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INTRODUCTION

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

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

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

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

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

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

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

In situations where the country of source retains the right under
the proposed treaty to tax income derived by residents of the other
country, the treaty generally provides for the relief of the potential
douc}ﬂe taxation by the country of residence allowing a foreign tax
credit.

This treaty contains the standard provision (the “saving clause”)
contained in U.S. tax treaties that each country retains the right to
tax its citizens and residents as if the treaty had not come into
effect (Article 1). In addition, it contains the standard provision
that the treaty will not be applied to deny any taxpayer any bene-
fits he would be entitled to under the domestic law of the country
or under any other agreement between the two countries (Article
1); that is, the treaty will only be applied to the benefit of taxpay-
ers.

(2}
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Differences in proposed treaty and model treaties

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

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

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

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

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

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

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

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

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

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

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

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

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

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

Danish resident from employment aboard an aircraft operated

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

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

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

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

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

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

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

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

R

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

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

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

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

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

(1) Imputation credit

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

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

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

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

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

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

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

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

(2) Hydrocarbon tax

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

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

(3) Treaty-shopping

The proposed treaty, like a number of U.S. income tax treaties,
generally provides a reciprocal exemption from source country
withholding tax on interest paid to residents of the other country.
Although this treaty exemption (like other exemptions and reduc-
tions provided in the proposed treaty) is intended to benefit resi-
dents of Denmark and the United States only, residents of third



10

countries sometimes attempt to use a treaty to obtain treaty bene-
fits. This is known as treaty shopping. Investors from countries
which do not have tax treaties with the United States, or from
countries which have not agreed in their tax treaties with the
United States to a reciprocal exemption of interest may, for exam-
ple, attempt to secure the exemption as it applies to U.S. tax by
lending money to a U.S. person indirectly through a country
having a treaty with the United States that contains the interest
exemption. The third-country investor may do this by establishing
a subsidiary, trust, or other investing entity in the treaty country
which makes the loan to the U.S. person and claims the treaty ex-
emption for the interest it receives. If the investing entity is estab-
lished in certain treaty countries, it may be possible for the invest-
ing entity, in turn, to pay interest to the third-country investor
without paying any tax on that interest to the treaty country.

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

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

reaty.

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

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

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

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

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

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

(4) Deductibility of child support payments

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

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

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

(5) Branch-level tax

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

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

(6) Dividends paid deducti

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

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

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

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



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

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

A. United States Tax Rules

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

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

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

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

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

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

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

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

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

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

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

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

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

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

ents.

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

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

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

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

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

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

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

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

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

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



IV, EXPLANATION OF PROPOSED TAX TREATY

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

Article 1. Personal Scope

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

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

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

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

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

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

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

Article 2. Taxes Covered

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

United States

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

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

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

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

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

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

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

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

Denmark

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

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

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

Article 3. General Definitions

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

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

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

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

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

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

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

may exercise rights with respect to the exploration and exploita-

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

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

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

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

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

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

Article 4. Fiscal Domicile

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

th.

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

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

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

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

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

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

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

Article 5. Permanent Establishment

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

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

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

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

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

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

The determination whether a company of one country has a per-
manent establishment in the other country is to be made without
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regard to the fact that the company may be related to a company
that is a resident of the other country or to a company that en-
gages in business in that other country. Such relationships are thus
nolt relevant; 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 govering
gains from the sale of real property are in Article 13.

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” has the meaning which it has under
the law of the country in which the property in question is situat-
ed. The term in any case includes property accessory to real prop-
erty, livestock and equipment used in agriculture and forestry,
rights to which the provisions of general law respecting landed
property apply, usufruct of real property and rights to variable or
fixed payments as consideration for the working of, or the right to
work, mineral deposits, sources, and other natural resources. Thus,
income from real property will include royalties and other paf'-
ments in respect of the exploitation of natural resources (e.g., oil).
It does not include interest on loans secured by real property. Ships
and aircraft are not real property.

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

The present treaty, the U.S. model treaty, and certain other U.S.
income tax treaties provide residents of one country with an elec-
tion to be taxed on a net basis by the other country on income from
real property in that other country. The proposed treaty does not
contain that election, but a net basis election is provided for U.S.
real property income under the Code (secs. 871(d) and 882(d)). The
staff understands that Denmark presently taxes income from real
property on a net basis.

Article 7. Business Profits
U.S. Code rules

U.S. law distinguishes between the business income and the in-
vestment 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.

The taxation of income as business or investment income varies
depending upon whether the income is U.S. or foreign. In general,
U.S. source periodic income (such as interest, dividents, rents, and
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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
income.

Foreign source income is effectively connected income only if the
foreign person has an office or other fixed place of business in the
United States and the income is attributable to that place of busi-
ness. Only three types of foreign source income can be effectively
connected income: rents and royalties derived from the active con-
duct of a licensing business; dividends, interest, or gain from stock
or debt derived in the active conduct of a banking, financing or
similar business in the United States; and certain sales income at-
tributable to a U.S. sales office.

Except in the case of a dealer, trading in stocks, securities or
commodities in the United States for one’s own account does not
constitute a trade or business in the United States and accordingly
income from those activities is not taxed by the United States as
business income. This concept includes trading through a U.S.-
based employee, a resident broker, commission agent, custodian or
other agent, or trading by a foreign person physically present in
the United States.

Proposed treaty rules

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 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.

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 “attributa-
ble 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. Under the proposed treaty, on the other hand,
some level of fixed place of business must be present and the busi-
ness profits must be attributable to that fixed place of business.

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 rea-
sonably be expected to have been derived by it if it were a distinct
and independent entity engaged in the same or similar activities
under the same or similar conditions. For example, this arm’s-
length rule applies to transactions between the permanent estab-
lishment and a branch of the resident enterprise located in a third
country. Amounts may be attributed whether they are from
sources within or without the country in which the permanent es-
tablishment is located.
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In computing taxable business profits, deductions are allowed for
expenses, wherever incurred, which are incurred for the purposes
of the permanent establishment. These deductions include a rea-
sonable allowance of executive and general administrative ex-
penses, research and development expenses, interest, and other ex-
penses which are incurred for purposes of the enterprise as a whole
(or for purposes of that part which includes the permanent estab-
lishment). Thus, for example, a U.S. company which has a branch
office in Denmark but which has its head office in the United
States will, in computing the Danish tax liability of the branch, be
entitled to deduct a portion of the executive and general adminis-
trative expenses incurred in the United States by the head office
for purposes of operating the Danish branch.

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 account of the enterprise. Thus, where a
permanent establishment purchases goods for its head office, the
business profits attributed to the permanent establishment with re-
spect to its other activities will not be increased by a profit element
in its purchasing activities. The amount of profits atributable to a
permanent establishment must be determined by the same method
each year unless there is good and sufficient reason to change the
method.

For purposes of the proposed treaty, the term “business profits”
means income derived from any trade or business whether carried
on by an individual, company, or any other person or persons. Spe-
cifically included in business profits under the proposed treaty are
income from the rental of tangible personal (movable) property and
income from the rental or licensing of cinematographic films or
films or tapes used for radio or television broadcasting. The treaty
definition of business profits, and the treaty business profits rules
generally are similar to those provided in the U.S. model treaty.

Where business profits include items of income which are dealt
with separately in other articles of the treaty, those other articles,
and not this business profits article, will govern the treatment of
those items of income. Thus, for example, dividends are taxed
undfgr the provisions of Article 10 (Dividends), and not as business
profits.

Article 8. Shipping and Air Transport

As a general rule, 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 exemption from U.S. tax is pro-
vided if the ship or aircraft is documented under the laws of a for-
eign country that grants an equivalent exemption to U.S. citizens
and corporations operating ships or aircraft documented under
U.S. law. The United States has entered into agreements with a
number of countries providing such reciprocal exemptions.

Under the proposed treaty, profits which are derived by an enter-
prise of one country from the operation in international traffic of
ships or aircraft (“S:ipping profits”) will be exempt from tax by the
other country. International traffic means any transportation by
ship or aircraft, except where the transportation is solely between
places in one of the countries (Article 3(1)(d) (General Definitions)).
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Unlike the exemption provided in the present treaty, the exemp-
tion applies whether or not the ships or aircraft are registered in
the first country. Thus, for example, Denmark would not tax the
income of a U.S. resident operating a Liberian-flag vessel.

The exemption for shipping profits applies to profits from the
rental on a full or bareboat basis of ships or aircraft if operated in
international traffic by the lessee or if such rental profits are inci-
dental to the actual operation of ships and aircraft in international
traffic. (Rental on a full or bareboat basis refers to whether the
ship or aircraft is leased fully equipped, manned and, supplied, or
not.) The exemption also applies to income derived from the use,
maintenance, or rental of containers, trailers for the inland trans-
portation of containers, barges, and other related equipment where
the equipment is used to transport goods or merchandise in inter-
national traffic. In addition, the shipping and air transport provi-
sions apply to profits from participation in a consortium, pool, joint
business, or international operating agency. The term “consorti-
um” was included to make clear that air transport profits of par-
ticipants in the Scandinavian Airline Systems consortium are to be
exempt from U.S. tax.

Article 9. Associated Enterprises

The proposed treaty, like most other U.S. tax treaties, contains
an arm’s-length pricing provision similar to section 482 of the Code
which recognizes the right of each country to make an allocation of
income to that country in the case of transactions between related
enterprises, if an allocation is necessary to relect the conditions
and arrangements which would have been made between independ-
ent enterprises.

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.

The proposed treaty states that this provision is not intended to
limit any law in either country which permits the distribution, ap-
portionment, or allocation of income, deductions, credits, or allow-
ances between non-independent persons when such law is neces-
sary to prevent evasion of taxes or to reflect clearly the income of
those persons. Thus, the proposed treaty makes clear that the
United States retains the right to apply its inter-company pricing
rules (Code section 482) and its rules relating to the allocation of
cllesductions (Code sections 861, 862, and 863, and Treas. Reg. sec.

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-
mined income. 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 necessary. To
avoid double taxation, the proposed treaty’s saving clause retaining
full taxing jurisdiction in the country of residence or citizenship
will not apply in the case of such adjustments.



33
Article 10. Dividends

In general

This article contains a provision under which U.S. residents ger-
erally receive a credit against Danish tax with respect to dividends
recieved from Danish resident companies Subject to certain excep-
tions, the effect of this credit coupled with the reduced rates of
withholding tax on dividends also provided in this article is to
reduce to 2.25 percent the effective Danish rate of tax on dividends
paid by Danish resident companies to U.S. portfolio investors (U.S.
companies owning a share capital interest in the payor of less than
25 percent and noncorporate U.S. residents), and to reduce to one-
quarter of one percent the effective Danish rate of tax on dividends
paid by Danish resident companies to U.S. direct investors (U.S.
companies owning a share capital interest in the payor of 25 per-
cent or more). The inclusion of this provision reflects Denmark’s in-
troduction in 1976 of a credit (or imputation) system for Danish
resident shareholders and Danish resident companies which inte-
grates in part the corporate income tax with the individual income
tax. The integrated tax system of Denmark differs from the classi-
cal system of two-tiered corporate taxation used by the United
States (under which dividends received by shareholders are gener-
ally taxed without regard to the taxes paid by the distributing cor-
poration). The U.S. income tax treaties with the United Kingdom
and France, countries which have imputation systems resembling
that of Denmark, also contain imputation credit provisions. The
imputation credit provision of the proposed treaty and Denmark’s
imputation system are discussed in more detail below.

U.S. and Danish dividend taxation rules

The United States imposes a 30-percent tax on the gross amount
of U.S. source dividends paid to nonresident alien individuals and
foreign corporations. The 30-percent tax does not apply if the for-
eign recipient is engaged in a trade or business in the United
States and the dividends are effectively 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. U.S. source dividends, for purposes of the 30-percent tax, are
dividends paid by a U.S. corporation (other than an “80/20 compa-
ny” described in Code section 861(a)2)(A)). Also treated as U.S.
source dividends for this purpose are certain dividends paid by a
foreign corporation, if at least 50 percent of the gross income of the
foreign corporation, in the prior three-year period, was effectively
connected with a U.S. trade or business of that foreign corporation.
The tax imposed on the latter dvidends is often referred to as the
“second tier” withholding tax.

At present, Denmark similarly imposes a 30-percent tax on
Danish source dividends. However, the Danish tax applies to all
Danish source dividends whether paid to residents or nonresidents.
The dividend tax paid by resident shareholders (fully liable to
Danish tax) is set off against their final Danish tax. The dividend
tax paid by nonresident shareholders is nonrefundable. It generally
represents the final tax on the dividends imposed by Denmark.
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Treaty reduction of dividend taxes

Under the proposed treaty, each country may tax dividends paid
by its resident companies but the rate of tax is limited by the
treaty if the beneficial owner of the dividends is a resident of the
other country. Source country taxation is limited to five percent of
the gross amount of the dividends if the beneficial owner of the
dividends is a company which holds directly at least 25 percent of
the share capital of the payor corporation. The tax is limited to 15
percent of the gross amount of the dividends in other cases involv-
ing dividends paid to residents of the other country.

The stock ownership threshold for the reduced tax rate of five
percent on direct investment dividends was set at 25 percent of the
share capital of the payor company, rather than 10 percent of the
voting stock of the payor company as provided in the U.S. model
treaty, at the request of Denmark, in order to conform the stock
ownership threshold more closely to that of the OECD model and
to Danish law. Share capital includes all shares, whether of pre-
ferred or common stock and whether or not they carry voting
rights, but it does not include debt. Under the present treaty, the
five-percent rate of tax on direct investment dividends applies if
the shareholder is a corporation controlling, directly or indirectly,
at least 95 percent of the entire voting power in the payor corpora-
tion, provided that not more than 25 percent of the gross income of
the payor corporation is derived from interest and dividends other
than from its own subsidiaries, and that the relationship of the two
corporations was not established primarily to secure the reduced
rate of tax. Thus, the proposed treaty imposes a lower percentage
ownership requirement for application of the five-percent rate of
tax on direct investment dividends than does the present treaty.

Imputation system and imputation credit

The effective rate of Danish tax on dividends paid by a Danish
resident company and beneficially owned by a U.S. resident is re-
duced further by means of an imputation credit. This credit is
available as long as Denmark’s imputation system is in effect.

Under the Danish imputation system, Danish resident sharehold-
ers subject to full tax liability in Denmark on dividends from
Danish resident companies generally receive a tax credit equal to a
percentage of the gross dividend. The credit was 15 percent of the
gross dividend for years of assessment 1978/79 through 1981/82. It
was increased by the Danish Parliament in the summer of 1981 to
25 percent for years of assessment beginning with 1982/83. The
credit partially alleviates the double taxation of distributed profits
earned by Danish companies. The 15-percent credit in effect before
year of assessment 1982/83 offset approximately 25 percent of the
Danish corporation tax paid on distributed profits. (The rate of the
Danish corporation tax on distributed and undistributed profits has
been approximately 40 percent since before the introduction of the
imputation system. It is scheduled to increase to 50 percent for
years of assessment beginning with 1985/1986. )

For practical reasons, the credit is allowed under Danish law for
dividends deriving from corporate profits on which the payor corpo-
ration has not paid corporation tax or on which the payor corpora-
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tion paid tax before the imputation system became operative. In
such cases, the payor corporation must pay a “‘compensatory” tax
in an amount corresponding roughly to the amount of the credit.
The payor corporation must keep a distribution of dividends ac-
count recording the amount that the payor corporation may dis-
tribute as a dividend without triggering compensatory tax.

The legislation introducing the imputation system did not change
the prior rule of Danish law that Danish parent companies do not
include in taxable profits dividends received from Danish resident
subsidiaries if the parent holds at least 25 percent of the share cap-
ital or co-operative share capital of the subsidiary during the whole
of the taxable year in which the dividends are received. Because of
this rule, no tax credit is attached to such dividends.

Under Danish law, the imputation credit either is applied
against a resident shareholder’s Danish income tax liability or, if
the credit exceeds such liability, is refunded to the shareholder.
Shareholders who have no Danish tax liability obtain a refund on
demand. The dividend subject to tax is “grossed up” by the amount
of the credit; that is, a Danish shareholder is required to include in
taxable income the amount credited or refunded to him as well as
the amount of the cash dividend. For example, if a Danish share-
holder receives a cash dividend of $100 from a Danish company,
the shareholder includes in income $125 and receives a tax credit
or refund of $25.

In the absence of a tax treaty, no imputation credit is allowed by
Denmark with respect to dividends paid to nonresidents of Den-
mark. In addition, dividends from a Danish subsidiary are taxed by
Denmark when paid to a nonresident parent company (as opposed
to a resident parent company) owning at least 25 percent of the
share capital of the subsidiary. Thus, a higher tax burden is im-
posed on dividends paid to nonresident shareholders than is im-
posed on dividends paid to Danish resident shareholders. The pro-
posed treaty and protocol substantially reduce, although they do
not eliminate, this disparity.

Under the proposed treaty’s imputation credit rules, dividends
paid by a Danish resident company to, and beneficially owned by, a
U.S. direct investor (a U.S. company which holds directly at least
25 percent of the share capital of the payor company) are distin-
guished from dividends paid by a Danish resident company to a
U.S. portfolio investor (a U.S. company owning less than a 25 per-
cent share capital interest in the payor company or any noncorpor-
ate U.S. resident). A U.S. direct investor is entitled to a credit
equal to five percent of the gross amount of dividends paid to it by
a Danish resident company. Denmark may charge a U.S. direct in-
vestor a tax on the aggregate amount of the dividends and the tax
credit at a rate not exceeding five percent. A U.S. portfolio investor
is entitled to a credit equal to 15 percent of the gross amount of
dividends paid to it by a Danish resident company. Denmark may
charge a U.S. portfolio investor a tax on the aggregate amount of
the dividends and the tax credit at a rate not exceeding 15 percent.
The five and 15 percent treaty tax rates are the reduced rates pro-
vided elsewhere in the dividend article and discussed above.

Subject to exceptions discussed below, the credit and reduced tax
rates provided by this article result in an effective Danish tax rate
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on dividends paid by Danish resident companies to U.S. direct in-
vestors of one-quarter of one percent and an effective Danish tax
rate on dividends paid by Danish resident companies to U.S. portfo-
lio investors of 2.25 percent. For example, a dividend of $100 paid
by a Danish resident company and beneficially owned by a U.S.
direct investor will carry with it a credit of $5. The aggregate
amount of the dividend and the credit, $105, will be subject to
Danish withholding tax not to exceed five percent, or $5.25. The
net dividend received will be $99.75. In the absence of the credit,
the net dividend would be $95 (3100 gross dividend minus $5 of
tax). A $100 dividend paid by a Danish resident company and bene-
ficially owned by a U.S. portfolio investor will carry with it a credit
of $15. The aggregate amount of the dividend and the credit, $115,
will be subject to Danish withholding tax not to exceed 15 percent,
or $17.25. The net dividend received, therefore, will be $97.75. In
the absence of the credit, the net dividend would be $85 ($100 gross
dividend less $15 of tax).

The aggregate amount of the dividend and the credit will be
treated as a dividend to the U.S. resident for purposes of the U.S.
foreign tax credit. Thus, the U.S. resident’s foreign source income
for purposes of the foreign tax credit limitation will be increased
by the amount of the credit as well as by the amount of the divi-
dend. The creditable tax will be five percent or 15 percent, as the
cals‘ei may be, of the aggregate amount of the dividend and the
credit.

As originally drafted, the proposed treaty set the imputation
credit for U.S. direct investors equal to one-third of the credit to
which a Danish resident individual would have been entitled. The
proposed treaty set the credit for U.S. portfolio investors equal to
the credit to which a Danish resident individual would have been
entitled. At the time the proposed treaty was signed, Danish law
provided for a 15-percent credit for Danish residents. As indicated
above, the credit was increased to 25 percent for years of assess-
ment beginning with 1982/83. By setting the credit for U.S. direct
investors at five percent of gross dividends and for U.S. portfolio
investors at 15 percent of gross dividends, the proposed protocol
freezes the treaty credit available to U.S. investors at the level pro-
vided by Danish law to Danish residents for years of assessment
before 1982/83. Under the proposed protocol, the treaty credit will
not vary with changes in the Danish statutory credit as it would
have under the proposed treaty as originally drafted.

Definition of dividends

Like the U.S. model treaty, the proposed treaty defines dividends
as income from shares or other rights which participate in profits
and which are not debt claims. Dividends also include income from
other corporate rights which is subjected to the same tax treatment
by the country in which the distributing corporation is resident as
income from shares. Under this provision, each country may apply
its rules for determining when a payment by a resident company is
on a debt obligation or an equity interest.
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Special rules and exceptions

The treaty’s reduced rates of tax on dividends will not apply, and
the dividend credit will be unavailable, if the dividend recipient
has a permanent establishment (or fixed base in the case of an in-
dividual performing independent personal services) in the source
country and the shareholding on which the dividends are paid is
effectively connected with the permanent establishment (or fixed
base). Dividends paid on shareholdings effectively connected with a
permanent establishment are to be taxed as business profits (Arti-
cle 7). Dividends paid on shareholdings effectively connected with a
fixed base are to be taxed as income from the performance of inde-
pendent personal services (Article 14).

The proposed treaty contains a general limitation on the tax-
ation of dividends paid by corporations which are residents of the
other country. Under this provision, Denmark may not impose any
taxes on dividends paid by a U.S. corporation except where the
dividends are paid to Danish residents or are paid on shareholdings
effectively connected with a permanent establishment or fixed base
in Denmark. Similarly, the United States may not impose any tax
on dividends paid by a Danish corporation except where the divi-
dends are paid to a resident or citizen of the United States or
where the dividends are effectively connected with a permanent es-
tablishment or fixed base in the United States.

These exemptions apply even if the dividends consist wholly or
partly of profits or income arising in the would-be taxing jurisdic-
tion. That is, unlike the U.S. model treaty, the proposed treaty does
not allow one country to tax dividends paid by a resident company
of the other country solely because such dividends are from profits
of its permanent establishment in the first country constituting 50
percent or more of its worldwide income. The effect of this depar-
ture from the U.S. model treaty is to exempt from U.S. tax divi-
dends paid by a Danish company which, under Code section
861(a)2)(B), are from sources in the United States and, thus, absent
the treaty, would be subject to the second tier withholding tax. Ac-
cording to the Treasury Department’s technical explanation of the
proposed treaty, the United States agrees to this exemption for
residents of Denmark in the interest of reciprocity: Denmark does
not currently collect a comparable tax on branch profits derived by
U.S. companies from Denmark or on dividends paid by U.S. compa-
nies to U.S. residents out of profits from a Danish permanent es-
tablishment.

To prevent third-country residents from using a Danish corpora-
tion to take advantage of this exemption, the article provides that
the treaty’s general limitation on the taxation of dividends paid to
a resident of the other country does not apply if more than 50 per-
cent of the share capital of the dividend-paying company is owned
directly or indirectly by individuals who are not residents of the
same country as the dividend-paying company and if the dividend-
paying company was formed or availed of for purposes of taking ad-
vantage of the treaty’s general limitation. Thus, the United States
reserves the right to levy its tax when more than 50 percent of the
share capital of a Danish company is owned by individuals who are
not residents of Denmark and the U.S. competent authority deter-
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mines that the Danish company was formed or availed of to take
advantage of the treaty’s general limitation, i.e., the Danish compa-
ny is being used to divert the benefits of the treaty to persons not
entitled to such benefits.

Article 11. Interest

In general, the United States imposes a 30-percent tax on U.S.
source interest paid to foreign persons under the same rules that
apply to dividends. However, the Tax Reform Act of 1984 repealed
the tax for interest paid on certain portfolio indebtedness to non-
resident alien individuals and foreign corporations. (This change
was effective for interest paid on portfolio indebtedness issued after
July 18, 1984, the date of enactment of the 1984 Act.) U.S. source
interest, for purposes of the 30-percent tax, generally is interest on
debt obligations of U.S. persons, but not interest on deposits in
banks. U.S. source interest for this purpose also includes interest
paid by a foreign corporation if at least 50 percent of the gross
income of the foreign corporation, in the prior three-year period,
was effectively connected with a U.S. trade or business of that cor-
poration. The tax imposed on the latter interest is often referred to
as the “second tier” withholding tax. The staff understands that
Denmark does not presently impose a tax on interest derived by
nonresidents.

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 on U.S. source interest paid to foreign persons,
interest paid to Danish residents, and exempts from any similar
Danish taxes that might be imposed in the future interest paid to
U.S. residents. These reciprocal exemptions are similar to those
provided in 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 recipient has a
permanent establishment or fixed base in the source country and
the debt claim is effectively connnected with the permanent estab-
lishment or fixed base. In that event, the interest will be taxed as
business profits (Article 7) or income from the performance of inde-
pendent personal services (Article 14).

The proposed treaty, as amended by the protocol, addresses the
issue of non-arm’s-length interest charges between related parties
(or parties having an otherwise special relationship) by holding
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, 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 interest paid to a parent corporation may be treated as a
dividend under local law and thus be entitled to the benefits of Ar-
ticle 10 of the proposed treaty.

The proposed treaty defines interest as income from debt claims
of every kind, whether or not secured and whether or not carrying
a right to participate in profits. In particular, it includes income
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from government securities and from bonds or debentures, includ-
ing premiums or prizes attaching to bonds or debentures. Penalty
charges for late payment are not interest for purposes of the pro-
posed treaty.

The proposed treaty does not prevent the United States from im-
posing its second tier withholding tax on interest paid by a Danish
resident which, under Code section 861(a)1)C), is from sources in
(tlhe United States, provided the recipient is a third-country resi-

ent.

Article 12. Royalties

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. Royalties are from U.S. sources if they are
for the use of property located in the United States. U.S. source
royalties include royalties for the use of or the right to use intangi-
bles in the United States. Such royalties include motion picture
royalties. The staff understands that Denmark does not presently
impose a withholding tax on royalties derived by nonresidents.

The proposed treaty provides that royalties derived and benefi-
cially 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 on U.S. source royalties paid to for-
eign persons royalties paid to Danish residents, and exempts from
any similar Danish taxes that might be imposed in the future roy-
alties paid to U.S. residents. These reciprocal exemptions are simi-
lar to those provided in the present treaty and in the U.S. model
treaty.

The exemptions apply only if the royalty is beneficially owned by
a resident of the other country; they do not apply of the recipient
of the royalty is a nominee for a nonresident. In addition, the ex-
emptions wil{not apply where the recipient is an enterprise with a
permanent establishment in the source country or an individual
performing personal services in an independent capacity through a
fixed base in the source country, and the property giving rise to the
royalty is effectively connected with 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 (Article 14).

The proposed treaty, as amended by the proposed protocol, ad-
dresses the issue of non-arm’s-length royalties between related par-
ties (or parties having an otherwise special relationship) by holding
that the amount of royalties for purposes of applying this article
will be the amount of arm’s-length royalties. Any amount of royal-
ties 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 may be treated as a
dividend under local law and thus be entitled to the benefits of Ar-
ticle 10 of the proposed treaty.

Royalties are defined to mean payments of any kind received as
a consideration for the use of, or the right to use, any copyright of
literary, artistic, or scientific work (excluding cinematographic
films and films and tapes used for radio or television broadcasting),
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any patent, trademark, design or model, plan, secret formula or
process, or other similar right or property, or for information con-
cerning industrial, commercial or scientific experience. This defini-
tion is the same as under the U.S. model treaty except that, under
the U.S. model, gains from the alienation of a right or property
which are contingent on the productivity, use, or disposition of
such right or property are expressly included in the definition.
Under Danish law, these gains are treated as capital gains and, in
accordance with the capital gains provision of the proposed treaty
(Article 13), will be taxable only in the country of residence. Under
U.S. law, these gains are generally treated as royalties and, hence,
under this royalties article, will generally be taxable only in the
country of residence of the beneficial owner. Thus, the result is
genle3rally the same whether such gains are taxed under Article 12
or 13.

Income from the rental or licensing of cinematographic films and
films and tapes used for radio or television broadcasting is treated
as business profit under the proposed treaty (Article 7).

Article 13. Capital Gains

Generally, gain realized by a nonresident alien or a foreign 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 is phys-
ically present in the United States for at least 183 days in the tax-
able year. However, under the Foreign Investment in Real Proper-
ty Tax Act of 1980, as amended, a nonresident alien or foreign cor-
poration 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 interests” include interests in certain corporations hold-
ing U.S. real property.

Under the proposed treaty, as amended by the proposed protocol,
gains from the disposition of real property may be taxed in the
country where the real property is situated. Under the proposed
protocol, real property situated in the United States and real prop-
erty situated in Denmark are defined separately. Real property sit-
uated in the United States includes real property located in the
United States for the purpose of the real property article (Article
6). It also includes “U.S. real property interests.” The latter inclu-
sion allows the United States to tax transactions of Danish resi-
dents taxable under the Foreign Investment in Real Property Tax
Act of 1980. Real property situated in Denmark includes real prop-
erty located there for the purpose of the real property article and
interests in such property.

Gains from the sale or exchange of ships or aircraft operated by
an enterprise of one country in international traffic, and gains
from the sale or exchange of movable property pertaining to the
operation of such ships or aircraft are taxable only in the country
of residence of that enterprise.

The proposed protocol provides that gains derived by an enter-
prise of one country from the deemed alienation of an installation,
drilling rig, or ship used for the exploration for or exploitation of
oil and gas resources are taxable only in the country of residence of
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that enterprise. Thus, if a U.S. company, for example, withdraws
its drilling rigs from Danish waters, Denmark will not deem that
company to have disposed of the rigs and will not impose a tax,
sometimes called a “balancing charge”, on any deemed gain. This
provision is not included in the U.S. model treaty or in the present
treaty.

Gains from the alienation of movable property which forms part
of the business property of a permanent establishment which an
enterprise of one country has or had in the other country, or gains
from the alienation of movable property pertaining to a fixed base
available to a resident of one country in the other country for the
purpose of performing independent personal services, including
gains from the alienation of such a permanent establishment
(alone or with the whole enterprise) or of such a fixed base, may be
taxed in that other country.

Gains from the alienation of any property other than that dis-
cussed above will be taxable under the proposed treaty only in the
country where the alienator is a resident.

Article 14. Independent Personal Services

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 Ar-
ticle 7 (Business Profits)) The performance of personal services
within the United States can be a trade or business within the
United States (sec. 864(b)).

The proposed treaty limits the right of a country to tax income
from the performance of personal services by a resident of the
other country. Under the proposed treaty (unlike the present
treaty), income from the performance of independent personal serv-
ices (i.e., services performed as an independent contractor, not as
an employee) is treated separately from income from the perform-
ance of dependent personal services.

Income from the performance of independent personal services in
one country by a resident of the other country will be exempt from
tax in the country where the services are performed (the source
country) unless the individual performing the services has a fixed
base regularly available to him in that country for the purpose of
performing the services. In that case, the source country can tax
only that portion of the individual’s income which is attributable to
the fixed base.

However, income from services rendered in one country as a
member of the board of directors of a company resident in that
country by a resident of the other country is not subject to this ar-
ticle. Such income is treated separately under Article 16 (Directors’
Fees). For purposes of this article, independent personal services
generally include all independent activities, not merely those of
persons in professions such as physicians, lawyers, engineers, archi-
tects, dentists, and accountants. Services performed as a partner in
a partnership are included where the partner receives the income
and bears the losses arising from the services.

The proposed treaty generally provides a broader exemption
from source country tax for income from independent personal
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services than the present treaty provides for income from labor
and personal services. Generally, under the present treaty, an ex-
emption 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
180 days and the services he performs there are for a resident of
the country of which he is a resident. If the services are not per-
formed for such a person, an exemption under the present treaty is
available only if the service provider is temporarily present in the
first country for not more than 90 days and the compensation re-
ceived for the services does not exceed $3,000. On the other hand,
the present treaty does not contain the fixed base limitation found
in the proposed treaty; under the present treaty, a fixed base main-
tained in a country for the purpose of performing services does not
necessarily cause taxation of those services in that country.

The exemption from source country tax provided in the proposed
treaty for independent personal services income is similar to that
contained in the U.S. model treaty.

The taxation of income from dependent personal services is gov-
erned by Article 15.

Article 15. Dependent Personal Services

Under the Code, the income of a nonresident alien from the per-
formance of personal services in the United States is not taxed if
the individual is not in the United States for at least 90 days
during a taxable year, the compensation does not exceed $3,000,
and the services are performed as an employee of 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.

Under the proposed treaty, income 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 employer is not a resident of the source country;
and (3) the compensation is not borne by a permanent establish-
ment or fixed base of the employer in the source country.

The proposed treaty provides that compensation derived by an
employee as a member of the crew of a ship or aircraft operated in
international traffic by an enterprise of one country may be taxed
in that country. This provision differs from the corresponding pro-
vision of the U.S. model treaty which permits taxation only in the
country where the employee is a resident.

Remuneration of a Danish resident from employment aboard an
aircraft operated in international traffic by the Scandinavian Air-
lines System consortium may be taxed in Denmark only.

This article is modified in some respects for directors’ fees (Arti-
cle 16), pensions (Article 19), and compensation as a government
employee (Article 20).

The present treaty rules for taxation of labor and personal serv-
ices income are discussed under under Article 14, above.

Article 16. Directors’ Fees

Under the proposed treaty, directors’ fees and similar payments
derived by a resident of one country for services rendered in the
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other country as a member of the board of directors of a company
which is a resident of that other country may be taxed in that
other country.

This treaty rule for directors’ fees differs from that of the U.S.
model treaty. The U.S. model treats directors’ fees as personal serv-
ice income or distributed profits. Under the U.S. model treaty (and
the proposed treaty), the country where the recipient resides gener-
ally has primary taxing jurisdiction over personal service income
and the source country tax on distributed profits is limited.

Article 17. Limitation on Benefits

The proposed treaty, as amended by the proposed protocol, con-
tains a provision that is intended to limit the benefits of the treaty
to persons who are entitled to them by reason of their residence in
the United States or Denmark.

The proposed treaty is intended to limit double taxation caused
by the interaction of the tax systems of the United States and Den-
mark 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”. Under certain circumstances,
and without appropriate safeguards, the nonresident is able to
secure these benefits by establishing a corporation (or other entity)
in one of the countries which, as a resident of that country, is enti-
tled to the benefits of the treaty. Additionally, it may be possible
for the third-country resident to repatriate funds to that third
country from the entity under favorable conditions (i.e., it may be
possible to reduce or eliminate taxes on the repatriation) either
through relaxed tax provisions in the distributing country or by
passing the funds through other treaty countries (essentially, con-
tinuing to treaty shop), until the funds can be repatriated under fa-
vorable terms.

The proposed treaty, as amended by the proposed protocol, con-
tains provisions intended to limit the use of the treaty to bona fide
residents of the two countries. This is accomplished by providing
that a person other than an individual (for example, a corporation,
partanership, trust, or other business organization) is not entitled to
the benefits of the treaty unless it satifies an ownership/interest
E:};ment test, a public company test, or a good business purpose

S

Under the ownership/interest payment test, more than 50 per-
cent of the beneficial interest (in the case of a company, more than
50 percent of the number of shares of each class of shares) in that
entity must be owned directly or indirectly by any combination of
one or more individual residents of Denmark or the United States,
citizens of the United States, certain publicly traded companies (as
described in the discussion of the public company test below), the
countries themselves, or the political subdivisions or local authori-
ties of the countries. In addition, in the case of the treaty benefits
conferred under Articles 10 (Dividends), 11 (Interest), 12 (Royalties),
or 22 (Other Income), no more than 50 percent of the gross income
of the entity may be used to make interest payments, directly or
indirectly, to persons or entities other than those just named. The
ownership/interest payment test would, for example, deny the
treaty reduction of U.g. withholding tax on U.S. source dividends,
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interest, and royalties to a Danish company receiving such U.S.
source income that is owned by individual residents of a third
country or that pays out most of its gross income as interest on
debt owed to individual residents of a third country. The Treasury
Department’s Technical Explanation of the proposed treaty and
protocol clarifies that payments will be considered to be made
under the interest payment branch of the test with respect to an
original issue discount obligation when interest accrues for Danish
tax deduction purposes.

Under the public company test, a company that is a resident of
Denmark or the United States and that has substantial and regu-
lar trading in its principal class of stock on a recognized stock ex-
change in Denmark or the United States is entitled to the benefits
of the treaty regardless of where its actual owners reside or the
amount or destination of interest payments it makes. The term
“recognized stock exchange”’ includes the NASDAQ System owned
by the National Association of Securities Dealers, Inc. in the
United States; any stock exchange registered with the Securities
and Exchange Commission as a national securities exchange for
the purposes of the Securities Exchange Act of 1934; the Copenha-
gen Stock Exchange; and any other stock exchange agreed upon by
the competent authorities of the two countries.

Treaty benefits will be available under the proposed treaty to an
entity that is a resident of the United States or Denmark, the own-
ership/interest payment and public company tests notwithstand-
ing, if it is determined that the establishment, acquisition, and
maintenance of the entity, and the conduct of its operations did not
have as one of its principal purposes the purpose of obtaining of
such treaty benefits. Accordingly, treaty benefits generally will not
be limited if there was no treaty shopping motive for forming an
entity and if its operation does not have as one of its principal pur-
poses the obtaining of treaty benefits. Thus, the burden of overcom-
ing the treaty shopping rule, as under U.S. tax law generally, is on
the taxpayer claiming benefits.

The proposed treaty contains a rule not found in the U.S. model
or in most recent U.S. income tax treaties that requires consulta-
tion between the competent authorities upon invocation of this
anti-treaty shopping article. However, notes exchanged when the
proposed protocol was signed memorialize the countries’ under-
standing that a failure of their competent authorities to consult
with each other, as required, will not result in a granting of treaty
benefits that would otherwise be denied. In the notes, Denmark ex-
presses its willingness to review the administration of this anti-
treaty shopping article after a reasonable period of time and, if de-
sirable and appropriate, to amend the article to provide that an
agreement of the countries’ competent authorities is a precondition
of denying treaty benefits.

Article 18. Artistes and Athletes

The proposed treaty contains 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 notwithstanding the other provisions
dealing with the taxation of income from personal services (Arti-
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cles 14 and 15) and are intended, in part, to prevent entertainers
and athletes from using the treaty to avoid paying any tax on their
income earned in one of the countries.

Under this article, one country may tax an entertainer who is a
resident of the other country on the income from his personal serv-
ices as an entertainer in the first country during any year in which
the gross receipts derived by him from such activities, including his
reimbursed expenses, exceed $3,000 or its equivalent in Danish
kroner. (The comparable amount in the U.S. model treaty is
$20,000.) Thus, if a Danish entertainer maintained no fixed base in
the United States and performed (as an independent contractor) for
one day of a taxable year in the United States for total compensa-
tion of $2,000, the United States could not tax that income. If, how-
ever, that entertainer’s total compensation were $4,000, the full
$4,000 (less appropriate deductions) would be subject to U.S. tax. As
in the case of the other provisions dealing with personal services
income, this provision does not bar the country of residence or citi-
zenghi? from also taxing that income (subject to a foreign tax
credit.).

In addition, the proposed treaty provides that where income in
respect of personal services performed by an entertainer or athlete
accrues not to the entertainer or athlete, but is diverted to another
person or entity, that income will be taxable by the country in
which the services are performed. (This provision applies notwith-
standing the business profits and personal service articles (Articles
7, 14, and 15)). This provision is intended to prevent highly paid
performers and athletes from avoiding tax in the country in which
they perform by routing the compensation for their services
through a third entity such as a personal holding company or a
trust located in a country that would not tax the income.

Article 19. Pensions, Ete.

Under the proposed treaty, pensions and other similar remunera-
tion beneficially derived by a resident of either country in consider-
ation of past employment are subject to tax only in the recipient’s
country of residence. (This rule does not apply in the case of pen-
sions paid to a resident of one country attributable to services per-
formed for government entities of the other unless the resident of
the first country is also a citizen of the first country (Article 20
(Government Service)).

Social security payments and other public pensions 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, which is not subject to the saving clause, exempts U.S. citi-
zens and residents from U.S. tax on Danish social security pay-
ments. Under this rule, only the United States may tax U.S. social
security payments to U.S. persons residing in Denmark. The rule
thus safeguards the United States’ right under the Social Security
Amendments of 1983 to tax a portion of U.S. social security bene-
fits received by nonresident individuals, while protecting any such
individuals residing in Denmark from double taxation.

The proposed treaty also provides that annuities may be taxed
only in the country of residence of the person who beneficially de-
rives them. Annuities are defined as a stated sum paid periodically
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at stated times during life or during a specified number of years,
under an obligation to make the payments in return for adequate
and full consideration (other than services).

If two conditions are met, contributions to a pension plan recog-
nized for tax purposes in one country, made by or for an individual
resident of the other country who is not a citizen of that second
country, will be treated the same way for tax purposes in the
second country as contributions made to a pension plan recognized
for tax purposes in the second country would be treated in the
second country. The two conditions are that the individual was con-
tributing to the pension plan before he became a resident of the
second country and the competent authority of the second country
agrees that the pension plan corresponds to one it would recognize
for tax purposes. This provision generally requires Denmark to
allow a deduction to a U.S. citizen residing in Denmark for contri-
butions to a pension plan recognized for tax purposes under U.S.
internal law. Absent such a provision, the staff understands that
Danish administrative practice would not allow a deduction for
payments to a foreign pension fund (other than those of certain
countries). The saving clause does not apply to this provision.

The proposed treaty contains special rules for alimony and child
support. Following the U.S. model treaty, the proposed treaty ex-
empts alimony from tax at source. The term “alimony” is not de-
fined in the treaty. However, the omission was not intended to
imply any change in the meaning of the term from the meaning
given it in the U.S. model treaty.

Child support payments made by a resident of one country to a
resident of the other country (who is a child under 18 years of age)
pursuant to a written separation agreement or decree of divorce,
separate maintenance, or compulsory support may be taxed only in
the first country under the proposed treaty. However, when such
payments are made by a citizen or resident of the United States to
a resident of Denmark pursuant to a Danish court decree, the pay-
ments may be taxed by Denmark and the United States must allow
a deduction for the payments. Under U.S. law, child support pay-
ments are not taxable income to the recipient (Code sec. 71(b)) and
the payor may not deduct such payments; under Danish law, on
the other hand, child support payments are taxable income to a
child 15 years old or older and the payor may deduct such pay-
ments provided they are made to a child 18 years old or younger.
This treaty rule is not superseded by the saving clause. The tax-
ation of child support payments made to a child 18 years old or
older is governed by Article 22 (Other Income).

Article 20. Government Service

The proposed treaty contains the standard provision that gener-
ally exempts the wages of employees of one of the countries from
tax by the other country.

Under the proposed treaty, remuneration, other than a pension,
paid by a country or one of its political subdivisions or local au-
thorities 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 not the payor) if the services are rendered in
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that other country and the individual is a resident of that other
country who either (1) is a citizen of that country or (2) did not
become a resident of that country solely for the purpose of render-
ing the services. Thus, for example, Denmark would not tax the
compensation of a U.S. citizen and resident who is in Denmark to
perform services for the U.S. Government and the United States
would not tax the compensation of a Danish citizen and resident
who performs services for the U.S. Government in Denmark.

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) will
generally be taxable only in that country. However, such pensions
will be taxable only in the other country if the individual is both a
resident and a citizen of that other country.

In the situations described above, the U.S. model treaty allows
exclusive taxing jurisdiction to the paying country, but only in the
case of payments to one of its citizens.

If a country or one of its political subdivisions or local authorities
is carrying on a business (as opposed to functions of a governmen-
tal nature), the provisions of Articles 15 (Dependent Personal Serv-
ices), 16 (Directors’ Fees), 18 (Artistes and Athletes), and 19 (Pen-
sions, Etc.) will apply to remuneration and pensions for services
rendered in connection with the business.

This provision is generally excluded from the saving clause.

Article 21. Students and Trainees

The treatment afforded students and trainees under the proposed
treaty, as amended by the proposed protocol, corresponds generally
to the treatment afforded them under the present treaty. Residents
of one country who become students or business apprentices in the
other country will be exempt from tax in the host country on pay-
ments received for their maintenance, education, or training, if
they are engaged in a full-time education or training program and
the payments arise from sources outside the host country. This pro-
vision is excluded from the saving clause. It closely resembles the
corresponding provisions of the OECD model treaty and proposed
1981 U.S. model treaty.

The proposed protocol deletes a provision included in the pro-
posed treaty as originally drafted which would have allowed stu-
dents and business apprentices subject to this article who are
Danish residents immediately before visiting the United States to
elect to be treated as U.S. residents for U.S. tax purposes. A similar
provision included in the 1977 U.S. model treaty has been deleted
in the current proposed U.S. model.

Article 22. Other Income

This article is a catch-all provision intended to cover items of
income not specifically covered in other articles, and to assign the
right to tax income from third countries to either the United
States or Denmark. Thus, it applies to income from third countries
as well as to income from the United States and Denmark. This ar-
ticle is substantially identical to the corresponding article in the
U.S. model treaty.
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As a general rule, items of income not otherwise dealt with in
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 sourced 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 Danish residents would continue to be taxable by
the United States on their third-country income, with a foreign tax
credit provided for income taxes paid to Denmark.

The general rule just stated does not apply if the beneficial
owner of the income (other than income from real property (Article
6)) is a resident of one country and carries on business in the other
country through a permanent establishment or a fixed base, and
the right or property in respect of which the income is paid is effec-
tively connected with the permanent establishment or fixed base.
In such a case, the provisions of Article 7 (Business Profits) or Arti-
cle l14 (Independent Personal Services), as the case may be, will
apply.

In the case of Denmark, gifts will be considered “other income”
under this article, except that the provisions of the gift and estate
tax treaty between the United States and Denmark will apply to
those gifts subject to the Danish duty on gifts.

Article 23. Relief from Double Taxation

One of the two principal purposes for entering into an income
tax treaty is to limit double taxation of income earned by a resi-
dent of one of the countries that may be taxed by the other coun-
try. The United States seeks unilaterally to mitigate double tax-
ation by generally allowing U.S. taxpayers to credit the foreign
income taxes that they pay against U.S. tax imposed on their for-
eign source income. A fundamental premise of the foreign tax
credit is that it may not offset the U.S. tax on U.S. source income.
Therefore, the foreign tax credit provisions contain a limitation
that ensures that the foreign tax credit offsets U.S. tax on foreign
source income only. This limitation is generally 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
income. Separate limitations on the foreign tax credit are provided
for oil extraction income, DISC dividends, FSC dividends, taxable
income of a FSC attributable to foreign trade income, and certain
interest.

A U.S. corporation that owns 10 percent or more of the voting
stock of a foreign corporation may credit foreign taxes paid or
deemed paid by that foreign corporation on earnings that are re-
ceived as dividends (deemed paid credit) (Code sec. 902). These
deemed paid taxes are included in the U.S. shareholder’s total for-
eign taxes paid for the year the dividend is received and go into the
general pool of taxes to be credited.

Unilateral efforts to limit double taxation are imperfect. Because
of differences in rules as to when a person 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.
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Part of the double tax problem is dealt with in other articles that
limit the right of a source country to tax income. This article pro-
vides further relief where both Denmark and the United States
will 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 arti-
cle applies.

The present treaty generally provides for relief from double tax-
ation by each country permitting a credit against its tax for the ap-
propriate amount of taxes paid to the other country on income
from sources within that other country. The credit is provided,
however, only to the extent permitted under certain domestic laws.

The proposed treaty provides separate rules for relief from
double taxation for the United States and Denmark.

United States
Foreign tax credit generally

The proposed treaty, as amended by the proposed protocol, con-
tains a provision under which the United States allows a citizen or
resident a foreign tax credit for the appropriate amount of income
taxes imposed by Denmark. The credit is to be computed in accord-
ance with the provisions of and subject to the limitations of U.S.
law (as those provisions and limitations may change from time to
time without changing the general principles of the credit). This
provision is similar to that found in many U.S. income tax treaties.

The proposed treaty, as amended by the proposed protocol, also
allows the U.S. deemed paid credit to U.S. corporate shareholders
of Danish companies receiving dividends in any taxable year from
those companies if the U.S. company owns 10 percent or more of
the voting stock of the Danish company. The credit is allowed for
the appropriate amount of income taxes imposed by Denmark on
the Danish company with respect to the profits out of which the
dividends are paid.

The double taxation article provides that Danish income taxes
covered by the treaty (Article 2 (Taxes Covered)) are to be consid-
ered income taxes for purposes of the U.S. foreign tax credit. The
appropriate amount allowed as a credit is to be based on the
Danish income taxes paid or accrued. The credit may not exceed
the foreign tax credit limitation provided under U.S. law.

Danish hydrocarbon tax

The proposed protocol extends the proposed treaty’s coverage to
income taxes imposed under the recently enacted Danish Hydrocar-
bon Tax Act. Under the protocol, a foreign tax credit will be al-
lowed for such taxes when paid or accrued by U.S. citizens or resi-
dents, subject to limitations described below. In the absence of the
protocol, Danish income taxes specifically imposed under the
Danish Hydrocarbon Tax Act probably would not be creditable
under U.S. Treasury Department regulations. The treaty credit will
be available retroactively for Danish taxes paid for taxable years
beginning after 1982.

The Danish Hydrocarbon Tax Act was adopted in April 1982. The
Act generally imposes a tax on income in connection with prelimi-
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nary surveys, exploration, and extraction of hydrocarbons in Den-
mark. For these purposes Denmark includes its territorial sea and
the Danish part of the continental shelf. The tax is levied in addi-
tion to the regular Danish income and corporate taxes and is as-
sessed separately. However, a deduction is allowed for income and
corporate taxes paid. The hydrocarbon tax is imposed on a field-by-
field basis and amounts to 70 percent of the aggregate taxable
income of the fields showing profits. Special deduction and allow-
ance rules apply in computing taxable hydrocarbon income. Losses
arising from other activities may not be set off against hydrocarbon
income, but hydrocarbon losses may be deducted from other profits.

While it is no longer U.S. treaty policy generally to provide a
credit for foreign taxes on oil and gas extraction income like the
Danish hydrocarbon tax, the U.S. income tax treaties with Den-
anark’s North Sea competitiors, the United Kingdom and Norway,

o so.

Under the proposed protocol, the amount of U.S. tax credit al-
lowed for Danish income taxes paid or accrued by persons subject
to the hydrocarbon tax or a substantially similar tax is subject to a
special limitation. With respect to income taxes on oil and gas ex-
traction income from oil or gas wells in Denmark, the amount of
U.S. credit allowed a corporation may not exceed the amount of the
income multiplied by the maximum U.S. corporate income tax rate
for the year (currently 46 percent). The amount of U.S. tax credit
allowed an individual with respect to income taxes on such income
may not exceed the amount of the income multiplied by the indi-
vidual's average U.S. tax rate with respect to the individual’s
entire taxable income for the year. This limitation is similar in
effect to that imposed under Code sec. 907 on the amount of the
foreign tax credit allowed for foreign taxes paid on foreign oil and
gas extraction income although, unlike the section 907 limitation,
it operates on a per-country basis. It also resembles the limitations
on the U.S. foreign tax credit for taxes on foreign oil and gas ex-
traction income that are contained in the U.S. income tax treaties
with the United Kingdom and Norway.

The proposed protocol permits a limited carryback and carryover
of Danish taxes on oil and gas extraction income from oil or gas
wells in Denmark that, under the special limitation, cannot be
credited in the year paid or accrued. These taxes may be carried to
those years specified under U.S. law (the two preceding years and
the five succeeding years) and credited in those years subject to the
treaty’s special limitation as applied in those years. An additional
two-percent limitation on the amount of the carryback and carry-
over, included in the U.S. treaties with Norway and the United
Kingdom, is omitted from the proposed protocol, reflecting the 1982
elimination from the corresponding carryback and carryover provi-
sions of Code section 907 of the two-percent limitation (sec. 211(d),
Tax Equity and Fiscal Responsibility Act of 1982).

Source rules

The proposed treaty, as amended by the proposed protocol, pro-
vides special source rules for determining whether certain income
received by U.S. citizens residing in Denmark arises from sources
within or outside the United States. These source rules apply
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under this article for the purpose of allowing relief from double
taxation by the United States. They do not supersede the U.S.
source rules for the purpose of internat U.S. law.

Under the special source rules, income which, in accordance with
the treaty, may be taxed in Denmark (because the recipient is a
resident of Denmark) and either may not be taxed in the United
States or may be taxed in the United States solely because the re-
cipient is a U.S. citizen is deemed to arise from sources outside the
United States. Because the recipient is a Danish resident, Denmark
will have the right to tax the income. The United States will credit
the Danish tax on the income against any U.S. tax imposed by
reason of a recipient’s U.S. citizenship.

In the case of dividends paid by a U.S. corporation and benefi-
cially owned by a U.S. citizen residing in Denmark, the portion of
the dividends which may be taxed by the United States solely by
reason of citizenship is treated as arising outside the United States,
provided the recipient certifies to the competent authority of the
United States that he is resident in Denmark and elects to be sub-
ject to withholding tax on the dividends under Article 10 (Divi-
dends). In such a case, the U.S. withholding agent will withhold a
tax of 15 percent from the dividends as if the recipient were a resi-
dent of Denmark who is not a citizen of the United States. The
amount of tax withheld will be applied against the final U.S. tax
due on the dividends. It will also be credited against the Danish tax
on the dividends. In addition, credit will be allowed against the
U.S. tax for the net Danish tax (after the withholding tax credit).

The special source rules do not apply to a former U.S. citizen
whose loss of citizenship had as one of its principal purposes the
avoidance of tax.

Denmark

U.S. tax paid by a Danish resident in accordance with the treaty
(other than solely by reason of U.S. citizenship) generally may be
credited against Danish tax on the Danish resident’s income. U.S.
tax paid by a U.S. resident company on profits out of which divi-
dends are paid to a Danish company owning at least 25 percent of
the share capital of the U.S. company may be credited, in an appro-
priate amount, against Danish tax on the Danish company’s
income. In either case, the credit is not to exceed the amount of the
Danish tax, as computed before the credit, which is attributable to
the income of the Danish taxpayer that is taxable in the United
States. Thus, Denmark will credit U.S. tax paid by a Danish resi-
dent (other than solely by reason of U.S. citizenship) up to the
amount of the Danish tax that would otherwise be imposed on the
income that attracted the U.S. tax.

The proposed treaty allows Denmark to employ as “exemption
with progression” method in the case of income derived by a
Danish resident that is taxable in the United States alone under
the treaty. Under the exemption with progression method such
income, while exempt from Danish tax, may be taken into the
Danish tax base for purposes of determining Danish tax on non-
exempt income. The Danish tax so computed is reduced by the hy-
pothetical tax attributable to the income taxable only in the
United States. For example, if a Danish resident has $100 of
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income, $50 from Denmark and $50 of U.S. social security benefits,
Denmark will determine its tax on $100 of income, and then for-
give one-half ($50/$100) of that tax.

Article 24. Non-Discrimination

The proposed treaty contains a comprehensive non-discrimina-
tion article relating to all taxes of every kind imposed at the na-
tional, state, or local level. It is similar to the non-discrimination
article in the U.S. model treaty and to provisions that have been
embodied in other recent U.S. income tax treaties. The non-dis-
crimination article of the proposed teaty differs from the U.S.
model in protecting all legal persons deriving their status as such
from the United States, not only U.S. citizens. In this regard, the
non-discrimination article of the proposed treaty more closely re-
sembles that of the OECD model treaty.

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 citizens in the same circumstances. This pro-
vision applies whether or not the nationals in question are resi-
dents of the United States or Denmark. However, for purposes of
U.S. tax, a U.S. citizen who is not a resident of the United States
and a Danish citizen who is not a resident of the United States are
not in the same circumstances.

The proposed treaty adopts the OECD model treaty definition of
“nationals.” Nationals are individuals possessing the citizenship of
the United States or Denmark and all legal persons deriving their
status as such from the laws in force in the United States or Den-
mark. Under the U.S. model treaty, by comparison, only U.S. citi-
zens qualify as U.S. nationals for purposes of obtaining non-dis-
crimination benefits.

Under the proposed treaty, neither country may tax a perma-
nent establishment of an enterprise of the other country less favor-
ably than its taxes its own enterprise carrying on the same activi-
ties. Consistent with the U.S. and OECD model treaties, however, a
country is not obligated to grant residents of the other country any
personal allowances, reliefs, or reductions for tax purposes on ac-
count of civil status or family responsibilities which it grants to its
own resident.

Each country is required (subject to the arm’s-length pricing
rules of Articles 9(1) (Associated Enterprises), 11(4) (Interest), and
12(4) (Royalties)) to allow its residents to deduct interest, royalties,
and other disbursements 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 term “other disbursements” is understood to include a reason-
able allocation of executive and administrative expenses, research
and development expenses, and other expenses incurred for the
benefit of a group of related enterprises. For purposes of capital
taxes, debts that are owed residents of the other country are to be
deductible to the extent that they would be deductible if owed to a
resident of the country of residence of the obligor.

The rule of non-discrimination also applies to enterprises of one
country that are owned in whole or in part by residents of the
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other country. Enterprises resident in one country, the capital of
which is wholly or partly owned or controlled, directly or indirect-
ly, by one or more residents of the other country, will not be sub-
jected in the first country to any taxation or any connected re-
quirement which is other or more burdensome than the taxation
and connected requirements that the first country imposes or may
impose on its similar enterprises.

The non-discrimination article does not override the right of the
United States to tax foreign corporations on their dispositions of
U.S. real property interests since the effect of the provisions impos-
ing such tax is not discriminatory; the election to be treated as a
U.S. corporation under Code sec. 897(i) precludes the possibility of
discrimination.

The saving clause (which allows the country of residence or citi-
zenship to tax notwithstanding certain treaty provisions) does not
apply to the non-discrimination article.

Article 25. Mutual Agreement Procedure

The proposed treaty contains the standard mutual agreement
provision which authorizes the competent authorities of the United
States and Denmark to consult together to attempt to alleviate in-
dividual cases of double taxation not in accordance with the pro-
posed treaty. The saving clause of the proposed treaty does not
apply to this article, so that the application of this article may
result in waiver (otherwise mandated by the proposed treaty) of
taxing jurisdiction by the country of citizenship or residence.

Under 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 present 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 justified and if it is not itself able to arrive at a satisfactory
solution, then that competent authority will endeavor to resolve
the case by mutual agreement with the competent authority of the
other country, with a view to the avoidance of taxation which is
not in accordance with the treaty. This provision requires the
waiver of the statute of limitations of either country so as to
permit the issuance of a refund or credit notwithstanding the stat-
ute of limitations. The provision, however, does not authorize the
imposition of additional taxes after the statute of limitations has
run.

The competent authorities of the countries are to endeavor to re-
solve by mutual agreement any difficulties or doubts arising as to
the interpretation or application of the treaty. They may also con-
sult together for the elimination of double taxation in cases not
provided for in the treaty.

Unlike the U.S. model treaty, the proposed treaty does not enu-
merate particular matters to which the competent authorities
might agree. However, it is intended that, as under the U.S. model,
the competent authorities will be authorized to agree to the alloca-
tion of income, deductions, credits, or allowances, to the determina-
tion of the source of income, and to the common meaning of terms.
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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 Denmark.

Article 26. Exchange of Information

This article forms 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 exchange of information is not restricted by Article 1
(General Scope). Therefore, third-country residents will be covered.
In addition, the exchange of information applies to all national
taxes imposed by either country, whether or not otherwise covered
by the treaty.

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. Under the proposed protocol, ex-
changed information may be disclosed only to persons or authori-
ties (including courts and administrative bodies) involved in assess-
ment, collection, or administration of, the enforcement or prosecu-
tion in respect of, or the determination of appeals in relation to,
the taxes to which the treaty applies. Such persons or authorities
can use the information for such purposes only. Persons involved
in the administration of taxes include legislative bodies involved in
oversight of the administration of taxes, including their agents
such as, for example, the U.S. General Accounting Office, with re-
spect to such information as they consider to be necessary to carry
out their oversight responsibilities.

The proposed treaty contains limitations on the obligations of the
countries to supply information. A country is not required to carry
out administrative measures at variance with the law and adminis-
trative practice of either country, or to supply information which is
not obtainable under the laws or in the normal course of the ad-
ministration of either country, or to supply information which
would disclose any trade, business, industrial, commercial, or pro-
fessional secret or trade process, or information the disclosure of
which would be contrary to public policy.

Upon an appropriate request for information, the requested
country is to obtain the information to which the request relates in
the same manner and to the same extent as if its tax were at issue.
A requested country is to use its subpoena or summons powers or
any other powers that it has under its own laws to collect informa-
tion requested by the other country. It is intended that the request-
ed country may use those powers even if the requesting country
could not under its own laws. Thus, it is not intended that the pro-
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vision be strictly reciprocal. For example, once the Internal Reve-
nue Service has referred a case to the Justice Department for possi-
ble criminal prosecution, the U.S. investigators can no longer use
an administrative summons to obtain information. If, however,
Denmark could still use administrative processes to obtain request-
ed information, it would be expected to do so even though the
United States could not. The United States could not, however, tell
Denmark which of its procedures to use.

Where specifically requested by the competent authority of one
country, the competent authority of the other country is to provide
the information in the form requested. Specifically, the competent
authority of the second country will provide depositions of wit-
nesses and copies of unedited documents (including books, papers,
statements, accounts, and writings) to the extent that they can be
obtained under the laws and practices of the second country in the
enforcement of its own tax laws.

Article 27. Administrative Assistance

This article provides for administrative cooperations between the
two countries in enforcing and collecting income tax claims. It is
carried over from the present treaty with minor modifications. The
article is also similar to a provision included in the exchange of in-
formation 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 in the countries are to under-
take to assist and support each other in collecting the taxes to
which the treaty applies, including interest and other additions to
such taxes. The treaty specifies that each country may accept for
enforcement and may collect revenue claims of the other country
which have been finally determined. The accepting country is to
enforce and collect such revenue claims in accordance with the
laws applicable to the enforcement and collection of its own taxes.
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.

Notes exchanged by the United States and Denmark at the time
the treaty was signed provide that a revenue claim is “finally de-
termined” for these purposes when all rights of administrative
appeal (except, in the case of Denmark, the right to revision by ex-
ceptional procedure) have lapsed or been exhausted, and the apply-
ing country has the right under its internal law to enforce and col-
lect the revenue claim. However, if the revenue claim is before a
judicial tribunal of the applying country at any time, it is finally
determined when all rights of judicial appeal have lapsed or been
exhausted and the judicial decision has become final. This defini-
tion was included in the exchanged notes at the U.S. Treasury De-
partment’s request-in order to resolve practical difficulties which
the Internal Revenue Service has encountered in interpreting
when a revenue claim has been “finally determined” in the present
treaty and in treaties with other countries containing this lan-

age.

The administrative assistence provided for in this article is not to
be accorded with respect to citizens, companies, or other entities of
the country whose assistance is requested except as is necessary to
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insure that the treaty exemptions or rate reductions granted to
}hose persons are not enjoyed by persons not entitled to those bene-
its.

Article 28. 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 to this article, so that,
for example, U.S. diplomats who are considered Danish residents
will not be subject to Danish tax.

Article 29. Entry Into Force

The governments of the countries are to notify each other
through diplomatic channels when the constitutional requirements
for entry into force of the proposed treaty have been satisfied.
Upon receipt of the latter of the notifications, the proposed treaty
will enter into force. Identical rules for entry into force apply to
the proposed protocol.

These entry-into-force rules differ from those of the U.S. model
treaty which requires the countries to exchange instruments of
ratification as soon as possible and provides for entry into force
upon that exchange. The reason for the variation is that Danish
law, unlike the U.S. Constitution, does not require legislative ratifi-
cation of certain international agreements concluded by the gov-
ernment. The Danish Parliament may delegate to the Danish exec-
utive branch the power to conclude binding international agree-
ments and has done so in the case of such agreements to avoid
double taxation.

With respect to taxation of dividends at source, the proposed
treaty and proposed protocol will be effective for dividends paid or
credited on or after the first day of the second month next follow-
ing the date or dates on which the treaty and protocol enter into
force. As originally drafted, the treaty would have been effective
for dividends paid or credited on or after the first day of January
next following the date on which the proposed treaty entered into
force. With respect to the credits against U.S. tax allowed for
Danish taxes under the proposed treaty, as amended by the pro-
posed protocol, the treaty and protocol, after entering into force,
will be effective retroactively for taxable years beginning after
1982. With respect to other income, the proposed treaty and pro-
posed protocol will be effective beginning on or after the first day
of January next following the date or dates on which the treaty
and protocol enter into force.

The existing treaty is to be phased out as the proposed treaty be-
comes effective. When the proposed treaty becomes fully effective,
the existing treaty will terminate. However, where any provision of
the present treaty would have afforded any person greater tax
relief than the proposed treaty, that provision of the present treat;
will continue to have effect for one year after the date on whic!
the provisions of the proposed treaty would otherwise have first



57

had effect. For example, the present treaty provides a two-year ex-
emption from source country taxation for visiting teachers. An in-
.dividual who qualifies under the present treaty for that exemption
and who had claimed it for only one year when the proposed treaty
took effect could continue to claim it for one year after the date on
which the proposed treaty would otherwise apply.

Article 30. Termination

The proposed treaty will continue in force indefinitely, but either
,country may terminate it at any time after five years from its
entry into force by giving at least six months prior notice of termi-
nation through diplomatic channels. A termination will be effective
with respect to income of taxable years beginning (or, in the case of
taxation at source, amounts paid or credited) on or after the first
day of January next following the date of termination specified in
the notice of termination.

Exchange of Notes

At the signing of the proposed treaty, notes were exchanged deal-
ing with four issues. First, the notes provide that all income de-
rived from the operation in international traffic of aircraft by the
New York corporation Scandinavian Airlines System, Inc. (SAS,
Inc.) will be treated as income of the Scandinavian Airlines System
consortium (SAS) for purposes of the exemption from U.S. tax pro-
vided in Article 8 (Shipping and Air Transport). The notes confirm
that SAS established SAS, Inc. in 1946 to avoid the problems inher-
ent in operating in the United States through a consortium, and
that SAS, Inc. acts as SAS’s agent. This note is substantially identi-
cal to a note exchanged by the United States and Norway upon the
signing of their income tax treaty.

Second, the notes state that the treaty may be extended either in
its entirety or with any necessary modifications to any territory or
U.S. possession which imposes taxes substantially similar to those
covered by the treaty. Any such extension will enter into force in
accordance with the countries’ respective constitutional procedures.

Third, the notes memorialize the countries’ understanding that
Articles 7 (Business Profits) and 24 (Non-Discrimination) will not
prevent Denmark from continuing to tax Danish permanent estab-
lishments of U.S. insurance companies pursuant to section 12,
paragraph 3 of Denmark’s Company Tax Law. The staff under-
stands that under that provision of Danish law, Denmark at-
tributes to the Danish permanent establishment of a foreign insur-
er that portion of the company’s profits which its Danish gross pre-
mium income bears to its total gross premium income. The foreign
insurer is given an opportunity to disprove the amount of profit at-
tributed by this method if the result is inaccurate.

Fourth, the notes specify when a revenue claim is considered to
be “finally determined,” as the term is used in Article 27 (Adminis-
trative Assistance). This note is discussed in more detail under Ar-
ticle 27 above.
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Protocol

A proposed protocol modifying the proposed treaty was signed on |
August 23, 1983. At the signing of the protocol, notes were ex-
changed clarifying the implementation of certain provisions of the
proposed treaty.

Explanation

The proposed protocol makes a number of significant changes in
provisions of the proposed treaty. The protocol specifies that the
Danish imputation tax credit allowed to certain U.S. investors in "
Danish resident corporations under Article 10 (Dividends) of the
proposed treaty will be equal to 15 percent of the gross dividend
paid to U.S. portfolio investors and five percent of the gross divi-
dend paid to U.S. direct investors. In Article 10 as originally draft-
ed, the credit available to U.S. investors was expressed instead as a
proportion of the credit available to Danish resident individuals
under Danish internal law. Under the treaty as originally drafted,"
then, the imputation credit available to U.S. shareholders would
have varied with changes in the Danish statutory credit. The proto-
col freezes the credit at the rates that would have applied under
the proposed treaty at the time it was signed. The protocol modifies
the dividend article in other respects as well.

The proposed protocol extends the treaty’s coverage to the re-
cently enacted Danish hydrocarbon tax (and the U.S. excise tax
with respect to private foundations). The double taxation relief pro-
visions of the propsed treaty (Article 22) are amended to provide a
foreign tax credit for the hydrocarbon tax, subject to a special limi-
tation under which the amount of the credit in a taxable year for
such tax is limited to the amount of U.S. tax on Danish oil and gas
extraction income. The protocol also makes other changes in the
double taxation relief provisions.

The proposed protocol replaces Article 17 of the proposed treaty
(Investment or Holding Companies) with a more far-reaching anti--
abuse article denying treaty benefits to residents of third countries
who establish a corporation or other entity in either Denmark or
the United States for the principal purpose of obtaining treaty ben-
efits. The protocol’s anti-abuse article is less strict, however, than
the corresponding provision of the 1981 U.S. model treaty. A revi-
sion of the definition of real property in the capital gains provision
(Article 13) allows the United States to tax any transaction of a:
Danish resident taxable under the Foreign Investment in Real
Property Tax Act of 1980. The protocol modifies the exchange of in-
formation provision (Article 26) to make clear that persons in-
volved in the administration of taxes, such as the U.S. General Ac-
counting Office, will have access to exchanged information.

The permanent establishment definition (Article 5) is modified to
provide that an installation, drilling rig, or ship used for the explo-
ration or exploitation of natural resources is not a permanent es-
tablishment if it lasts 12 months or less. The protocofealso provides
that the deemed alienation of such property will be taxable only in
the residence country (Article 13 of the proposed treaty). These
modifications will benefit U.S. drillers operating in the Danish
sector of the North Sea.
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As originally drafted, the proposed treaty provided an election to
be treated as a U.S. resident for tax purposes to Danish students
, and business apprentices visiting the United States who qualified
under the treaty for exemption from U.S. tax on foreign source
income (Article 21). The proposed protocol eliminates this election.
The protocol provides that the proposed treaty will be effective
with respect to taxation of dividends at source for dividends paid or
credited on or after the first day of the second month next follow-
ing the date on which the treaty enters into force (Article 29 of the
ypropesed treaty). The protocol makes additional modifications in
Articles 1 (Personal Scope), 11 (Interest), and 12 (Royalties). These
modifications, and those just summarized, are discussed further in
the applicable article discussions above.

Exchange of notes under the protocol

In the notes Denmark expresses its willingness to review the ad-
ministration of the limitation of benefits provision of the proposed
treaty (Article 17) after a reasonable period of time and, if desira-
ble and appropriate, to amend that provision to provide that an
agreement of the countries’ competent authorities is a precondition
of denying treaty benefits. The notes memorialize the countries’
understanding that a failure of their competent authorities to con-
sult with each other, as otherwise required under the limitation of
benefits provision, will not result in a granting of treaty benefits
that would otherwise be denied.

In connection with the change in the definition of real property
made by the protocol (Article 13 of the proposed treaty), the notes
confirm the definition of a U.S. real property holding corporation
contained in the Code. The notes also state that, under the treaty
provision granting relief from double taxation (Article 23), Den-
mark will allow a Danish company a tax credit for U.S. taxes paid
by a U.S. corporation that pays the Danish company a dividend
only when the dividend has been included in the Danish company’s
taxable income.
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