneficially derived by a resident of either country in con-
sideration of past employment generally are subject to tax only in
the recipient’s country of residence. However, pensions and other
payment made by one of the countries under the provisions of its
social security system or similar legislation paid to a resident of
the other country or to a citizen of the United States will be tax-
able only in the paying country. Similar legislation is defined in the
notes exchanged at the time of the signing of the proposed treaty
to refer to United States Tier 1 Railroad Retirement benefits. The
proposed treaty also provides for the deductibility of contributions
of an employee in the host country of the employee, under certain
circumstances, to a pension or retirement arrangement in the other
country, as may be agreed by the competent authorities of the two
countries (Article 19).

(26) The proposed treaty retains the present treaty’s rule that, as
a general matter, employment compensation paid by a treaty coun-
try governiment may only be taxed by that country. If, however, the
employee is a citizen of the other country, or did not become a resi-
dent of the other country solely for the purposes of his employment,
the other country has the exclusive taxing right. A similar set of
rules applies to pensions in respect of Government service. The pro-
posed treaty applies to all compensation paid by a governmental
entity for services rendered to that governmental entity, regardless
of whether the services are rendered in the discharge of govern-
mental functions, so long as the services are not rendered in con-
netl:tion with a business carried on by the governmental entity (Ar-
ticle 20).

(27) The present and proposed treaties, like the U.S. model, pre-
clude a visited country from taxing certain compensation received
by students, trainees, and certain other temporary visitors, when



9

that compensation is for purposés of full time education or fraining
and is received from abroad (Article 21). =~ o

(28) The proposed treaty, unlike the present treaty, contains the
standard “other income” article, found in the model treaties and
more recent treaties, under which income not dealt with in another
treaty ‘article generally may be taxed only by the residence country
(Article 22). I S N

(29) The relief from double taxation article of the proposed trea-
ty, which generally ensures that each country allow foreign tax
credits for the income taxes imposed by the other country, contains
a special rule (not contained in the present treaty but contained in
many other treaties) for U.S. citizens who reside in Sweden. Under
this rule, Sweden will allow as a credit against Swedish tax the
U.S. income taxes paid on U.S. source income. The credit, however,
will not exceed the amount of tax that would have been paid to the
United States if the resident were not a U.S. citizén (Article 23).

{30) The proposed treaty greatly expands the non-discrimination
rule in the present treaty, generally conforming it to the U.S.
model. The present treaty prohibits only discrimination under the
laws of one country against citizens of the other country resident
in the first country. The proposed treaty prohibits discrimination
under the laws of one country against nationals of the other coun-
try in the same circumstances as nationals of the first country. The
proposed treaty also prohibits discrimination under the Taws of one
country against permanent establishments of enterprises of the
other country, against the deductibility of amounts paid to resi-
dents of the other country, or against enterprises owned by resi-
dents of the other country (Article 24), o

(81) 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 commmon 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 (Article 25).

(32) The proposed treaty provides that its dispute resolution pro-
cedures under the mutual agreement article would take precedence
over the corresponding provisions of any other agreement between
the United States and Sweden in determining whether a law or
other rule is within the scope of the proposed treaty. Unless the
competent authorities agree that the law or other rule is outside
the scope of the proposed treaty, only the proposed treaty’s non-
discrimination rules, and not the most-favored-nation or national-
treatment rules of any trade or investment agreement in effect be-
tween the United States and Sweden, generally would apply to that
law or rule. The only exception to this general rule is that the
most-favored-nation and national-treatment rules of the General
Agreement on Tariffs and Trade would continue to apply with re-
spect to trade in goods (Article 25).

(33) The proposed treaty contains a provision requiring each
country to undertake to lend administrative assistance to the other
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in collecting taxes covered by the treaty. This provision, carried
over with modifications from the present treaty, is more expansive
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 in-
clude a certification that the taxes at issue have been “finally de-
termined.” A country is not required to lend assistance with respect
to the country's own citizens or entities, except as necessary to en-
sure that exemptions or reduced rates under the treaty will not be
enjoyed by those not entitled to them. Neither country, however, is
required to carry out administrative measures different from those
used in the collection of its own taxes, or which would be contrary
to its sovereignty, security, or public policy (Article 27).

(34) The proposed treaty will take effect for the United States,
with regard to withholding taxes on dividends, interest or royalties,
for amounts paid or credited on or after the first day of the Janu-
ary following the date on which the treaty enters into force. (The
proposed treaty will enter into force upon the exchange of instru-
ments of ratification.) With respect to other taxes, tie proposed
treaty will take effect for taxable years beginning on or after the
first of January following the date the treaty enters into force. For
Sweden, with regard to taxes on income, the proposed treaty will
take effect for income derived on or after the gr_st day of January
following the date on which the treaty enters into force; with re-
gard to the Swedish capital tax, for tax that is assessed in or after
the second calendar year following the year the treaty enters into
force; with regard to the excise tax imposed on insurance premiums
paid to foreign insurers, for premiums paid on or after the first day
of )January ollowing the date the treaty enters into force (Article
29).
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IL ISSUES

The proposed treaty between the Umted States and Sweden pre— '
sents the followmg specific i issues. ‘

A, Treaty Shoppmg

The proposed treaty, like a number of U.S. income tax treatles
generally limits treaty benefits for treaty country residents so th.at
only those residents with a sufficient nexus to a treaty country will
receive treaty benefits. Although the proposed treaty is intended to
benefit residents of Sweden and the United States only, residents
of third countries sometimes attempt to use a tréaty to obtain trea-
ty benefits. This is known as treaty shopping. Investors from coun-
tries which do not have tax treaties with the United States, or from
countries which have not agreed in'their tax treaties with the Unit-
ed States to limit source country taxation to the same extent that
it is limited in another treaty may, for example, attempt to secure
a lower rate of tax by lending money, for example, to a U.S. person
indirectly through a country whose treaty with the United States
provides for a lower rate. The third-country investor may do this
by establishing a subsidiary, trust, or other investing entity in that
treaty country which then makes the loan to the U.S. person and
claims the treaty reduction for the interést it receives. Although
the present Swedish treaty does not contain a anti-treaty-shopping
provision, treaty shopping through Sweden apparently has not
been a problem. However, as the United States negotiates anti-
treaty-shopping provisions with additional countries, treaty shop-
ping through countries with treaties without such provisions may
become more of a problem.

The anti-treaty-shopping provision of the proposed treaty is simi-
lar to an anti-treaty-shopping provision in the Internal Revenue
Code (as interpreted by Treasury regulations) and in seéveral newer
treaties. Some aspects of the provision, however, differ either from
the anti-treaty-shopping provision of the U.S. model or from the
anti-treaty-shopping provisions sought by the United States in
some treaty negotiations since the model was published in 1981.
The issue is whether the anti-treaty-shopping provision of the trea-
ty effectively forestalls potential treaty-shopping abuses.

One provision of the anti-treaty-shopping article of the proposed
treaty is more lenient than the comparable rule in one version pro-

. posed with the U.S. model. That U.S. model proposal allows bene-
fits to be denied if 75 percent or less of a resident company’s stock
is held by individual residents of the country of residence, while
the proposed treaty (like several newer treaties and an ant1—treaty-
shopping provision in the Internal Revenue Code) lowers the quali-
fying percentage to 50, and broadens the class of qualifying share-
holders to include residents of either treaty country (and citizens
of the United States). Thus, this safe harbor is considerably easier
to enter, under the proposed treaty. On the other hand, counting
for this purpose shareholders who are residents of elther 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 attempting to obtain treaty benefits.
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Another provision of the anti-treaty-shopping article differs from
the comparable rule of the U.S. model, but the effect of the change
is less clear. The general test applied by the U.S. model to allow
benefits, short of meeting the bright-line ownership and base-ero-
sion test, is a broadly subjective one, looking to whether the acqui-
sition, maintenance, or operation of an entity did not have “as a
principal purpose obtaining benefits under” the treaty. By contrast,
the proposed treaty contains a more precise test that allows denial
of benefits only with respect to income not derived in connection
with the active conduct of a trade or business. (However, this ac-
tive trade or business test does not apply with respect to a business
of making or managing investments, except for banking and insur-
ance activities carried on by a bank or an insurance company, so
benefits can be denied with respect to such a business regardless
of how actively it is conducted.) In addition, the proposed treaty
gives the competent authority of the source country the ability to
override this standard. ‘

The practical difference between the proposed treaty tests and
the U.S. model test will depend upon how they are interpreted and
applied. The principal purpose test may be applied leniently (so
that any colorable business purpose suffices to preserve treaty ben-
efits), or it may be applied strictly (so that any significant intent
to obtain treaty benefits suffices to deny them). Similarly, the
standards in the proposed treaty could be interpreted to require,
for example, a more active or a less active trade or business
(though the range of interpretation is far narrower). Thus, a nar-
row reading of the principal purpose test could theoretically be
stricter than a broad reading of the proposed treaty tests (ie.,
would operate to deny benefits in potentially abusive situations
more often).

The Committee continues to believe that the United States
should maintain its policy of limiting treaty-shopping opportunities
‘whenever possible, and in exercising any latitude Treasury has to
adjust the operation of the proposed treaty it should satisfy itself
that its rules adequately deter treaty-shopping abuses. The present
income tax treaty between the United States and Sweden does not
contain anti-treaty-shopping rules. Further, the proposed anti-trea-
ty-shopping provision may be effective in preventmg third-country
investors from obtaining treaty benefits by establishing investing
entities in Sweden since third-country investors may be unwilling
to share ownership of such investing entities on a 50-50 basis with
U.8. or Swedish residents or other qualified owners to meet the
ownership test of the anti-freaty-shopping provision. Finally, Swe-
den imposes significant taxes of its own; these taxes may deter
third-country investors from seeking to use Swedish entities to
make U.S. investments. On the other hand, implementation of the
tests for treaty shopping set forth in the treaty may raise factual,
administrative, or other issues that cannot currently be foreseen.
Thus, the Committee should satisfy itself that the provision as pro-
posed is an adequate tool for preventlng poss1b1e treaty-shoppmg
abuses in the future.

R U R A
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B. Transfer Pricing

The proposed treaty, like most other U.S. fax treaties, contains
an arm’s-length pricing provision..The proposed treaty recognizes
the right of each country o reallocate profits among related enter-
prises residing in each country, if a reallocation is necessary to re-
flect the conditions which would have been made between inde-
pendent enterprises. In addition, the proposed treaty requires each
country to attribute to a permanent establishment the profits
which it might be expected to make if it were a distinct and sepa-
rate enterprise. The Code, under section 482, provides the Sec-
retary of the Treasury the power to make reallocations wherever
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 this authority is to ensure that the United States asserts taxing
jurisdiction over its fair share of the worldwide income of a multi-
national enterprise.

Some have argued in the recent past that the IRS has not per-
formed adequately in this area. Some have argued that the JRS
cannot be expected to do so using its current approach. They argue
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.* Some prefer a so-called “formulary
apportionment” approach, 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 ge-
ography, and only then to apportion the total, using a mathemati-
cal formula, among the tax jurisdictions that claim primary taxing
rights over portions of the whole. Some prefer an approach that is
based on the expectation that an investor generally will insist on
a minimum return on investment or sales.®

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 25.6 Some, who advocate a change

3 The OECD draft report on transfer pricing generally approves the methods that are incor-

rated in the current Treasury regulations under section 482 as consistent with the arm’s-
ength prin¢iples upon which Article 9 of the proposed treaty is based. See OECD Committee
on Fiscal Affairs, “Transfer Pricing Guidelines for Multinational Enterprises and Tax Adminis-
trators, Discussion Draft of Part I: Principles and Methods,” 1994.

48ee generally The Breckdown 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, 1034 Cong., 1st Sess, (1993) (hereinafter,
Hearing Before the Senate Committee on Governmental Affairs).

58ee Tax Underpayments by US. Subsidiaries of Foreign Companies: Hearings Before the
Subcommittee on QOuersight 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., lst 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 Stetes: Hearing Before the Subcommittee on Qversight of ¢
House Commiitee on Ways and Means, 102d Cong., 2d Sess. (1992).

6 Compare Tax Conventions with: The Russian Federation, Treaty Doc. 102-39; United Mexi-
can States, Treaty Doc. 103-7; The Czech Republic, Treaty Doc. 103-17; The Slovak Republic,
Treaty Doc. 103-18; and The Netherlands, Treaty Doc. 103-6. Protocols Amending Tax Conven-

Continued
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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 treaty
would in fact conflict with such a move.

C. Relationship to Uruguay Round Trade Agreements

The multilateral trade agreements encompassed in the Uruguay
Round Final Act, which entered into force as of January 1, 1995,
include a General Agreement on Trade in Services (“GATS”). This
agreement generally obligates members (such as the United States
and Sweden) and their political subdivisions to afford persons resi-
dent in member countries (and related persons) “national treat-
ment” and “most-favored-nation treatment” in certain cases relat-
ing to services. The GATS applies to “measures” affecting trade in
services. A “measure” includes any law, regulation, rule, procedure,
decision, administrative action, or any other form. Therefore, the
obligations of the GATS extend to any type of measure, including
taxation measures.

However, the application of the GATS to tax measures is limited
by certain exceptions under Article XIV and Article XXII(3). Article
XIV requires that a tax measure not be applied in a manner that
would constitute a means of arbitrary or unjustifiable discrimina-
tion between countries where like conditions prevail, or a disguised
restriction on trade in services. Article XIV(d) allows exceptions to
the national treatment otherwise required by the GATS, provided
that the difference in treatment is aimed at ensuring the equitable
or effective imposition or collection of direct taxes in respect of
services or service suppliers of other members. “Direct taxes” under
the GATS comprise all taxes on income or eapital, including taxes
on gains from the alienation of property, taxes on estates, inherit-
ances and gifts, and taxes on the total amounts of wages or salaries
paid by enterprises as well as taxes on capital appreciation.

Article XXII(3) provides that a member may not invoke the
GATS national treatment provisions with respect to a measure of
another member that falls within the scope of an international
agreement between them relating to the avoidance of double tax-

tions with: Israel, Treaty Doc. 103-16; The Netherlands, Treaty Doc. 103-19; and Barbados,

Treaty Doc. 10241, Hearing Before the Committee on Foreign Relations, United States Senate,

103d Cong., 1st Sess. 38 (1993) (“A proposal t¢ use a formulary method would be inconsistent

with our existing treaties and our new treaties.”) (oral testimony of Leslie B, Samuels, Assistant

Secretary for Tax Policy, U.S. Treasury Department); a statement conveyed by foreign govern-

ments to the U.S. State Department that “[wlorldwide unitary taxation is contrary to the inter-

nationally agreed arm’s length principle embodied in the bilateral tax treaties of the United

States” (letter dated 14 October 1993 from Robin Renwick, UK. Ambassador to the United

States, to Warren Christopher, U.S. Secretary of State); and American Law Institute Federal In-

come Tax Project: International Aspects of United States Income Taxation II: Propesals on United

States Income Tax Treaties (1992), at 204 (n. 545) (“Use of a world-wide combination unitary

apportionment method to determine the income of a corporation is inconsistent with the "Associ-
ated Enterprises” article of U.S, tax treaties and the ORCD model treaty”) with Hearing Before

the Senate Commitize on Governmental Affairs at 26, 28 (“I do not believe that the apportion-

ment method is barred by any tax treaty that United States has now entered into.”) {statement,

of Louis M. Kauder). See also Foreign Income Tax Rationalization and Simplification Act of
1992: Hearings Before the Housé Committee on Ways and Means, 102d Cong., 2d Sess. 224, 246

(1992) (written statement of Fred T. Goldberg, dJr., Assistant Secretary for Tax Policy, U.S.

Treasury Department).
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ation. In case of disagreement between members as to whether a
measure falls within the scope of such an agreement between them,
either member may bring this matter before the Council for Trade
in Services. The Council is to refer the matter to arbitration; the
decision of the arbitrator is final and binding on the members.
However, with respect to agreements on the avoidance of double
taxation that are in force on January 1, 1995, such a matter may
be brought before the Council for Trade in Services only with the
consent of hoth parties to the tax agreement. L
Article XIV(e) allows exceptions to the most-favored-nation treat-’
ment otherwise required by the GATS, provided that the difference
in treatment is the result of an agreement on the avoidance of dou-

ble taxation or provisions on the avoidance of double taxation in

any other international agreement or arrangement by which the
member is bound. _ _ _ o

The proposed treaty provides, in Article 1, that notwithstanding
any other agreement tc which the United States and Sweden are
parties, a dispute concerning whether a measure is within the
scope of the proposed treaty is to be considered only by the com-
petent authorities under the dispute settlement procedures of the
proposed treaty. Moreover, the proposed treaty provides that the
nondiscrimination provisions of the proposed treaty are the only
nondiscrimination provisicns that may be applied to a taxation
measure unless the competent authorities determine that the tax-
ation measure is not within the scope of the proposed treaty (with
the exception of nondiscrimination obligations under the General
Agr;e)ment on Tariffs and Trade (GATT) with respect to trade in
00ds). . .
& Inasmuch as this provision of the proposed treaty (and the cor-
responding provisions of other tireaties) is un precedented, the
. Committee may wish to satisfy itself that the pro§osed treaty pro-

vision is adequate to preclude the preemption of the mutual agree-
ment provisions of the proposed treaty by the dispute settlement
procedures under the GATS.

D. Insurance Excise Tax

The proposed treaty, unlike the present treaty, covers the U.S.
excise tax on insurance premiums paid to foreign insurers. Thus,
for example, a Swedish insurer or reinsurer without a permanent
establishment in the United States can collect premiums on poli-
cies 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
Swedish insurer or reinsurer with a person not entitled to the ben-
efits 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 excise tax appears in the 1981 U.5. model
treaty, waivers of the excise tax have raised serious Congressional
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 insubstantial tax is
imposed by the other country to the treaty {(or any other country)
on the insurance income of its residents (or the income of compa-
nies with which they reinsure their risks). Moreover, in such a case
waiver of the tax does not serve the purpose of treaties to avoid
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double taxation, but instead has the undesirable effect of eliminat-
ing 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 Foreign Relations 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 appro-
priate committees of Congress.” Congress subsequently enacted leg-
islation to ensure the sunset of the waivers in the two treaties. The
waiver of the tax in the treaty with the United Kingdom (where
the tax was waived without the so-called “anti-conduit rule™ has
been followed by a number of legislative efforts to redress perceived
competitive imbalance created by the waiver.

The Technical Explanation explains that the U.S, negotiators
agreed to waive these insurance excise taxes “only after a review
of Swedish law indicated that the income tax imposed by Sweden
on Swedish resident insurers results in a burden that is substan-
tial in relation to the U.S. tax on U.S. resident insurers.” Thus, un-
like Bermuda and Barbados, Sweden appears to impose substantial
tax on income, including insurance income, of its residents. In addi-
tion, unlike the U.K. waiver, the Swedish treaty waiver contains
the standard anti-conduit language. Thus, although it may be dif-
ficult to generalize about the precise tax burdens Swedish insurers
bear relative to U.S. insurers, or the precise effects of imposing or
waiving the excise tax on Swedish insurers’ rates of economic re-
turn, there is reason to believe that failure to impose the tax on
Swedish insurers is consistent with the criteria the Committee has
previously laid down for waiver of the tax.

7 Staff understand that such consultations took place in connection with the proposed treaty.
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III. OVERVIEW OF UNITED STATES TAXATION OF INTER-
NATI(')PNA%. TRADE AND INVESTMENT AND U.S. TAX
TREATIE :

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.8. tax treaties and describes some of the modi-
fications they make in U.S. 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 “noneffectively ‘connected income”). They are also
taxed on their U.8. source income and, in certain limited situations
on foreign source income, that is effectively corinected 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 effectively connected with the conduct of a
U.S. trade or business is subject to tax at a rate of 30 percent of
the gross amount paid. 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 residents of countries with which the United States
has an income tax treaty. In addition, certain statutory exemptions
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 a 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-
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gations is exempt from the 30-percent tax. Certain U.S. income tax
treaties also provide for exemption from tax in certain cases.®

U.S. source noneffectively connected capital gains of nonresident
alien individuals and foreign corporations generally are exempt
from U.8. 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 United 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 tesi (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).

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.8. tax on U.S.
source income. Therefore, the foreign tax credit provisions of the

8 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.



19

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 (1986 Act”),
the overall limitation is computed segarately for certain classifica-
tions of income (i.e., passive income, high withholding tax interest,
financial services income, shipping income, dividends from each
noncontrolled section 902 corporation, DISC dividends, FSC divi-
dends, 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 forei
source income. Also, a special limitation applies to the credit for
foreign taxes imposed on foreign oil and gas extraction income.

Prior to the Deficit Reduction Act of 1984 (“1984 Act™, a U.S.
person 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 og 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 potentialﬁr could avoid all U.S. tax liabil-
ity for such year so long as it had sufficient foreign tax credits and
no domestic taxable income (whether or not the taxpayer had eco-
nomic income from domestic operations). In order to mandate at
least a nominal tax contribution from all U.S, taxpayers with sub-
stantial economic income, the 1986 Act provided that foreign tax
credits generally cannot exceed 90 percent of the pre-foreign tax
credit tentative minimum tax (determined without regard to the
net operating loss deduction).

For foreign tax credit purpeses, 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 incdme 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-
eign taxes paid for the year the dividend is received and go into
ic)he recllevahnt pool or pools of separate limitation category taxes to

e credited.

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-
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-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 all
countries. ’

Notwithstanding the unilateral relief measures of the United
States and its treaty partners, double taxation might arise because
of differences in source rules between the United States and the
other country. Likewise, if each country considers the same deduc-
tion allocable to income that it treats as foreign source income,
double taxation can resuilt. 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 where a cor-
poration or individual may be treated as a resident of both coun-
tries and be taxed on a worldwide basis by both.

In addition, there may be significant problems involving “excess”
taxation—situations where either country taxes income received by
nonresidents at rates that exceed the rates imposed on residents.
This is most likely to occur in the case of income taxed at a flat
rate on a gross basis. (Most countries, like the United States, gen-
erally tax domestic source income 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. ‘ :

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 inecome taxed by the source country pursuant to
the treaty.

Treaties first seek to eliminate double taxation by defining the
term “resident” so that an individual or corporation generally will
not be subject to primary taxing jurisdiction as a resident by each
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
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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, notwithstanding the existence of a
treaty, because most countries will not exempt passive income from
tax at the source.

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 Ito 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. -

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.

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
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“anti-treaty shopping” provision that is designed fo limit treaty

benefits to bona fide residents of the two countries. .
" Treaties generally provide that 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 enterprises). Simi-
larly, in general, neither country may discriminate against enter-
prises owned by residents of the other country.
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