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(1)

TAX CONVENTION WITH THE UNITED KING-
DOM (T. DOC. 107–19) AND PROTOCOLS
AMENDING TAX CONVENTIONS WITH AUS-
TRALIA (T. DOC. 107–20) AND MEXICO (T.
DOC. 108–3)

WEDNESDAY, MARCH 5, 2003

U.S. SENATE,
COMMITTEE ON FOREIGN RELATIONS,

Washington, DC.
The committee met, pursuant to notice, at 3 p.m. in room SD–

419, Dirksen Senate Office Building, Hon. Chuck Hagel presiding.
Present: Senators Hagel and Bill Nelson.
Senator HAGEL. Good afternoon. The committee meets today to

consider a bilateral tax treaty between the United States and the
United Kingdom as well as tax protocols with Mexico and Aus-
tralia. The United States has established a network of tax treaties
to bring order to our business and investment relationships with
other nations. Agreements such as the three before us are an im-
portant tool for U.S. companies doing business abroad and for the
U.S. Treasury. These treaties help protect U.S. taxpayers from dou-
ble taxation and establish a framework to prevent individuals and
companies from evading their tax obligations.

Tax treaties create a vital incentive for encouraging foreign trade
and investment. We live in a world where countries and cultures
are interconnected as never before. As we build on those relation-
ships and expand trade, it is vital that our international tax policy
change in order to reflect U.S. economic policies.

I am pleased to have before the committee three agreements that
do just that. The U.S.-U.K. tax treaty replaces the existing agree-
ment from 1975. While not setting a global precedent, it represents
the first time that a U.S. treaty has contained a zero rate of with-
holding tax on dividends. The U.K. treaty contains an anti-treaty-
shopping provision which will help ensure payment of taxes by
multilateral corporations. It will create incentives for other nations
to come to the negotiating table to work out similar agreements.

Under the treaty, citizens of the United States and United King-
dom will also benefit from each country recognizing the other’s pen-
sion plans. The Mexico and Australia protocols amend the treaties
which the United States signed in 1992 and 1982 respectively.
Each protocol incorporates this new zero withholding provision into
the underlying treaties, among other things. There are many other
facets to the treaty and protocols before us. I look forward to hear-
ing our witnesses discuss the agreements in more detail.
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We will hear first from Barbara Angus, international tax counsel
for the Department of Treasury’s Office of Tax Policy. Ms. Angus
is responsible for negotiating tax treaties and serves as principal
legal advisor on all aspects of international tax policy matters. We
are very pleased to have Ms. Angus with us this afternoon.

David Noren is legislative counsel specializing in international
tax issues of the Joint Committee on Taxation, and David, we are
glad you are with us as well, and an old friend of this committee,
and one who has presented testimony and whose advice we have
looked to many times over on many occasions, William Reinsch,
president of the National Foreign Trade Counsel—finally he has
got a real job, an honest job—will testify on the treaties from a
business perspective on the second panel today, so to all of our wit-
nesses, thank you. We are grateful that you would give us some
time today, so with that, Ms. Angus, please begin.

[The opening statement of Senator Hagel follows:]

OPENING STATEMENT OF SENATOR CHUCK HAGEL

Good afternoon. The committee meets today to consider a bilateral tax treaty be-
tween the United States and United Kingdom, as well as tax protocols with Mexico
and Australia.

The United States has established a network of tax treaties to bring order to our
business and investment relationships with other nations. Agreements such as the
three before us are an important tool for U.S. companies doing business abroad and
for the U.S. Treasury. These treaties help protect U.S. taxpayers from double tax-
ation and establish a framework to prevent individuals and companies from evading
their tax obligations. Tax treaties create a vital incentive for encouraging foreign
trade and investment.

We live in a world where countries and cultures are interconnected as never be-
fore. As we build on those relationships and expand trade, it is vital that our inter-
national tax policy change in order to reflect U.S. economic policies.

I am pleased to have before the committee three agreements that do just that.
The U.S.-U.K. tax treaty replaces the existing agreement from 1975. While not set-
ting a global precedent, it represents the first time that a U.S. treaty has contained
a ‘‘zero rate’’ of withholding tax on dividends.

The U.K. treaty contains an anti-treaty-shopping provision which will help ensure
payment of taxes by multilateral corporations. It will create incentives for other na-
tions to come to the negotiating table to work out similar agreements. Under the
treaty, citizens of the U.S. and U.K. will also benefit from each country recognizing
the other’s pension plans.

The Mexico and Australia Protocols amend the treaties which the U.S. signed in
1992 and 1982, respectively. Each protocol incorporates this new zero withholding
provision into the underlying treaties, among other things.

There are many other facets to the treaty and protocols before us. I look forward
to hearing our witnesses discuss the agreements in more detail.

Senator HAGEL. At this time I would ask that a statement sub-
mitted by Senator Lugar be included in the record.

[The prepared statement of Senator Lugar follows:]

PREPARED STATEMENT OF SENATOR RICHARD G. LUGAR

I am delighted that we are holding this hearing this afternoon. I thank the wit-
nesses who have come before us today and Senator Hagel for chairing the hearing
in his role as Chairman of the International Economic Policy, Export and Trade Pro-
motion Subcommittee.

At a time when the committee is considering a number of monumental foreign
policy challenges, the more ordinary business of diplomacy goes on. Tax treaties
may not seem exciting to some observers, but at a time when our country faces seri-
ous national security questions, we cannot neglect the important business of pro-
moting trade and closer economic cooperation worldwide.

Earlier this year I wrote about five campaigns that the United States must under-
take if it hopes to win the war on terrorism. We must strengthen U.S. diplomatic
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capabilities; expand and globalize the Nunn-Lugar program; build alliances; reinvig-
orate our commitment to democracy, the environment, energy and development; and
promote free trade. Trade is one of the essential components of winning the war
against terrorism because it strengthens the economic ties that bind nations to-
gether and enhances the standard of living for people around the world.

This goal will be accomplished through bold initiatives, like the comprehensive
round of negotiations taking place at the World Trade Organization. But it also will
be accomplished through painstaking negotiations to lower barriers to trade and in-
vestment one country at a time.

The tax treaties that we have before us today will bolster the economic relation-
ships between the United States and three countries that are already good friends
and critical trade and investment partners. In 2001, cross border investment be-
tween the United States and the United Kingdom stood at nearly half a trillion dol-
lars. Investment between the United States and Mexico and the United States and
Australia each stood at just under 60 billion dollars. By integrating and simplifying
our systems of taxation, we will create an even better environment for trade and
investment.

These treaties represent our most ambitious attempt yet to integrate our systems.
Eliminating withholding taxes on the payment of dividends by an 80 percent owned
corporation to its foreign parent corporation should greatly facilitate the flow of cap-
ital to its most beneficial uses. More than 2,500 U.S. companies have subsidiaries
in the United Kingdom, Mexico, or Australia that could benefit from this change.

The reciprocal recognition of pension contributions provided for in the UK treaty
is particularly important in an increasingly globalized world. This provision will
allow employees to continue making tax-free contributions to retirement plans while
they are working overseas, which removes a significant barrier to the cross-border
provision of services. The services sector is extremely important to the U.S. econ-
omy, and it is one of the few sectors in which we hold a trade surplus with the rest
of the world. There are 300,000 Americans crossing the Atlantic every year to work
in the United Kingdom, and this provision, I believe, will encourage even more.

In conclusion, reporting out these tax treaties would fulfill an important role of
the committee and would be an important step in promoting free trade. The last
time the committee reported out any tax treaties was in 1999, over three years ago.
The fact that we are facing serious national security challenges makes it all the
more important that we devote energy to expanding trade and investment. I am
pleased that the committee is moving forward on these treaties, which should build
even stronger ties with countries that are among our closest friends and trading
partners.

Senator HAGEL. We will hear first from Barbara Angus, Inter-
national Tax Counsel for the Department of the Treasury’s Office
of Tax Policy. Ms. Angus is responsible for negotiating tax treaties
and serves as a principal legal advisor on all aspects of inter-
national tax policy matters. David Noren is Legislative Counsel
specializing in international tax issues for the Joint Committee on
Taxation. William Reinsch, President of the National Foreign
Trade Council will testify on the treaties from a business perspec-
tive on the second panel today.

STATEMENT OF BARBARA M. ANGUS, INTERNATIONAL TAX
COUNSEL, U.S. DEPARTMENT OF THE TREASURY, WASH-
INGTON, DC

Ms. ANGUS. Thank you, Mr. Chairman. I appreciate the oppor-
tunity to appear today at this hearing to recommend on behalf of
the administration favorable action on the income tax agreements
with the U.K., Australia, and Mexico.

We are committed to eliminating unnecessary barriers to cross-
border trade and investment. The primary means for eliminating
tax barriers to trade and investment are bilateral tax treaties. Tax
treaties provide benefits to both taxpayers and governments by set-
ting clear rules that will govern tax matters related to trade and
investment between the two countries.
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A tax treaty is intended to mesh the tax systems of the two coun-
tries in such a way that there is little potential for dispute regard-
ing the amount of the tax that should be paid to each country. The
goal is to ensure that taxpayers do not end up caught in the middle
between two governments, each of which would like to tax the
same dollar of income. We believe these three agreements, which
update important treaty relationships with the U.K., Australia, and
Mexico, would provide significant benefits to the United States and
to our treaty partners as well as our respective business commu-
nities.

Our treaty relationships with these three countries employ a
range of mechanisms to accomplish the objective of reducing the in-
stances where taxes stand as a barrier to cross-border investment.
These agreements provide certainty to taxpayers with respect to
the threshold question of when the taxpayer’s cross-border activi-
ties will subject it to taxation in the other country. They protect
taxpayers from potential double taxation through the allocation of
taxing rights between the countries. They reduce excessive taxation
by reducing withholding taxes that are imposed on gross income
rather than net income.

Finally, these agreements include comprehensive provisions ad-
dressing treaty shopping concerns. Preventing exploitation of our
treaties by residents of third countries is critical to ensuring that
the third country will sit down at the table with us to negotiate
benefits and reductions in tax on a reciprocal basis, so that we can
secure for U.S. persons the benefits of reductions in the third coun-
try’s tax for investments there.

Before briefly describing the key provisions of these agreements
with the U.K., Australia, and Mexico, I would like to discuss a de-
velopment common to all three agreements. U.S. tax policy for
many years has been to eliminate withholding taxes on interest
and royalties, providing for exclusive residence country taxation of
this income. By contrast, the U.S. regularly reduces by treaty the
withholding taxes on dividends, but has never agreed in a treaty
to eliminate withholding taxes on intercompany dividends. These
three agreements each include provisions eliminating withholding
taxes and providing for exclusive residence country tax on inter-
company dividends if certain conditions are satisfied. The Treasury
believes that this is an appropriate development in light of our
overall treaty policy of reducing tax barriers to cross-border invest-
ment, and in the context of these three treaty relationships.

Reductions in foreign withholding taxes borne by U.S. taxpayers
result in a direct benefit to the U.S. fisc to the extent that the U.S.
taxpayer otherwise would have been able to use the foreign tax
credit associated with such foreign taxes to offset its U.S. tax. Re-
ductions in foreign withholding taxes results in a direct benefit to
the U.S. taxpayer to the extent that the taxpayer could not have
used the foreign tax credits to reduce its U.S. tax because of appli-
cable limits. In those cases, a reduction in foreign withholding
taxes represents a dollar-for-dollar reduction in its overall tax bur-
den. The reduction in foreign withholding taxes thus represents a
reduction in costs for U.S. taxpayers, increasing their competitive-
ness in connection with international business opportunities.
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On the other hand, the imposition of U.S. withholding taxes on
foreign taxpayers with investments in the U.S. represents a cost
that reduces the return on those U.S. investments. Eliminating the
U.S. withholding tax by treaty results in a short-term reduction in
U.S. tax revenues which is offset by the increase in tax revenues
associated with the reduction in foreign withholding taxes imposed
on U.S. taxpayers. However, eliminating these U.S. withholding
taxes on foreigners encourages inbound investment. Increased in-
vestment in the United States means more jobs, greater produc-
tivity, and higher wage rates.

Eliminating withholding taxes on dividends by treaty can serve
to eliminate one of the remaining significant barriers to cross-bor-
der investment. We believe it is in the interests of the United
States to consider this step in appropriate cases. We do not intend
this as a blanket change in policy, because it may not be appro-
priate to agree to such reductions in every treaty with every coun-
try. We should be flexible, and approach each case individually.

Some key parameters apply across the board. We do not believe
it is appropriate to eliminate source country tax on intercompany
dividends by treaty unless the treaty contains anti-treaty-shopping
rules that meet the highest standards and unless the information
exchange provisions of the treaty are sufficient to allow us to con-
firm that the requirements for entitlement to this benefit are satis-
fied.

In addition to these conditions, we must be satisfied with the
overall balance of the treaty. The optimal treatment of withholding
taxes on intercompany dividends should be considered in the con-
text of each treaty relationship. Let me touch briefly on the high-
lights of each of these three agreements.

The proposed treaty with the U.K. replaces the existing treaty,
and generally follows the pattern of other recent U.S. treaties. A
significant impetus for renegotiation of the U.K. tax treaty was the
impact on the treaty of changes made by the U.K. to its domestic
laws regarding dividends. The current treaty contains unusual
rules intended to extend to U.S. shareholders the benefit of the
U.K.’s treatment of dividends while dividing the cost of that benefit
between the two governments. Changes in the U.K.’s domestic sys-
tem for taxing dividends mean that the provisions no longer work
as intended. The proposed treaty thus eliminates the provision of
the existing treaty that obligates the U.S. to provide a foreign tax
credit for phantom dividend withholding taxes.

The start of negotiations also provided an opportunity to bring
the treaty into greater conformity with U.S. tax treaty policy. The
current treaty does not include an effective anti-treaty-shopping
provision, and it grants a waiver of the U.S. insurance excise tax
without the anti-abuse protection that has become the standard in
other U.S. treaties. The proposed treaty has been improved through
the inclusion of a comprehensive limitation on benefits provision,
and the addition of an anti-abuse rule that will prevent companies
in third countries that do not benefit from a waiver of the U.S. in-
surance excise tax from using the U.K. as a conduit to avoid that
U.S. tax. There were barriers to the operation of the information
exchange provisions of the current treaty, and these problems have
been resolved.
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The maximum withholding tax rates on investment income in
the proposed treaty are the same or lower than those in the exist-
ing treaty. Although the treaty continues the rule under which the
country of source may tax direct investment dividends and portfolio
dividends at maximum rates of 5 and 15 percent respectively, the
proposed treaty provides for the elimination of withholding taxes
on dividends from certain 80-percent-owned corporate subsidiaries,
and on dividends derived by pension plans. The proposed treaty,
like the existing treaty, provides for the elimination of source coun-
try tax on interest and royalties.

The proposed treaty also contains rules to coordinate the two
countries’ regimes for the tax treatment of pensions and pension
contributions. These rules are more comprehensive than those in
recent U.S. treaties and in the existing U.S.-U.K. treaty.

The proposed protocol to the treaty with Australia was nego-
tiated to bring that treaty, concluded in 1982, up to date and into
closer conformity with the current U.S. tax treaty practice. The
most important aspects of the proposed protocol with Australia deal
with the taxation of cross-border dividend royalty, and interest
payments. The current treaty provides for levels of source country
tax that are substantially higher than the preferred U.S. position.
We were able to negotiate substantial reductions with respect to all
three categories.

The proposed protocol reduces the maximum rate of tax on divi-
dends in certain cases from the 15 percent of the current treaty to
10 percent. The proposed protocol also provides for the elimination
of withholding taxes on certain intercompany dividends. Australia
imposes a withholding tax on dividends paid out of earnings that
have not been subject to full corporate tax, so this elimination of
the withholding tax will apply to certain dividends from Australian
companies.

The proposed protocol provides for the elimination of withholding
taxes on interest payments in two key cases; interest derived by a
financial institution and interest paid to government entities. The
proposed protocol also reduces the maximum level of withholding
tax on royalty payments from 10 percent, as in the current treaty,
down to 5 percent. The changes in the treatment of royalties rep-
resent a major concession by Australia, which has never agreed in
a treaty to lower its withholding tax on royalties below 10 percent.

The proposed treaty brings the existing treaty’s treatment of in-
come from the operation of ships, aircraft, and containers in inter-
national traffic closer to that of the U.S. model. The proposed pro-
tocol also contains an updated version of the comprehensive limita-
tion on benefits article designed to deny treaty shoppers the bene-
fits of the treaty.

And finally, let me touch briefly on Mexico. The proposed pro-
tocol to the income tax treaty with Mexico also was negotiated to
bring the existing treaty into closer conformity with current U.S.
policy. The major feature of the proposed protocol with Mexico is
the treatment of intercompany dividends. As in the two prior
agreements, the proposed protocol eliminates source country with-
holding taxes on dividends from certain 80-percent-owned subsidi-
aries. Dividends paid to qualified pension funds also will be exempt
from withholding tax at source. While Mexico does not currently
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impose a withholding tax on dividends, it has enacted such a tax
and then repealed it since the existing treaty was negotiated in the
early 1990s. As a result, locking in this elimination of withholding
taxes on intercompany dividends will provide greater certainty to
U.S. taxpayers regarding the long-term tax environment for their
investments in Mexico.

We urge the committee to take prompt and favorable action on
these three agreements. These agreements are evidence of how
even good treaty relationships can be made better. These agree-
ments will strengthen and expand our economic relations with
countries that have been significant economic and political partners
for many years, and will help to further reduce barriers to cross-
border trade and investment.

Let me conclude by expressing our appreciation for the hard
work of the staffs of this committee and of the Joint Committee on
Taxation during the tax treaty process. Thank you.

[The prepared statement of Ms. Angus follows:]

PREPARED STATEMENT OF BARBARA ANGUS, INTERNATIONAL TAX COUNSEL, UNITED
STATES DEPARTMENT OF THE TREASURY

Mr. Chairman and distinguished Members of the Committee, I appreciate the op-
portunity to appear today at this hearing to recommend, on behalf of the Adminis-
tration, favorable action on three income tax agreements that are pending before
this Committee. We appreciate the Committee’s interest in these agreements as
demonstrated by the scheduling of this hearing.

This Administration is dedicated to eliminating unnecessary barriers to cross-bor-
der trade and investment. The primary means for eliminating tax barriers to trade
and investment are bilateral tax treaties. Tax treaties eliminate barriers by pro-
viding greater certainty to taxpayers regarding their potential liability to tax in the
foreign jurisdiction; allocating taxing rights between the two jurisdictions so that
the taxpayer is not subject to double taxation; by reducing the risk of excessive tax-
ation that may arise because of high gross-basis withholding taxes; and by ensuring
that taxpayers will not be subject to discriminatory taxation in the foreign jurisdic-
tion. The international network of over 2000 bilateral tax treaties has established
a stable framework that allows international trade and investment to flourish. The
success of this framework is evidenced by the fact that the millions of cross-border
transactions that take place around the world each year give rise to relatively few
disputes regarding the allocation of tax revenues between governments.

The Administration believes that these three agreements, which update important
treaty relationships with the United Kingdom, Australia and Mexico, would provide
significant benefits to the United States and to our treaty partners, as well as our
respective business communities. We request the Committee and the Senate to take
prompt and favorable action on all three agreements.

PURPOSES AND BENEFITS OF TAX TREATIES

Tax treaties provide benefits to both taxpayers and governments by setting out
clear ground rules that will govern tax matters relating to trade and investment be-
tween the two countries. A tax treaty is intended to mesh the tax systems of the
two countries in such a way that there is little potential for dispute regarding the
amount of tax that should be paid to each country. The goal is to ensure that tax-
payers do not end up caught in the middle between two governments, each of which
would like to tax the same income. Once a treaty relationship is in place and work-
ing as it should, governments need expend little additional resources negotiating to
resolve individual cases because the general principles for taxation of cross-border
transactions and activities will have been agreed in the treaty.

One of the primary functions of tax treaties is to provide certainty to taxpayers
with respect to the ‘‘threshold’’ question—that is, whether the taxpayer’s cross-bor-
der activities will subject it to taxation by two or more countries. Treaties answer
this question by establishing the minimum level of economic activity that a resident
of one country must engage in within the other country before the latter country
may tax any resulting business profits. In general terms, tax treaties provide that
if the branch operations have sufficient substance and continuity, the country where
the activities occur will have primary (but not exclusive) jurisdiction to tax. In other
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cases, when the operations are relatively minor, the home country retains the sole
jurisdiction to tax its residents. In the absence of a tax treaty, a U.S. company oper-
ating a branch or division or providing services in another country might be subject
to income tax in both the United States and the other country on the income gen-
erated by such operations. Although the United States generally provides a credit
against U.S. tax liability for foreign taxes paid, there remains potential for resulting
double taxation that could make an otherwise attractive investment opportunity un-
profitable, depriving both countries of the benefits of increased cross-border invest-
ment.

Tax treaties protect taxpayers from potential double taxation through the alloca-
tion of taxing rights between the two countries. This allocation takes several forms.
First, the treaty has a mechanism for determining the residence of a taxpayer that
otherwise would be a resident of both countries. Second, with respect to each cat-
egory of income, the treaty assigns the ‘‘primary’’ right to tax to one country, usually
(but not always) the country in which the income arises (the ‘‘source’’ country), and
the ‘‘residual’’ right to tax to the other country, usually (but not always) the country
of residence of the taxpayer. Third, the treaty provides rules for determining which
country will be treated as the source country for each category of income. Finally,
the treaty establishes both limitations on the amount of tax that the source country
can impose on each category of income and the obligation of the residence country
to eliminate double taxation that otherwise would arise from the exercise of concur-
rent taxing jurisdiction by the two countries.

As a complement to these substantive rules regarding allocation of taxing rights,
treaties provide a mechanism for dealing with disputes or questions of application
that arise after the treaty enters into force. In such cases, designated tax authorities
of the two governments—known as the Acompetent authorities@ in tax treaty par-
lance—are to consult and reach an agreement under which the taxpayer’s income
is allocated between the two taxing jurisdictions on a consistent basis, thereby pre-
venting the double taxation that might otherwise result. The U.S. competent author-
ity under our tax treaties is the Secretary of the Treasury. That function has been
delegated to the Director, International (LMSB) of the Internal Revenue Service.

In addition to reducing potential double taxation, treaties also reduce ‘‘excessive’’
taxation by reducing withholding taxes that are imposed at source. Under U.S. do-
mestic law, payments to non-U.S. persons of dividends and royalties as well as cer-
tain payments of interest are subject to withholding tax equal to 30 percent of the
gross amount paid. Most of our trading partners impose similar levels of with-
holding tax on these types of income. This tax is imposed on a gross, rather than
net, amount. Because the withholding tax does not take into account expenses in-
curred in generating the income, the taxpayer frequently will be subject to an effec-
tive rate of tax that is significantly higher than the tax rate that would be applica-
ble to net income in either the source or residence country. The taxpayer may be
viewed, therefore, as having suffered ‘‘excessive’’ taxation.

Tax treaties alleviate this burden by providing maximum levels of withholding tax
that the treaty partners may impose on these types of income. In general, U.S. tax
treaty policy is to reduce the rate of withholding tax on interest and royalties to
zero, so that such payments are taxed exclusively in the country of residence and
not in the country of source. In contrast, U.S. tax treaties have allowed some source-
country taxation of dividends, with many U.S. treaties providing for a maximum
source-country withholding tax of 5 percent on dividends paid to direct corporate in-
vestors and a maximum source-country withholding tax of 15 percent on dividends
paid to all other shareholders. Over the years, U.S. treaty negotiators have consid-
ered proposals to treat intercompany dividends in the same manner as interest and
royalties and therefore to provide for exclusive residence-country taxation of inter-
company dividends in some cases. The three treaties before the Committee are the
first U.S. tax treaties to do so.

Our tax treaties also include provisions intended to ensure that cross-border in-
vestors do not suffer discrimination in the application of the tax laws of the other
country. While this is similar to a basic investor protection provided in several types
of agreements, the non-discrimination provisions of tax treaties are more effective
because they are specifically tailored to tax concerns. They provide guidance about
what ‘‘national treatment’’ means in the tax context by specifically prohibiting types
of discriminatory measures that once were common in some tax systems. At the
same time, they clarify the manner in which discrimination is to be tested in the
tax context. Particular rules are needed here, for example, to reflect the fact that
foreign persons that are subject to tax in the host country only on certain income
may not be in the same position as domestic taxpayers that may be subject to tax
in such country on all their income.
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Treaties also include provisions dealing with more specialized situations. Some of
these provisions are becoming increasingly important as the number of individuals
engaged in cross-border activities increases. For example, provisions coordinating
the pension rules of the tax systems of the two countries are needed to ensure that
individuals who are expecting in their retirement to be subject to a certain manner
and level of taxation do not find their pensions eaten into by unexpected taxation
by another country. Other quite specific rules address the treatment of employee
stock options, Social Security benefits, and alimony and child support in the cross-
border context. While these subjects may not involve a lot of revenue from the per-
spective of the two governments, rules providing clear and appropriate treatment
can be very important to each of the individual taxpayers who are affected.

Other treaty provisions deal with the administration of the treaty and, to a cer-
tain extent, the domestic tax law of the two countries. One of the most important
of these is the provision addressing the exchange of information between the tax au-
thorities. Under tax treaties, the competent authority of one country may provide
to the other competent authority such information as may be necessary for the prop-
er administration of that country’s tax laws, subject to strict protections on the con-
fidentiality of taxpayer information. Because access to information from other coun-
tries is critically important to the full and fair enforcement of the U.S. tax laws,
information exchange is a priority for the United States in its tax treaty program.
If a country has bank secrecy rules that would prevent or seriously inhibit the ap-
propriate exchange of information under a tax treaty, we will not conclude a treaty
with that country. In fact, information exchange is a matter we raise with the other
country before commencement of formal negotiations because it is one of a very few
matters that we consider non-negotiable.

TREATY PROGRAM AND NEGOTIATION PRIORITIES

The United States has a network of 56 bilateral income tax treaties, the oldest
of which currently in force now dates from 1950. This network includes all 29 of
our fellow members of the OECD and covers the vast majority of foreign trade and
investment of U.S. companies.

The Treasury Department is working to renegotiate our older tax treaties to en-
sure that they reflect current U.S. tax treaty policy. The treaties before you are evi-
dence of how even good treaty relationships can be made better. At the same time,
we are actively working to establish new treaty relationships that will fill gaps in
our treaty network.

In establishing priorities, our primary objective is the conclusion of treaties or
protocols that will provide the greatest benefits to the United States and to U.S.
taxpayers. We communicate regularly with the U.S. business community, seeking
input regarding the areas in which treaty network expansion and improvement ef-
forts should be focused and information regarding practical problems they face with
respect to the application of particular treaties and the application of the tax re-
gimes of particular countries.

The U.S. commitment to including comprehensive provisions designed to prevent
‘‘treaty-shopping’’ in all of our tax treaties is one of the keys to improving our over-
all treaty network. Our tax treaties are intended to provide benefits to residents of
the United States and residents of the particular treaty partner on a reciprocal
basis. The reductions in source-country taxes agreed to in a particular treaty mean
that U.S. persons pay less tax to that country on income from their investments
there and residents of that country pay less U.S. tax on income from their invest-
ments in the United States. Those reductions and benefits are not intended to flow
to residents of a third country. If third-country residents can exploit one of our trea-
ties to secure reductions in U.S. tax, the benefits would flow only in one direction.
Such use of treaties is not consistent with the balance of the deal negotiated. More-
over, preventing this exploitation of our treaties is critical to ensuring that the third
country will sit down at the table with us to negotiate benefits and reductions in
tax on a reciprocal basis, so that we can secure for U.S. persons the benefits of re-
ductions in source-country tax on their investments in that country.

Treaty-shopping can take a number of forms, but it generally involves a resident
of a third country that either has no treaty with the United States or has a treaty
that offers relatively less benefit. The third-country resident establishes an entity
in a treaty partner that has a relatively more favorable treaty with the United
States in order to hold title to the resident’s investments in the United States,
which could range from portfolio stock investments to substantial operating subsidi-
aries. By interposing the new entity so that the U.S. investment appears to be made
through the treaty partner, the third-country resident is able to withdraw the re-
turns from the U.S. investment subject to the favorable rates of tax provided in the
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tax treaty, rather than the higher rates that would be imposed on such returns if
the person had held the U.S. investments directly.

If treaty-shopping is allowed to occur, then there is less incentive for the third
country with which the United States has no treaty (or has a treaty that does not
reflect our preferred positions on reductions in source-country withholding taxes) to
negotiate a tax treaty with the United States. The third country could maintain in-
appropriate barriers to investment and trade from the United States and yet its
companies could obtain the benefits of lower U.S. tax by organizing their investment
and trade in the United States so that they flow through a country with a favorable
tax treaty with the United States.

For these reasons, all recent U.S. tax treaties contain comprehensive ‘‘limitation
on benefits’’ provisions that limit the benefits of the treaty to bonafide residents of
the treaty partner. These provisions are not uniform, as each country has particular
characteristics that affect both its attractiveness as a country through which to trea-
ty shop and the mechanisms through which treaty shopping may be attempted. Con-
sequently, the specific limitation on benefits provision in each treaty must to some
extent be tailored to fit the facts and circumstances of the treaty partner’s internal
laws and practices. Moreover, the provisions need to strike a balance that prevents
the inappropriate exploitation of treaty benefits while ensuring that the treaty bene-
fits floss smoothly to the legitimate and desirable economic activity for which the
benefits were intended.

Despite the protections of the limitation on benefits provisions, there may be
countries with which we choose not to have a tax treaty because of the possibility
of abuse. With other countries there may not be the type of cross-border tax issues
that are best resolved by treaty. For example, we generally do not conclude tax trea-
ties with jurisdictions that do not impose significant income taxes, because there is
little possibility of double taxation of income in such a case. In such cases, an agree-
ment focused on the exchange of tax information can be very valuable in furthering
the goal of reducing U.S. tax evasion.

The situation is more complex when a country adopts a special preferential re-
gime for certain parts of the economy that is different from the rules generally ap-
plicable to the country’s residents. In those cases, the residents benefiting from the
preferential regime do not face potential double taxation and so should not be enti-
tled to reductions in U.S. withholding taxes, while a treaty relationship might be
useful and appropriate in order to avoid double taxation in the case of the residents
who do not receive the benefit of the preferential regime. Accordingly, in some cases
we have treaty relationships that carve out certain residents and activities from the
benefits of the treaty. In other cases, we have determined that economic relations
with the relevant country were such that the potential gains from a treaty were not
sufficient to outweigh the risk of abuse, and have therefore decided against entering
into a tax treaty relationship (or have terminated an existing relationship).

Prospective treaty partners must indicate that they understand their obligations
under the treaty, including those with respect to information exchange, and must
demonstrate that they are able to comply with those obligations. Sometimes a poten-
tial treaty partner is unable to do so. In other cases we may feel that a treaty is
inappropriate because the potential treaty partner may be unwilling to address in
the treaty real tax problems identified by U.S. businesses operating there. Lesser
developed and newly emerging economies, for which capital and trade flows with the
United States are often disproportionate or virtually one-way, may not be willing
to reduce withholding taxes to a level acceptable to the United States because of
concerns about the short-term effects on tax revenues.

The primary constraint on the size of our tax treaty network, however, may be
the complexity of the negotiations themselves. The various functions performed by
tax treaties, and particularly the goal of meshing two different tax systems, make
the negotiation process exacting and time consuming. While the starting point for
all U.S. tax treaty negotiations is the U.S. Model Tax Convention, it is never the
ending point.

A country’s tax policy, as reflected in its domestic tax legislation as well as its
tax treaty positions, reflects the sovereign choices made by that country. Numerous
features of the treaty partner’s unique tax legislation and its interaction with U.S.
domestic tax rules must be considered in negotiating an appropriate treaty. Exam-
ples include whether the country eliminates double taxation through an exemption
or a credit system, the country’s treatment of partnerships and other transparent
entities, and how the country taxes contributions to pension funds, the funds them-
selves, and distributions from the funds. A treaty negotiation must take into account
all of these and many other aspects of the treaty partner’s tax system in order to
arrive at an acceptable treaty from the perspective of the United States. Accord-
ingly, a simple side-by-side comparison of two treaties, or of a proposed treaty
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against a model treaty, will not enable meaningful conclusions to be drawn as to
whether a proposed treaty reflects an appropriate balance. Moreover, there may be
differences that are of little substantive importance, reflecting language issues, cul-
tural obstacles or other impediments to the use of particular U.S. or other model
text.

Each treaty is the result of a negotiated bargain between two countries that often
have conflicting objectives. Each country has certain positions that it considers non-
negotiable. The United States, which insists on effective anti-treaty-shopping and
exchange of information provisions, and which must accommodate its uniquely com-
plex tax laws, probably has more non-negotiable positions than most countries. For
example, every U.S. treaty must contain the Asaving clause@, which permits the
United States to tax its citizens and residents as if the treaty had not come into
effect, and allow the United States to apply its rules applicable to former citizens
and long-term residents. Other U.S. tax law provisions that may complicate negotia-
tions are the branch profits tax and the branch level interest tax, rules regarding
contingent interest, real estate mortgage investment conduits, real estate invest-
ment trusts and regulated investment companies, and the Foreign Investors in Real
Property Tax Act rules.

Obtaining the agreement of our treaty partners on provisions of importance to the
United States sometimes requires other concessions on our part. Similarly, other
countries sometimes must make concessions to obtain our agreement on matters
that are critical to them. In most cases, the process of give-and-take produces a doc-
ument that is the best treaty that is possible with that other country. In others,
we may reach a point where it is clear that it will not be possible to reach an accept-
able agreement. In those cases, we simply stop negotiating with the understanding
that negotiations might restart if circumstances change. Accordingly, each treaty
that we present here represents not only the best deal that we believe we can
achieve with the particular country at this time, but also constitutes an agreement
that we believe is in the best interests of the United States.

DISCUSSION OF TREATIES AND PROTOCOLS

I would now like to discuss the importance and purposes of each agreement that
has been transmitted for your consideration. We have submitted Technical Expla-
nations of each agreement that contain detailed discussions of the provisions of each
treaty and protocol. These Technical Explanations serve as an official Treasury De-
partment guide to each agreement. Before discussing the individual treaties, how-
ever, I would like to discuss a development common to all three agreements.
Elimination of Source Country Tax on Certain Intercompany Dividends

As discussed above, U.S. tax treaty policy for many years has been to eliminate
(or when that is not possible, to substantially reduce) source-country withholding
taxes on interest and royalties. By contrast, the United States regularly reduces by
treaty the withholding tax on intercompany dividends but has never agreed in a
treaty to eliminate source-country withholding taxes on intercompany dividends.
These three agreements each include provisions eliminating source-country with-
holding taxes on intercompany dividends if certain conditions are satisfied. Treasury
believes that this is an appropriate development in light of our overall treaty policy
of reducing tax barriers to cross-border investment and in the context of these three
treaty relationships.

Bilateral reductions in source-country withholding taxes have two offsetting ef-
fects on U.S. tax revenues in the short term. Reductions in the U.S. withholding
taxes imposed on foreign persons with investments in the United States represent
a short-term static reduction in U.S. tax revenues. On the other hand, reductions
in foreign withholding taxes imposed on U.S. persons with foreign investments rep-
resent a short-term static increase in tax revenues for the United States because
the U.S. persons that pay less in foreign withholding taxes therefore claim less in
foreign tax credits to offset their U.S. tax liability. When U.S. companies receive
more in payments from their foreign subsidiaries than U.S. subsidiaries make in
payments to their foreign parents, the reduction in foreign tax credit claims will off-
set the reduction in withholding tax collections. This should hold true with respect
to dividends, as U.S. companies receive significantly more direct dividends from
abroad than foreign companies receive from the United States.

Reductions in foreign withholding taxes borne by U.S. taxpayers result in a direct
benefit to the U.S. fisc to the extent that the U.S. taxpayer otherwise would have
been able to use the foreign tax credits associated with such withholding taxes to
offset its U.S. tax liability. Reductions in foreign withholding taxes result in a direct
benefit to the U.S. taxpayer to the extent that the taxpayer could not have used
the foreign tax credits to offset its U.S. tax liability because of applicable limitations
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of domestic law. In cases where the U.S. taxpayer has excess foreign tax credits,
a reduction in foreign withholding taxes represents a dollar-for-dollar reduction in
its overall tax burden: The reduction in foreign withholding taxes thus represents
a reduction in costs that may increase competitiveness in connection with inter-
national business opportunities.

For example, if a U.S. company is considering an investment in a foreign country,
it of course must consider the after-tax cost of that investment. If the potential in-
vestment is the purchase of an existing business in a foreign country, the U.S. com-
pany likely will compete against bidders from other countries. If the U.S. company
is in an excess foreign tax credit position, any withholding tax paid to the host coun-
try will decrease the U.S company’s expected return on the foreign investment. If
another bidder is not subject to the host country withholding tax (perhaps because
of its home country’s treaty relationship with the host country), it may be willing
to pay a higher price for the target.

Similarly, a foreign company that is in an excess foreign tax credit position in its
home country might be discouraged from investing in the United States because of
the five percent withholding tax that the United States is permitted to impose on
direct investment dividends under most of its tax treaties. The same is true of a
company that is based in a country that relieves double taxation by exempting di-
rect investment dividends from taxation. In either case, the imposition of a five per-
cent U.S. withholding tax reduces the return on the investment in the United States
dollar-for-dollar. Eliminating the withholding tax by treaty therefore may encourage
inbound investment. Increased investment in the United States means more jobs,
greater productivity and higher wage rates.

The historical U.S. position of not eliminating by treaty withholding taxes on di-
rect investment dividends was consistent with general treaty practice throughout
the world. When most major trading partners imposed such a tax, then the tax
would not create the competitive advantages and disadvantages described above,
since every company would be subject to it. In addition, many of our treatys were
negotiated at a time when corporate tax rates in Europe tended to be higher than
those in the United States, making it less likely for foreign companies to be in an
excess foreign tax credit position. As a result, a five percent U.S. withholding tax
on direct investment may not have been seen as a significant cost of doing business
here. However, more and more countries are eliminating their withholding taxes on
intercompany dividends. In this regard, it should be noted that the Parent-Sub-
sidiary Directive adopted by the European Union in 1990 eliminated all withholding
taxes on dividends paid by a subsidiary in one EU member country to a parent in
another of the fifteen (soon to be 25) members of the European Union. Moreover,
corporate tax rates have been falling around the world. In this climate, it was ap-
propriate for the United States to consider agreeing by treaty to eliminate source-
country withholding taxes on certain intercompany dividends.

We believe that it is in the interest of the United States to take a flexible ap-
proach, agreeing to eliminate the withholding tax on intercompany dividends in ap-
propriate cases. This would not be a blanket change in policy, and the Treasury De-
partment does not recommend a change to the U.S. negotiating position in this re-
spect, because it may not be appropriate to agree to such reductions in every treaty
with every country. Therefore, we would approach each case individually.

Some key parameters apply across the board. We do not believe that it is appro-
priate to eliminate source-country taxation of intercompany dividends by treaty un-
less the treaty contains anti-treaty-shopping rules that meet the highest standards
and the information exchange provision of the treaty is sufficient to allow us to con-
firm that the requirements for entitlement to this benefit are satisfied. Strict protec-
tions against treaty shopping are particularly important when the elimination of
withholding taxes on intercompany dividends is included in relatively few U.S. trea-
tys.

In addition to these conditions, we must be satisfied with the overall balance of
the treaty. This assessment will be relatively simple in cases where the other coun-
try imposes a withholding tax on dividends comparable to the U.S. withholding tax
and the dividend flows are roughly equal (or favor the United States). In other
cases, eliminating withholding taxes on intercompany dividends nevertheless may
be appropriate if the United States benefits from concessions made by the other
country with respect to other provisions of the treaty. As with many treaty ele-
ments, it is a matter of balance. Finally, there may be cases where the elimination
of withholding taxes by treaty is desirable from the U.S. perspective in order to lock
in a treaty partner whose domestic law regarding withholding taxes may be in flux
and to establish certainty and stability with respect to the tax treatment of invest-
ments in a particular country. We do not believe that we should attempt now to
set all the parameters for when elimination of source-country withholding taxes on
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intercompany dividends is appropriate and when it is not. The optimal treatment
of source-country withholding taxes on intercompany dividends must be considered
in the context of each treaty relationship.
United Kingdom

The proposed Convention with the United Kingdom was signed in London on July
24, 2001, and was amended by a Protocol, signed in Washington on July 19, 2002.
The Convention is accompanied by an exchange of diplomatic notes, also dated July
24, 2001. The Convention, Protocol and notes replace the existing Convention, which
was signed in London in 1975 and modified by subsequent notes and protocols. The
proposed Convention generally follows the pattern of other recent U.S. treaties and
the U.S. Model treaty.

A significant impetus for the re-negotiation of the U.S.-U.K. tax treaty was the
impact on the operation of the treaty of changes made by the United Kingdom to
its domestic laws regarding the treatment of dividends. The dividend article of the
current treaty (along with corresponding provisions of the article regarding foreign
tax credits) contains unusual rules intended to extend to U.S. shareholders the ben-
efit of the United Kingdom’s imputation system for the taxation of dividends, while
dividing the cost of that benefit between the United States and the United Kingdom.
Changes in the United Kingdom’s domestic system for taxing dividends mean that
the provisions no longer work as intended.

The start of negotiations also provided an opportunity to bring the treaty into
greater conformity with U.S. tax treaty policy. The current treaty does not include
an effective anti-treaty-shopping provision, and it grants a waiver of the insurance
excise tax without the anti-abuse protection that has become standard in other U.S.
tax treaties. There were substantial problems under the information exchange provi-
sions of the current treaty because the United Kingdom could obtain information
for the United States only if it too needed the information for its own domestic tax
purposes. Moreover, because the treaty was negotiated in the late 1970’s, it did not
include any of the provisions that are included in modern treaties to reflect the
changes in U.S. domestic law made over the last 20 years.

The maximum withholding tax rates on investment income in the proposed Con-
vention are the same or lower than those in the existing treaty. Although the Con-
vention continues the rule under which the country of source may tax direct invest-
ment dividends and portfolio dividends at a maximum rate of 5 and 15 percent, re-
spectively, the proposed Convention provides for a withholding rate of zero percent
on dividends from certain 80-percent-owned corporate subsidiaries and those derived
by pension plans. The proposed Convention was the first income tax treaty signed
by the United States that contains this elimination of source-country tax for inter-
company dividends.

Dividends paid by non-taxable conduit entities, such as U.S. regulated investment
companies and real estate investment trusts, and any comparable investment vehi-
cles in the United Kingdom, are subject to special rules to prevent the use of these
entities to obtain withholding rate reductions that would not otherwise be available.

The proposed Convention, like the existing treaty and the U.S. Model, provides
for the elimination of source-country tax on interest and royalties. Excess inclusions
with respect to residual interests in U.S. real estate mortgage investment conduits
may be taxed under U.S. domestic rules, without regard to the rest of the provisions
relating to interest, and contingent interest may be taxed by the source country at
a maximum rate of 15 percent rate.

The proposed Convention confirms that the United States generally will not im-
pose the excise tax on insurance policies issued by foreign insurers if the premiums
on such policies are derived by a U.K. enterprise. This rule is a continuation of the
waiver of the excise tax that applies under the existing Convention. However, the
proposed Convention has been improved through the addition of an anti-abuse rule
that will prevent companies in third countries that do not benefit from a waiver of
the insurance excise tax from using a U.K. insurance company as a conduit to avoid
imposition of the tax.

The proposed Convention provides for exclusive residence-country taxation of prof-
its from the operation in international traffic of ships or aircraft, including profits
from the rental of ships and aircraft on a full basis, or on a bareboat basis if the
rental income is incidental to profits from the operation of ships or aircraft in inter-
national traffic. All income from the use, maintenance or rental of containers used
in international traffic is likewise exempt from source-country taxation under the
proposed Convention.

The proposed Convention carries over from the existing treaty special rules re-
garding offshore exploration and exploitation activities. These rules were included
at the request of the United Kingdom. The proposed Convention reflects technical
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changes to avoid some unintended consequences of the old rules and provides a
slightly higher threshold for taxation of employees working in the offshore oil sector.

The proposed Convention contains rules to coordinate the two countries’ regimes
for the tax treatment of pensions and pension contributions. These rules are more
comprehensive than those in recent U.S. treaties and the existing Convention.
Under the proposed Convention, the United States and the United Kingdom each
will treat pension plans established in the other State the same way comparable do-
mestic plans are treated. A similar rule applies to earnings and accretions of pen-
sion plans and to employer contributions to pension plans. In addition, the proposed
Convention provides for the exclusive residence-based taxation of Social Security
payments, which is different from the U.S. Model but consistent with the existing
Convention.

The proposed Convention also deals with income earned by entertainers and
sportsmen, corporate directors, government employees and students in a manner
consistent with the rules of the U.S. Model. The Convention continues a host-coun-
try exemption for income earned by teachers that is found in the existing treaty,
although not in the U.S. Model.

The proposed Convention contains comprehensive rules in its ‘‘Limitation on Ben-
efits’’ article, designed to deny ‘‘treaty-shoppers’’ the benefits of the Convention. This
article is essentially the same as the limitation on benefits articles contained in re-
cent U.S. treaties.

At the request of the United Kingdom, the proposed Convention includes an addi-
tional limit on the availability of certain treaty benefits obtained in connection with
‘‘conduit arrangements.’’ The conduit arrangement test may apply to deny treaty
benefits in certain tax avoidance cases involving the payment of insurance pre-
miums, dividends, interest, royalties, or other income. The conduit arrangement test
is not contained in the U.S. Model. The test is designed primarily to allow the
United Kingdom to address treaty shopping transactions that would not be caught
by the limitation on benefits article of the proposed Convention. U.K. domestic law
does not provide sufficient protection against such abusive transactions, but U.S. do-
mestic law does. The tax authorities of the two countries have agreed on an inter-
pretation of the term ‘‘conduit arrangement’’ that is consistent with existing tax
avoidance doctrines and measures under U.S. law.

The proposed Convention provides relief from double taxation in a manner con-
sistent with the U.S. Model and eliminates the provision of the existing treaty that
obligates the United States to provide a foreign tax credit for ‘‘phantom’’ dividend
withholding taxes. The proposed Convention also contains a re-sourcing rule to en-
sure that a U.S. resident can obtain a U.S. foreign tax credit for U.K. taxes paid
when the Convention assigns to the United Kingdom primary taxing rights over an
item of gross income. A comparable rule applies for purposes of the U.K. foreign tax
credit. Although the U.S. Model does not contain a re-sourcing rule, the existing
Convention contains a similar rule.

Like the existing treaty, the proposed Convention provides a credit for the U.K.
Petroleum Revenue Tax, limited to the amount of the tax attributable to sources
within the United Kingdom. The credit allowed by the proposed Convention is some-
what broader than that allowed under the existing Convention to account for inter-
vening changes in U.S. domestic law.

The proposed Convention provides for non-discriminatory treatment (i.e., national
treatment) by one country to residents and nationals of the other. Also included in
the proposed treaty are rules necessary for administering the treaty, including rules
for the resolution of disputes under the Convention. The information exchange pro-
visions generally follow the U.S. Model and make clear that the United Kingdom
will provide U.S. tax officials such information as is relevant to carry out the provi-
sions of the Convention and the domestic tax laws of the United States. Inclusion
of this U.S. Model provision was made possible by a recent change in U.K. law.
Australia

The proposed Protocol to the Income Tax Convention with Australia was signed
in Canberra on September 27, 2001. It was negotiated to bring the current Conven-
tion, concluded in 1982, up to date and into closer conformity with current U.S. tax
treaty practice, while also incorporating some provisions found in the Australian
Model income tax convention.

The most important aspects of the proposed Protocol deal with the taxation of
cross-border dividend, royalty and interest payments. The current treaty provides
for levels of source-country taxation that are consistent with Australian treaty prac-
tice but substantially higher than the preferred U.S. position. We were able to nego-
tiate substantial reductions with respect to all three categories of payments.
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Whereas the existing Convention allows for taxation at source of 15 percent on
all dividends, the proposed Protocol provides for a maximum source-country with-
holding tax rate of 5 percent on direct dividends that meet a 10 percent ownership
threshold. The proposed Protocol also provides for the elimination of the source-
country withholding taxes with respect to dividends from certain 80 percent owned
corporate subsidiaries. Portfolio dividends will continue to be subject to a 15 percent
rate of withholding. Australia imposes a withholding tax on dividends paid out of
earnings that have not been subject to full corporate tax (‘‘unfranked dividends’’),
which will be eliminated under the proposed Protocol.

Dividends paid by U.S. regulated investment companies and real estate invest-
ment trusts are subject to special rules to prevent the use of these entities to obtain
withholding rate reductions that would not otherwise be available. The provision
was adapted to recognize the special investment structure of Australian unit trusts
and their participation in the U.S. REIT industry.

The proposed Protocol provides for the elimination of source-country withholding
taxes on interest payments in two key cases. Interest derived by a financial institu-
tion that is unrelated to the payor and interest paid to governmental entities are
exempt from withholding tax at source.

All other types of interest (including interest received by financial institutions in
back-to-back loans or their economic equivalent) continue to be subject to source-
country withholding tax at the 10 percent maximum rate prescribed in the existing
Convention.

The proposed Protocol also reduces the maximum level of withholding tax on roy-
alty payments from the 10 percent limit prescribed in the existing Convention to
5 percent. The existing Convention treats rental payments for the use of or the right
to use any industrial, commercial or scientific equipment as royalties that may be
taxed by the source country at a maximum rate of 10 percent. The proposed Protocol
eliminates the source-country withholding tax on such income by treating this cat-
egory of income as business profits. These changes in the treatment of royalties rep-
resent a major concession by Australia, which has never agreed in a treaty to lower
its withholding tax on royalties below 10 percent.

The proposed Protocol brings the existing Convention’s treatment of income from
the operation of ships, aircraft and containers in international traffic closer to that
of the U.S. Model. The proposed Protocol provides for exclusive residence-country
taxation of profits from the rental of ships and aircraft on a bareboat basis when
the rental activity is incidental to the operation in international traffic of ships or
aircraft by the lessor. All income from the use, maintenance or rental of containers
used in international traffic is likewise exempt from source-country taxation under
the proposed Protocol.

The proposed Protocol clarifies that Australia’s tax on capital gains will be a cov-
ered tax for purposes of the existing Convention. This closes a gap in the existing
Convention and increases the likelihood that U.S. taxpayers subject to capital gains
tax in Australia will be able to claim a foreign tax credit with respect to that tax
thereby avoiding potential double taxation. The proposed Protocol generally pre-
serves the existing Convention’s tax treatment of capital gains, while incorporating
some aspects of Australia’s domestic law regarding expatriation. The proposed Pro-
tocol also provides rules that coordinate both countries’ tax systems with respect to
these expatriation rules.

The proposed Protocol contains an updated version of a comprehensive ‘‘Limita-
tion on Benefits’’ article, designed to deny ‘‘treaty-shoppers’’ the benefits of the Con-
vention. This article is essentially the same as the limitation on benefits article con-
tained in recent U.S. treaties.

The current Convention preserves the U.S. right to tax former citizens whose loss
of citizenship had as one of its principal purposes the avoidance of tax. The proposed
Protocol expands this right to include former long-term residents whose loss of such
status had, as one of its principal purposes, the avoidance of tax. Therefore, the
United States may fully apply the provisions of section 877 of the Internal Revenue
Code.
Mexico

The proposed Protocol to the Income Tax Convention with Mexico was signed in
Mexico City on November 26, 2002. It was negotiated to bring the existing Conven-
tion, concluded in 1992, into closer conformity with current U.S. tax treaty policy.

The major feature of the proposed Protocol is the treatment of intercompany divi-
dends. As in the agreements with the United Kingdom and Australia, the proposed
Protocol eliminates source-country withholding taxes on certain types of cross-border
direct dividends. Under the existing Convention, dividends may be taxed by the
country of source at a maximum rate of 5 percent on direct dividends (where the
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recipient of the dividends owns at least 10 percent of the company paying the divi-
dends) and 10 percent with respect to all other dividends. The proposed Protocol
eliminates withholding taxes with respect to dividends from certain 80-percent
owned corporate subsidiaries. The other rules will remain in place with respect to
those dividends that do not qualify for the elimination of the source-country with-
holding tax. Dividends paid to qualified pension funds also will be exempt from
withholding tax at source.

While Mexico does not currently impose a withholding tax on dividends, it has en-
acted such a tax and then repealed it since the existing treaty was negotiated in
the early 1990’s. As a result, locking in the elimination of source-country with-
holding taxes on intercompany dividends will provide greater certainty to U.S. tax-
payers regarding the long-term tax environments for their investments in Mexico.

Dividends paid by U.S. regulated investment companies and real estate invest-
ment trusts are subject to special rules to prevent the use of these entities to obtain
withholding rate reductions that would not otherwise be available.

The current treaty preserves the U.S. right to tax former citizens whose loss of
citizenship had as one of its principal purposes the avoidance of tax. The proposed
Protocol expands this right to include former long-term residents whose loss of such
status had, as one of its principal purposes, the avoidance of tax. Therefore, the
United States may fully apply the provisions of section 877 of the Internal Revenue
Code.

The proposed Protocol incorporates a modernized provision regarding the source
of income that will be more effective in eliminating double taxation. Under the new
provision, income that may be taxed by one of the parties to the Convention will
generally be treated as arising in that country. Thus, the other country generally
will exempt that income or provide a credit for the taxes paid with respect to such
income.

TREATIES UNDER NEGOTIATION

We continue to maintain an active calendar of tax treaty negotiations. We are in
active negotiations with Japan, the Netherlands, Iceland, Hungary, Barbados,
France, Bangladesh, Canada, and Korea. We have also signed an agreement with
Sri Lanka which we expect will be ready for transmittal to the Senate soon. In ac-
cordance with the treaty program priorities noted earlier, we continue to seek appro-
priate opportunities for tax treaty discussions and negotiations with several coun-
tries in Latin America and in the developing world generally.

CONCLUSION

Let me conclude by again thanking the Committee for its continuing interest in
the tax treaty program, and the Members and staff for devoting the time and atten-
tion to the review of the agreements that are pending before you. We also appreciate
the assistance and cooperation of the staffs of this Committee and of the Joint Com-
mittee on Taxation in the tax treaty process.

We urge the Committee to take prompt and favorable action on the three agree-
ments before you today. Such action will strengthen and expand our economic rela-
tions with countries that have been significant economic and political partners for
many years and will help to further reduce barriers to cross-border trade and in-
vestment.

[Attachments.]

DEPARTMENT OF THE TREASURY,
Washington, DC, July 19, 2002.

GABRIEL MAKHLOUF, Director
Inland Revenue, International
Victory House
30-34 Kingsway
London WC2B, United Kingdom

DEAR MR. MAKHLOUF:
As we have discussed, questions have been raised about the manner in which our

respective tax examiners will administer the rules in our proposed income tax con-
vention dealing with ‘‘conduit arrangements’’. We hope that an exchange of letters
will provide useful guidance regarding the position in each country.

With respect to the United States, we intend to interpret the conduit arrangement
provisions of the Convention in accordance with U.S. domestic law as it may evolve
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over time. The relevant law currently includes in particular the rules of regulation
section 1.881-3 and other regulations adopted under the authority of section 7701(1)
of the Internal Revenue Code. Therefore, the inclusion of the conduit arrangement
rules in the Convention does not constitute an expansion (or contraction) of U.S. do-
mestic anti-abuse principles (except with respect to the application of anti-conduit
principles to the insurance excise tax).

We understand that the United Kingdom does not have domestic law provisions
relating to conduit transactions. It has, however, entered into a number of treaties
which include provisions aimed at dealing with conduit-type arrangements. We un-
derstand that the United Kingdom will, subject to the limitations in Article 3(1)(n),
interpret the provisions in the proposed convention in a manner consistent with its
practice under those other treaties.

In practice, of course, such general principles and practice will be applied to par-
ticular fact patterns in determining whether the anti-conduit provisions will apply.
In order to further develop our mutual understanding of how we each propose to
apply the language, I have set out below a number of examples together with the
U.S. view regarding whether benefits would be denied in each case.

We would appreciate your views, including the reasoning behind your conclusion,
regarding the treatment that would apply to each of the cases set out below if the
situation were reversed and the United Kingdom were the source of the payments.

I look forward to your response regarding the U.K. views of these transactions (as
reversed). I appreciate the opportunity for our teams to work together on this impor-
tant matter.

Very truly yours,
BARBARA M. ANGUS,

International Tax Counsel.

Annex

Example 1. UKCo, a publicly traded company organized in the United Kingdom,
owns all of the outstanding stock of USCo. XCo, a company organized in a country
that does not have a tax treaty with the United States, would like to purchase a
minority interest in USCo, but believes that the 30% U.S. domestic withholding tax
on dividends would make the investment uneconomic. UKCo proposes that USCo in-
stead issue preferred stock to UKCo, paying a fixed return of 4% plus a contingent
return of 20% of USCo’s net profits. The maturity of the preferedpreferred stock is
20 years. XCo will enter into a separate contract with UKCo pursuant to which it
pays to UKCo an amount equal to the issue price of the preferred stock and will
receive from UKCo after 20 years the redemption price of the stock. During the 20
years, UKCo will pay to XCo 33⁄3% plus 20% of USCo’s net profits.

This arrangement constitutes a conduit arrangement because UKCo participated
in the transaction in order to achieve a reduction in U.S. withholding tax for XCo.

Example 2. USCo has issued only one class of stock, common stock that is 100%
owned by UKCo, a company organized in the United Kingdom. UKCo also has only
one class of common stock outstanding, all of which is owned by XCo, a company
organized in a country that does not have a tax treaty with the United States.
UKCo is engaged in the manufacture of electronics products, and USCo serves as
UKCo’s exclusive distributor in the United States, Under paragraph 4 of Article 23
(Limitation on Benefits), UKCo will be entitled to benefits with respect to dividends
received from USCo, even though UKCo is owned by a resident of a third country.

Because the common stock owned by UKCo and XCo does not represent a ‘‘financ-
ing transaction’’ within the meaning of regulation section 1.881-3 as currently in ef-
fect, on these facts, this will not constitute a conduit arrangement.

Example 3. XCo, a company organized in a country that does not have a tax treaty
with the United States, loans $1,000,000 to USCo, its wholly-owned U.S. subsidiary
in exchange for a note issued by USCo. XCo later realizes that it can avoid the U.S.
withholding tax by assigning the note to its wholly-owned subsidiary, UKCo. Accord-
ingly, XCo assigns the note to UKCo in exchange for a note issued by UKCo. The
USCo note pays 7% and the UKCo note pays 63⁄4%.

The transaction constitutes a conduit arrangement because it was structured to
eliminate the U.S. withholding tax that XCo otherwise would have paid.

Example 4. XCo, a company organized in Country X, which does not have a tax
treaty with the United States, owns all of the stock of USCo, a company resident
in the United States. XCo has for a long time done all of its banking with UKCo,
a company organized in the United Kingdom, because the banking system in Coun-
try X is relatively unsophisticated. As a result, XCo tends to maintain a large de-
posit with UKCo. UKCo is unrelated to XCo and USCo. When USCo needs a loan
to fund an acquisition, XCo suggests that USCo deal with UKCo, which is already
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familiar with the business conducted by XCo and USCo. USCo discusses the loan
with several different banks, all on terms similar to those offered by UKCo, but
eventually enters into the loan with UKCo, in part because interest paid to UKCo
would not be subject to U.S. withholding tax, while interest paid to banks organized
in Country X would be.

The United States will consider the fact that UKCo is unrelated to USCo and XCo
in determining whether there is a conduit arrangement. Accordingly, this will be
treated as a conduit arrangement only if UKCo would not have entered into the
transaction on substantially the same terms in the absence of the XCo deposit.
Under these facts, there is no conduit arrangement.

Example 5. UKCo, a publicly-traded company organized in the United Kingdom,
is the holding company for a manufacturing group in a highly competitive techno-
logical field. The manufacturing group conducts research in subsidiaries located
around the world. Any patents developed in a subsidiary are licensed by the sub-
sidiary to UKCo, which then licenses the technology to its subsidiaries that need
it. UKCo keeps only a small spread with respect to the royalties it receives, so that
most of the profit goes to the subsidiary that incurred the risk with respect to devel-
oping the technology. XCo, a company located in a country with which the United
States does not have a tax treaty, has developed a process that will substantially
increase the profitability of all of UKCo’s subsidiaries, including USCo, a company
organized in the United States. According to its usual practice, UKCo licenses the
technology and sub-licenses the technology to its subsidiaries. USCo pays a royalty
to UKCo, substantially all of which is paid to XCo.

Because UKCo entered into these transactions in the ordinary course of its busi-
ness, and there is no indication that it established its licensing business in order
to reduce its U.S. withholding tax, the arrangements among USCo, UKCo and XCo
do not constitute a conduit arrangement.

Example 6. XCo is a publicly traded company resident in Country X, which does
not have a tax treaty with the United States. XCo is the parent of a world wide
group of companies, including UKCo, a company resident in the United Kingdom,
and USCo, a company resident in the United States. USCo is engaged in the active
conduct of a trade or business in the United States. UKCo is responsible for coordi-
nating the financing of all of the subsidiaries of XCo. UKCo maintains a centralized
cash management accounting system for XCo and its subsidiaries in which it
records all intercompany payables and receivables. UKCo is responsible for dis-
bursing or receiving any cash payments required by transactions between its affili-
ates and unrelated parties. UKCo enters into interest rate and foreign exchange
contracts as necessary to manage the risks arising from mismatches in incoming
and outgoing cash flows. The activities of UKCo are intended (and reasonably can
be expected) to reduce transaction costs and overhead and other fixed costs. UKCo
has 50 employees, including clerical and other back office personnel, located in the
United Kingdom.

XCo lends to UKCo DM 15 million (worth $10 million) in exchange for a 10-year
note that pays interest annually at a rate of 5% per annum. On the same day,
UKCo lends $10 million to USCo in exchange for a 10-year note that pays interest
annually at a rate of 8% per annum. UKCo does not enter into a long-term hedging
transaction with respect to these financing transactions, but manages the interest
rate and currency risk arising from the transactions on a daily, weekly or quarterly
basis by entering into forward currency contracts.

Because UKCo performs significant activities with respect to the transactions be-
tween USCo and XCo, the participation of UKCo is presumed not to have as one
of its main purposes the avoidance of U.S. withholding tax. Accordingly, based upon
the foregoing facts, the loan from XCo to UKCo and the loan from UKCo to USCo
do not constitute a conduit arrangement under the Convention.

INLAND REVENUE INTERNATIONAL DIVISION,
VICTORY HOUSE, 30-34 KINGSWAY,

London WC2B 6ES, 19 July 2002.

Ms. BARBARA M. ANGUS
International Tax Counsel,
U.S. Department of the Treasury,
1500 Pennsylvania Avenue, NW,
Washington, DC.

DEAR BARBARA,
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Thank you for your letter of 19 July. I am happy to confirm that your under-
standing of the UK’s position with regard to the application of the rules in our pro-
posed income tax treaty dealing with ‘‘conduit arrangements’’ is correct.

I attach the examples, reversed to show the position where income flows from the
UK to the US, together with our views on how we would apply the anti-conduit
rules to the transactions described.

Annex

Example 1. USCo, a publicly traded company organised in the United States,
owns all of the outstanding stock of UKCo. XCo, a company organised in a country
that does not have a tax treaty with the United Kingdom, would like to purchase
a minority interest in UKCo. USCo proposes that UKCo issue preferred stock to
USCo, paying a fixed return of 4% plus a contingent return of 20% of UKCo’s net
profits. The maturity of the preferred stock is 20 years. XCo will enter into a sepa-
rate contract with USCo pursuant to which it pays to USCo an amount equal to
the issue price of the preferred stock and will receive from USCo after 20 years the
redemption price of the stock. During the 20 years, USCo will pay to XCo 33⁄4% plus
20% of UKCo’s net profits.

The U.K. considers this arrangement would meet the objective definition of a con-
duit arrangement at Article 3(1)(n)(i) but because the U.K. has no withholding tax
on dividends the motive test at Article 3(1)(n)(ii) would not be met because no in-
creased treaty benefit would be obtained by the routing through the U.S. Therefore
the arrangement would not constitute a conduit arrangement as defined by the trea-
ty.

Example 2. UKCo has issued only one class of stock, common stock that is 100%
owned by USCo, a company organized in the United States. USCo also has only one
class of common stock outstanding, all of which is owned by XCo, a company orga-
nized in a country that does not have a tax treaty with the United Kingdom. USCo
is engaged in the manufacture of electronics products, and UKCo serves as USCo’s
exclusive distributor in the United Kingdom. Under paragraph 4 of Article 23 (Limi-
tation on Benefits), USCo will be entitled to benefits with respect to dividends re-
ceived from UKCo, even though USCo is owned by a resident of a third country.

This seems to be a perfectly acceptable and normal commercial structure with real
economic activity in both the U.S. and the U.K. The payment of dividends by sub-
sidiary companies is a normal feature of commercial life. Accordingly, in the absence
of evidence that dividends were flowed through to XCo, these transactions would not
constitute a conduit arrangement.

Example 3. XCo, a company organized in a country that does not have a tax treaty
with the United Kingdom, loans $1,000,000 to UKCo, its wholly-owned U.K. sub-
sidiary in exchange for a note issued by UKCo. XCo later realizes that it can avoid
the U.K. withholding tax by assigning the note to its wholly-owned subsidiary,
USCo. Accordingly, XCo assigns the note to USCo in exchange for a note issued by
USCo. The UKCo note pays 7% and the USCo note pays 63⁄4%.

The loan note was assigned to avoid U.K income tax on the payment of interest.
The transaction constitutes a conduit arrangement as defined in the treaty as both
the objective definition and the motive test at Article 3(1)(n)(i) and (ii) respectively
are met.

Example 4. XCo, a company organized in Country X, which does not have a tax
treaty with the United Kingdom, owns all of the stock of UKCo, a company resident
in the United Kingdom. XCo has for a long time done all of its banking with USCo,
a company organized in the United States, because the banking system in Country
X is relatively unsophisticated. As a result, XCo tends to maintain a large deposit
with USCo. USCo is unrelated to XCo and UKCo. When UKCo needs a loan to fund
an acquisition, XCo suggests that UKCo deal with USCo, which is already familiar
with the business conducted by XCo and UKCo. UKCo discusses the loan with sev-
eral different banks, all on terms similar to those offered by USCo, but eventually
enters into the loan with USCo, in part because interest paid to USCo would not
be subject to U.K. withholding tax, while interest paid to banks organized in Coun-
try X would be.

The fact that UK/US treaty benefits are available if UKCo borrows from USCo,
and that similar benefits might not be available if it borrowed elsewhere, is clearly
a factor in UKCo’s decision (which may be influenced by advice given to by its 100%
shareholder). It may even be a decisive factor, in the sense that, all else being equal,
the availability of treaty benefits may swing the balance in favour of borrowing from
USCo rather than from another lender. However, whether the obtaining of treaty
benefits was ‘‘the main purpose or one of the main purposes’’ of the transaction
would have to be determined by reference to the particular facts and circumstances.
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Similarly, for the anti-conduit provision to apply it would have to be established
that the interest paid by UKCo was ‘‘flowing through’’ USCo to XCo. The fact that
XCo has historically maintained large deposits with USCo might, if anything, be a
counter-indication. Against that, there is the question why a cash-rich company
would want to increase its overall debt exposure in this way. XCo could redirect its
balance with USCo and lend it to UKCo—in which case it would face U.K. with-
holding tax. It chooses not to, so there is a possible argument that the transactions
were structured to avoid U.K. withholding tax by obtaining benefits under the trea-
ty.

On the specific facts as presented, the transactions would not constitute a conduit
arrangement as defined by the treaty.

However, if USCo’s decision to lend to UKCo was dependent on XCo providing a
matching collateral deposit to secure the loan, the indication would be that XCo was
in substance lending to UKCo direct but in form routing the loan through a bank
with whom it has a close relationship in order to obtain the benefit of the treaty.
In such circumstances the transactions would constitute a conduit arrangement as
defined by the treaty.

Example 5. USCo, a publicly-traded company organized in the United States, is
the holding company for a manufacturing group in a highly competitive techno-
logical field. The manufacturing group conducts research in subsidiaries located
around the world. Any patents developed in a subsidiary are licensed by the sub-
sidiary to USCo, which then licenses the technology to its subsidiaries that need it.
USCo keeps only a small spread with respect to the royalties it receives, so that
most of the profit goes to the subsidiary that incurred the risk with respect to devel-
oping the technology. XCo, a company located in a country with which the United
Kingdom does not have a tax treaty, has developed a process that will substantially
increase the profitability of all of USCo’s subsidiaries, including UKCo, a company
organized in the United Kingdom. According to its usual practice, USCo licenses the
technology and sub-licenses the technology to its subsidiaries. UKCo pays a royalty
to USCo, substantially all of which is paid to XCo.

Because XCo is conforming to the standard commercial organisation and behav-
iour of the group in the way that it structures its licensing and sub-licensing activi-
ties and assuming the same structure is employed with respect to other subsidiaries
carrying out similar activities in countries which have treaties which offer similar
or more favourable benefits, the inference would be that the absence of a treaty be-
tween country X and the U.K. is not influencing the motive for the transactions de-
scribed.

Therefore even though the specific fact pattern, as presented, meets the first part
of the definition of a ‘‘conduit arrangement’’ at Article 3(1)(n)(i), on balance the con-
clusion would be that ‘‘the main purpose or one of the main purposes’’ of the trans-
actions was not the obtaining of UK/US treaty benefits. So the structure would not
constitute a conduit arrangement.

Example 6. XCo is a publicly traded company resident in Country X, which does
not have a tax treaty with the United Kingdom. XCo is the parent of a worldwide
group of companies, including USCo, a company resident in the United States, and
UKCo, a company resident in the United Kingdom. UKCo is engaged in the active
conduct of a trade or business in the United Kingdom. USCo is responsible for co-
ordinating the financing of all of the subsidiaries of XCo. USCo maintains a central-
ized cash management accounting system for XCo and its subsidiaries in which it
records all inter-company payables and receivables. USCo is responsible for dis-
bursing or receiving any cash payments required by transactions between its affili-
ates and unrelated parties. USCo enters into interest rate and foreign exchange con-
tracts as necessary to manage the risks arising from mismatches in incoming and
outgoing cash flows. The activities of USCo are intended (and reasonably can be ex-
pected) to reduce transaction costs and overhead and other fixed costs. USCo has
50 employees, including clerical and other back office personnel, located in the
United States.

XCo lends to USCo DM 15 million (worth $10 million) in exchange for a 10-year
note that pays interest annually at a rate of 5% per annum. On the same day, USCo
lends $10 million to UKCo in exchange for a 10-year note that pays interest annu-
ally at a rate of 8% per annum. USCo does not enter into a long-term hedging trans-
action with respect to these financing transactions, but manages the interest rate
and currency risk arising from the transactions on a daily, weekly or quarterly basis
by entering into forward currency contracts.

UKCo appears to be a real business performing substantive economic functions,
using real assets and assuming real risks. USCo appears to be bearing the interest
rate and currency risk. It is assumed that the transactions are typical of USCo’s
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normal treasury business and that that business was carried on in a commercial
manner.

So, on the specific facts presented, the transactions would not constitute a conduit
arrangement as defined by the treaty.

Senator HAGEL. Ms. Angus, thank you very much.
Mr. Noren.

STATEMENT OF DAVID NOREN, LEGISLATION COUNSEL,
JOINT COMMITTEE ON TAXATION, U.S. CONGRESS, WASH-
INGTON, DC

Mr. NOREN. Thank you, Mr. Chairman. It is my pleasure to
present the testimony of the staff of the Joint Committee on Tax-
ation today concerning the proposed income tax treaty with the
United Kingdom and the proposed protocols to the existing income
tax treaties with Australia and Mexico.

As in the past, the Joint Committee staff has prepared pam-
phlets covering the proposed treaty and protocols. The pamphlets
provide detailed descriptions of the provisions of the proposed trea-
ty and protocols, including comparisons with the 1996 U.S. model
income tax treaty, which reflects preferred U.S. treaty policy, and
with other recent U.S. tax treaties. The pamphlets also provide de-
tailed discussions of issues raised by the proposed treaty and proto-
cols.

We consulted with the Department of the Treasury and with the
staff of your committee in analyzing the proposed treaty and proto-
cols, and in preparing the pamphlets. My testimony today will
highlight some of the key features of the proposed treaty and proto-
cols and certain issues that they raise.

One new feature of the proposed treaty and protocols is the zero
rate of withholding tax on certain intercompany dividends provided
under all three instruments. These provisions do not appear in the
U.S. model treaty, or in any existing U.S. treaty, and their inclu-
sion in the proposed treaty and protocols represents a significant
development in U.S. tax treaty practice.

These provisions would eliminate source country withholding tax
on cross-border dividends paid by one corporation to another cor-
poration that owns at least 80 percent of the stock of the dividend-
paying corporation, provided that certain conditions are met. Under
the current treaties with the United Kingdom and Mexico, these
dividends may be subject to withholding tax at a rate of 5 percent.
Under the current treaty with Australia, these dividends may be
subject to withholding tax at a rate of 15 percent. The elimination
of the withholding tax under these circumstances is intended to
further reduce the tax barriers to direct investment between the
United States and these treaty partners.

Although no existing U.S. treaty provides for a complete exemp-
tion from withholding tax under these circumstances, many bilat-
eral treaties to which the United States is not a party do eliminate
withholding taxes under similar circumstances. The same result
has been achieved within the European Union by E.U. directive.
Thus, although these zero-rate provisions are unprecedented in
U.S. treaty history, there is substantial precedent for them in the
experience of other countries.
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Looking beyond the three treaty relationships directly at issue,
the committee may wish to determine whether the inclusion of
zero-rate provisions in the proposed treaty and protocols signals a
broader shift in U.S. tax treaty policy. Specifically, the committee
may want to know whether and under what circumstances the De-
partment of the Treasury intends to pursue similar provisions in
other treaties, and whether the U.S. model treaty will be amended
to reflect these developments.

The proposed treaty with the United Kingdom is a comprehen-
sive update of the 1975 treaty. The provisions of the proposed trea-
ty are generally consistent with the U.S. model treaty. While the
zero-rate provision is of particular interest, the proposed treaty in-
cludes several other key features. The proposed treaty includes a
comprehensive anti-treaty-shopping provision which resembles the
provisions of the U.S. model treaty and other recent treaties. The
existing treaty with the United Kingdom, like other treaties of its
era, does not include a comprehensive anti-treaty-shopping provi-
sion.

The proposed treaty also includes an extensive set of rules de-
signed to coordinate the pension plans and other retirement ar-
rangements provided under the laws of the two countries. These
rules would facilitate retirement planning using the tax-favored ve-
hicles available under U.S. and U.K. law in cases involving individ-
uals who live for some period of time in both countries.

The proposed treaty includes a general anti-conduit rule that can
operate to deny the benefits of several articles of the treaty. This
rule is not found in any other U.S. treaty, and it is not included
in the U.S. model. The rule is similar to, but significantly narrower
and more precise than, the ‘‘main purpose’’ rules that the Senate
rejected in 1999 in connection with its consideration of the pro-
posed U.S.-Italy and U.S.-Slovenia treaties. The rule was included
at the request of the United Kingdom, which has similar provisions
in many of its tax treaties.

The purpose of the rule, from the U.K. perspective, is to prevent
residents of third countries from improperly obtaining the reduced
rates of U.K. tax provided under the treaty by channeling pay-
ments to a third country resident through a U.S. resident. From
the U.S. perspective, the rule is generally unnecessary, because
U.S. domestic law provides detailed rules governing arrangements
to reduce U.S. tax through the use of conduits.

The proposed treaty also raises issues with respect to the waiver
of the U.S. insurance excise tax, the treatment of dividend sub-
stitute payments, the attribution of profits to permanent establish-
ments, the treatment of shipping income, the creditability of the
U.K. petroleum revenue tax for purposes of the U.S. foreign tax
credit, and the treatment of visiting teachers, all of which are dis-
cussed in detail in the Joint Committee staff pamphlet on the pro-
posed treaty.

The proposed protocol with Australia makes several modifica-
tions to the 1982 treaty. The provisions of the proposed protocol are
generally consistent with the U.S. model treaty. The proposed pro-
tocol reduces source country withholding tax rates under the exist-
ing treaty with respect to dividends, interest, and royalties.
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1 This document may be cited as follows: Joint Committee on Taxation, Testimony of the Staff
of the Joint Committee on Taxation Before the Senate Committee on Foreign Relations Hearing
on a Proposed Tax Treaty with the United Kingdom and Proposed Protocols to Tax Treaties with
Australia and Mexico (JCX-14-03), March 3, 2003.

1 Joint Committee on Taxation, Explanation of Proposed Income Tax Treaty Between the
United States and the United Kingdom (JCS-4-03), March 3, 2003, at 73-74.

In addition to adopting the zero-rate provision for certain inter-
company dividends, the modified dividends provision also provides
a maximum withholding tax rate of 5 percent on dividends meeting
a 10-percent ownership threshold, consistent with the U.S. model.
In other cases, the 15-percent rate of the existing treaty is main-
tained, also consistent with the U.S. model.

With respect to interest, the proposed protocol continues to allow
source country withholding tax at a rate of 10 percent, but gen-
erally allows a zero rate for interest received by financial institu-
tions and governmental entities. The U.S. model does not allow
source country withholding tax with respect to interest.

The proposed protocol also retains source country taxation of roy-
alties under the existing treaty, but reduces the maximum level of
withholding tax from 10 percent to 5 percent. In addition, the pro-
posed protocol amends the definition of royalties to remove equip-
ment leasing income, thus eliminating the withholding tax on this
income and rendering it taxable by the source country only if the
recipient has a permanent establishment in that country. The U.S.
model does not allow source country withholding tax with respect
to royalties.

The proposed protocol also amends the shipping income provi-
sions under the existing treaty to reflect more closely the treatment
of such income under the U.S. model treaty.

The proposed protocol with Mexico makes several modifications
to the 1992 treaty, but the adoption of the zero-rate dividends pro-
vision is the principal change and was the impetus behind the pro-
tocol. Under the existing treaty, if the United States adopts a with-
holding tax rate on dividends lower than 5 percent in another trea-
ty, the United States and Mexico have agreed to promptly amend
their treaty to incorporate that lower rate. The inclusion of zero-
rate dividends provisions in the proposed treaty with the United
Kingdom and the proposed protocol with Australia would trigger
this obligation, and the inclusion of the provision in the proposed
protocol with Mexico is responsive to it.

These provisions and issues are all discussed in more detail in
the Joint Committee staff pamphlets on the proposed treaty and
protocols.

I would be happy to answer any questions that the committee
may have at this time or in the future. Thank you.

[The prepared statement of the staff of the Joint Committee on
Taxation follows:]

PREPARED STATEMENT OF THE STAFF OF THE JOINT COMMITTEE ON TAXATION,1 PRE-
SENTED BY DAVID NOREN, LEGISLATION COUNSEL, JOINT COMMITTEE ON TAXATION

My name is David Noren. I am Legislation Counsel to the Joint Committee on
Taxation. It is my pleasure to present the testimony of the staff of the Joint Com-
mittee on Taxation (the ‘‘Joint Committee staff’’) today concerning the proposed in-
come tax treaty with the United Kingdom and the proposed protocols to the existing
income tax treaties with Australia and Mexico.
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OVERVIEW

As in the past, the Joint Committee staff has prepared pamphlets covering the
proposed treaty and protocols. The pamphlets provide detailed descriptions of the
provisions of the proposed treaty and protocols, including comparisons with the 1996
U.S. model income tax treaty, which reflects preferred U.S. treaty policy, and with
other recent U.S. tax treaties. The pamphlets also provide detailed discussions of
issues raised by the proposed treaty and protocols. We consulted with the Depart-
ment of the Treasury and with the staff of your Committee in analyzing the pro-
posed treaty and protocols and in preparing the pamphlets.

The proposed treaty with the United Kingdom would replace an existing treaty
signed in 1975. The proposed protocol with Australia would make several modifica-
tions to an existing treaty signed in 1982. The proposed protocol with Mexico would
make several modifications to an existing treaty signed in 1992.

My testimony will highlight some of the key features of the proposed treaty and
protocols and certain issues that they raise.

‘‘ZERO-RATE’’ DIVIDEND PROVISIONS

One new feature of the proposed treaty and protocols is the ‘‘zero rate’’ of with-
holding tax on certain intercompany dividends provided under all three instru-
ments. These provisions do not appear in the U.S. model treaty or in any existing
U.S. treaty, and their inclusion in the proposed treaty and protocols represents a
significant development in U.S. tax treaty practice.

These provisions would eliminate source-country withholding tax on cross-border
dividends paid by one corporation to another corporation that owns at least 80 per-
cent of the stock of the dividend-paying corporation, provided that certain conditions
are met. Under the current treaties with the United Kingdom and Mexico, these
dividends may be subject to withholding tax at a rate of 5 percent. Under the cur-
rent treaty with Australia, these dividends may be subject to withholding tax at a
rate of 15 percent. The elimination of the withholding tax under these cir-
cumstances is intended to further reduce the tax barriers to direct investment be-
tween the United States and these treaty partners.

Although no existing U.S. treaty provides for a complete exemption from with-
holding tax under these circumstances, many bilateral treaties to which the United
States is not a party eliminate withholding taxes under similar circumstances. The
same result has been achieved within the European Union by E.U. directive. Thus,
although these zero-rate provisions are unprecedented in U.S. treaty history, there
is substantial precedent for them in the experience of other countries.

Looking beyond the three treaty relationships directly at issue, the Committee
may wish to determine whether the inclusion of zero-rate provisions in the proposed
treaty and protocols signals a broader shift in U.S. tax treaty policy. Specifically,
the Committee may want to know whether and under what circumstances the De-
partment of the Treasury intends to pursue similar provisions in other treaties, and
whether the U.S. model treaty will be amended to reflect these developments.

UNITED KINGDOM

The proposed treaty with the United Kingdom is a comprehensive update of the
1975 treaty. The provisions of the proposed treaty are generally consistent with the
U.S. model treaty. While the zero-rate provision is of particular interest, the pro-
posed treaty includes several other key features.

The proposed treaty includes a comprehensive anti-treaty-shopping provision,
which resembles the provisions of the U.S. model treaty and other recent treaties.
The existing treaty with the United Kingdom, like other treaties of its era, does not
include a comprehensive anti-treaty-shopping provision.

The proposed treaty also includes an extensive set of rules designed to coordinate
the pension plans and other retirement arrangements provided under the laws of
the two countries. These rules would facilitate retirement planning using the tax-
favored vehicles available under U.S. and U.K. law in cases involving individuals
who live for some period of time in both countries.

The proposed treaty includes a general ‘‘anti-conduit’’ rule that can operate to
deny the benefits of several articles of the treaty. This rule is not found in any other
U.S. treaty, and it is not included in the U.S. model. The rule is similar to, but sig-
nificantly narrower and more precise than, the ‘‘main purpose’’ rules that the Senate
rejected in 1999 in connection with its consideration of the proposed U.S.-Italy and
U.S.-Slovenia treaties. The rule was included at the request of the United Kingdom,
which has similar provisions in many of its tax treaties. The purpose of the rule,
from the U.K. perspective, is to prevent residents of third countries from improperly
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obtaining the reduced rates of U.K. tax provided under the treaty by channeling
payments to a third-country resident through a U.S. resident. From the U.S. per-
spective, the rule is generally unnecessary, because U.S. domestic law provides de-
tailed rules governing arrangements to reduce U.S. tax through the use of conduits.

The proposed treaty also raises issues with respect to the waiver of the U.S. in-
surance excise tax, the treatment of dividend substitute payments, the attribution
of profits to permanent establishments, the treatment of shipping income, the cred-
itability of the U.K. petroleum revenue tax under the U.S. foreign tax credit rules,
and the treatment of visiting teachers, all of which are discussed in detail in the
Joint Committee staff pamphlet on the proposed treaty.

AUSTRALIA

The proposed protocol with Australia makes several modifications to the 1982
treaty. The provisions of the proposed protocol are generally consistent with the
U.S. model treaty.

The proposed protocol reduces source-country withholding tax rates under the ex-
isting treaty with respect to dividends, interest, and royalties. In addition to adopt-
ing the zero-rate provision for certain intercompany dividends, the modified divi-
dends provision also provides a maximum withholding tax rate of 5 percent on divi-
dends meeting a 10-percent ownership threshold, consistent with the U.S. model. In
other cases, the 15-percent rate of the existing treaty is maintained, also consistent
with the U.S. model.

With respect to interest, the proposed protocol continues to allow source-country
withholding tax at a rate of 10 percent, but generally allows a zero rate for interest
received by financial institutions and governmental entities. The U.S. model does
not allow source-country withholding tax with respect to interest.

The proposed protocol also retains source-country taxation of royalties under the
existing treaty, but reduces the maximum level of withholding tax from 10 percent
to 5 percent. In addition, the proposed protocol amends the definition of royalties
to remove equipment leasing income, thus eliminating the withholding tax on this
income and rendering it taxable by the source country only if the recipient has a
permanent establishment in that country. The U.S. model does not allow source-
country withholding tax with respect to royalties.

The proposed protocol also amends the shipping income provisions under the ex-
isting treaty to reflect more closely the treatment of such income under the U.S.
model treaty.

MEXICO

The proposed protocol with Mexico makes several modifications to the 1992 trea-
ty, but the adoption of the zero-rate dividends provision is the principal change and
was the impetus behind the protocol. Under the existing treaty, if the United States
adopts a withholding tax rate on dividends lower than 5 percent in another treaty,
the United States and Mexico have agreed to promptly amend their treaty to incor-
porate that lower rate. The inclusion of zero-rate dividends provisions in the pro-
posed treaty with the United Kingdom and the proposed protocol with Australia
would trigger this obligation, and the inclusion of the provision in the proposed pro-
tocol with Mexico is responsive to it.

CONCLUSION

These provisions and issues are all discussed in more detail in the Joint Com-
mittee staff pamphlets on the proposed treaty and protocols. I would be happy to
answer any questions that the Committee may have at this time or in the future.

Senator HAGEL. Mr. Noren, thank you. Again, thank you each for
your testimony.

Ms. Angus, your testimony is very complete, and we appreciate
that very much.

Let me begin with part of Mr. Noren’s testimony. In your testi-
mony, page 2, you ask specifically, ‘‘the committee may want to
know whether and under what circumstances the Department of
the Treasury intends to pursue similar provisions in other trea-
ties,’’ referencing zero-rate provisions, and I noted in the last part
of your testimony, Ms. Angus, that you reference treaties currently
under negotiation, which I want to visit a little bit about.
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That might be a good starting question to ask you to respond to,
and you I am sure were very attentive to Mr. Noren’s commentary
this afternoon. Why don’t we start there with his question, because
I had a similar question that I wanted to ask as well, and I think
you understand what his point is, so have at it. Thank you.

Ms. ANGUS. Thank you, Mr. Chairman. We believe that provi-
sions that eliminate the withholding tax on dividends can be very
beneficial. In the case of intercompany dividends, such provisions
do serve to reduce what can be a significant barrier to cross-border
investment, and it is something that we believe that we should con-
sider.

Some years ago, most countries retained the right to impose a
withholding tax on dividends, but more and more countries are
eliminating their withholding taxes on dividends by treaty, and as
Mr. Noren pointed out, the European Union has done it as well,
so that dividends paid by a company in one European country to
a parent in another European country are not subject to with-
holding tax. It is something that we believe we need to consider in
order to help to eliminate these cross-border investment barriers
between the U.S. and our trading partners.

That said, it is something that we need to look at very carefully,
and we believe that there are some clear parameters that need to
be included as we consider eliminating withholding taxes on divi-
dends. One is a strong and effective anti-treaty-shopping provision.
Also the information exchange provisions that are needed to ensure
that we have access to the information to be able to test the anti-
treaty-shopping provision and determine that the dividend really is
being paid to someone who is resident of the other country.

That is critically important when we are talking about beginning
to include a benefit in our treaties that has not traditionally been
included in our treaties, because treaty shopping will be a par-
ticular concern there. As we are only beginning to include this pro-
vision, we need to be particularly vigilant about treaty shopping.

In looking at considering this elimination, we really think we
need to look at the balance of benefits of the treaty, and it is some-
thing that we should consider in our existing relationships and our
new treaty relationships as we go forward.

Senator HAGEL. The list of treaties under negotiation in your tes-
timony, can you tell the committee whether you are currently look-
ing at or intending to put zero-rate provisions in any of these?

Ms. ANGUS. It is certainly something that we are considering,
and there has been significant interest from some of our treaty
partners. Some of our treaty partners have policies of maintaining
withholding taxes not just on dividends, but in some cases, on in-
terest and royalties as well, and we work to try to reduce those
withholding taxes. But there are other countries that have long
held policies of eliminating withholding taxes on interest and royal-
ties and that are beginning to seek to reduce them in the case of
dividends as well, and so it is something that we are discussing
with our treaty partners in Europe, as well as some of our other
treaty partners.

There has been a great deal of interest in the inclusion of this
provision in the treaties that are pending before the committee
today. I know that not only are there many in the business commu-
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nity that are eagerly waiting to see what the reaction to these trea-
ties is from the committee, but also there are countries around the
world that are waiting to see what the reaction is.

Senator HAGEL. But none specifically that you would point out
here in your list of treaties under negotiation that you focused on?

Ms. ANGUS. I think it is really hard to point to a specific country,
since all of our negotiations are ongoing, and as I said, we really
think this is something that we need to look at in the context of
the whole balance of the treaty. As an initial matter, we need to
make sure that we are able to include our preferred position on
anti-treaty-shopping provisions, but beyond that, we need to make
sure that the balance of benefits in the treaty is set at the optimal
level. And it is fair to say that when you are negotiating any deal,
no element of it is finished until it is all finished.

Senator HAGEL. All right. Thank you.
Mr. Noren, do you have any comments on this?
Mr. NOREN. The Joint Committee staff does not have a general

position on the appropriateness of zero-rate dividends provisions. I
think if you look at our pamphlets, we clearly are of the view that
there are potentially significant benefits from doing this, arising
from mitigating double taxation and further reducing barriers to
cross-border investment.

The benefit of doing this is arguably amplified, given that many
other countries seem to be doing it as well; conversely, the competi-
tive disadvantage to the country if we were not to start doing this
is arguably greater the more prevalent it becomes generally. I
would agree with everything that Ms. Angus has said about the in-
ability to develop a general position as to whether it is appropriate
in all cases, and I think that the kinds of things she mentioned are
exactly the kinds of things that we have to think about: Do we
have strong anti-treaty-shopping rules with that treaty partner? Do
we have strong information exchange agreements? We might want
to review the tax system of the treaty partner. Does that treaty
partner have a comprehensive income tax system that imposes tax
at rates that are in the same ball park as the rates of our system?

So those are the kinds of things that I think we would have to
think about on a case-by-case basis.

Senator HAGEL. Thank you. Staying with this flow, Ms. Angus,
something that Mr. Noren just said about significant barriers cre-
ated by tax systems that still remain in cross-border investment,
what would you say we all need to continue to work on in that gen-
eral area of significant barriers that still remain, Mr. Noren ref-
erenced, within the tax structure systems of countries?

Ms. ANGUS. Well, I think there are a number of things that we
need to look to. We certainly need to continue our policy of seeking
to reduce withholding taxes and seeking to get provisions in our
treaties in place that do everything that they can to eliminate dou-
ble taxation. There are some evolving issues that I think we will
need to pay continuing attention to, and increasing attention to.

One area is the issues that arise because of developments in
technology. As technology develops and enables business to further
globalize their operations, more international tax issues arise that
need to be addressed in the tax treaty context in order to ensure
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that double taxation on the activities associated with that tech-
nology is avoided.

A lot of the tax treaty concepts that have developed over the
years were developed in a world that was looking at bricks-and-
mortar business. As we go to a more technology-based economy and
greater reliance on services, we need to make sure that the rules
that we have that assign taxing rights between countries and that
operate to prevent double taxation work properly in the context of
what some refer to as the new economy.

Another issue that we are encountering increasingly is the issue
of individuals who will spend part of their career working in one
country and part working in another, or maybe in several countries
over the course of their career. The proposed treaty with the U.K.
includes a comprehensive set of provisions dealing with coordi-
nating the tax treatment of pensions, both pension benefits and
pension contributions, between the two countries so that an indi-
vidual who throughout his career has been saving for his retire-
ment does not find in his retirement years that his pension is being
eaten up by taxation from a foreign country that he did not antici-
pate. We were able with the U.K. to do a very comprehensive set
of provisions coordinating the pension rules because of some basic
similarities between our systems, but that is something that we
need to continue to look to with other countries so that taxes not
only are not a barrier to movements of capital, but also are not a
barrier to movements of people.

Senator HAGEL. Mr. Noren, would you have any comment on
this?

Mr. NOREN. I do not have anything to add to that.
Senator HAGEL. OK, thank you.
Ms. Angus, what are your projections, and maybe you had them

in here, or do you have projections on the revenue impact of the
treaty and the protocols?

Ms. ANGUS. The purpose of the treaties, as we have talked about
here today, is to protect taxpayers from double taxation by allo-
cating taxing rights between the two countries, so between the
United States and between our treaty partner. We also seek to
avoid excessive taxation by reducing withholding taxes, including
the withholding taxes on dividends that we have talked about here
today.

Depending on the specific circumstances, the net effect of all of
the provisions in the treaty may be a short-term revenue gain or
loss when you look just in the short-term and just at tax revenues.
I think the key point is that a tax treaty is a negotiated agreement
under which both countries expect to be better off in the long run.
We believe that treaties provide significant economic benefits to the
United States, to our treaty partner, and to both of our business
communities, and so we believe that the short-term revenue effects
of a treaty can pale in comparison to its long-term benefits.

The treaties provide greater certainty and a more stable environ-
ment for foreign investment. They reduce tax-related barriers to
cross-border investment that will allow for a more productive allo-
cation of capital. This stability and enhanced capital flow will have
positive effects on the economies of both countries.
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Senator HAGEL. Thank you, Ms. Angus. Mr. Noren, would you
like to respond?

Mr. NOREN. I would echo everything that Ms. Angus said and
just note that traditionally Congress and the President and the
Treasury Department have treated treaties as being essentially in
a category of their own, as being not a part of the budget process,
and so it has been the custom not to provide detailed revenue esti-
mates of proposed treaties. As Ms. Angus says, they are negotiated
agreements in which two different countries each agree to yield
some of their taxing jurisdiction with a view toward achieving
these larger benefits.

Senator HAGEL. Thank you. We have had some general reference
to future treaties and the protocols that will continue to be re-
quired, as we are doing two of today, to adjust to the new dynam-
ics, new challenges and as you pointed out, Ms. Angus, especially
technology is changing things so rapidly that we have to try to as-
sure that our policies are at least consistent with the reality of
what the marketplace is, and all the other challenges that we are
dealing with.

In that regard, would you consider the U.S.-U.K. treaty in to-
day’s 2003 terms, and maybe out a couple of years, a model for
what you can use as you negotiate out these treaties you are work-
ing on now, and into the future?

Ms. ANGUS. I think in some senses it can be viewed as a model.
It reflects some important developments and a lot of detailed work
on dealing with some of these emerging issues, the pension issue
for one. It was the first treaty that the United States signed that
would eliminate the withholding tax on intercompany dividends.
But the U.K. treaty is a function of the need to mesh the two par-
ticular tax systems, to mesh our tax system with the particular tax
system of the U.K.

We have some common features of our systems that allowed us
to mesh things sometimes more easily than may arise with other
countries. That said, even with our close history with the United
Kingdom, they have some aspects of their tax system that are
unique and that created particular issues, so there were special
rules we needed to deal with in order to mesh our system with
those elements of theirs.

To be fair, our own system certainly contains a lot of rules that
add to the complexity of this meshing of systems process as well.
I think there are many important things in the U.K. treaty that
we ought to be considering in other treaties, while keeping in mind
that each treaty is intended to serve the purpose of meshing the
systems of two particular countries, and to foster the economic co-
operation between those two economies, and so there always will
be unique provisions in any treaty relationship.

Senator HAGEL. Thank you. Mr. Noren, would you like to re-
spond?

Mr. NOREN. The only thing I would add to that is that the Joint
Committee staff, in its tax simplification study, which was released
in the spring of 2001, made a recommendation that the U.S. model
treaty be updated more frequently than it is. Our recommendation
specifically was once per Congress, and I think that with the exist-
ing model treaty now being 7 years old, the tax treaty process
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might become somewhat more transparent, and congressional in-
volvement in the process improved, with more frequent updates of
the model.

Senator HAGEL. So we are not paying attention well enough up
here, is your kind way to say it, Mr. Noren.

We have been joined by our friend from Florida, who knows a lit-
tle something about taxes, former insurance commissioner, astro-
naut, all-around bon vivant, our friend the Senator from Florida,
Bill Nelson. Senator Nelson.

Senator NELSON. You go on. I am learning from you.
Senator HAGEL. That is a frightening prospect, if the Senator

from Florida says he is learning from me.
I mentioned, Ms. Angus, I wanted to go back to the additional

treaties that you were looking at, and you mention in your testi-
mony the Sri Lanka treaty might well be ready for transmittal to
the Senate fairly soon. Is there a consistency to the current treaties
that you have under negotiation that we could help you with up
here, or be better prepared to deal with some of these issues?

I think Mr. Noren’s point is a good one, and our staff, like any
staff, is pulled in many directions here, and we never have enough
time and attention, but if there are things that you could point us
toward where we could be preparing ourselves maybe more effec-
tively than we have in the past, or to assist you or just stay out
of your way, then we would value that, so take any piece of that
that you like.

Ms. ANGUS. Well, thank you, Mr. Chairman, we very much ap-
preciate the assistance of this committee and the interest of this
committee in tax treaties, and we very much appreciate the work
of the staff of this committee. We who are focused on taxes recog-
nize that your committee and your staff has so many other prior-
ities and responsibilities beyond our world of taxes and tax trea-
ties.

On the issue of the model treaty, we certainly agree with the
comments about the need to make sure that we have a model that
provides the guidance that it ought to provide. It is useful as a doc-
ument on which to base discussions with this committee and your
staffs, and it also serves to provide information to taxpayers as
well, and so a model treaty is a way to disseminate that sort of in-
formation, as treaty practice evolves. Now, that said, we do need
to balance the work in publishing a model with the work in negoti-
ating new treaties, so that is always a balancing matter.

In terms of the treaties that we are negotiating currently, we
have a very active schedule, and we are dealing with a range of sit-
uations, some renegotiations of existing treaties in order to mod-
ernize and update those treaties, and some situations where we are
dealing with the need to address more targeted issues within a
treaty, and then we have some agreements that will represent the
first treaty relationship with a country. The agreement that we
were able to sign recently with Sri Lanka is an example of that.
That entire relationship will be our first tax treaty relationship
with that country.

The issues that arise when we are looking at renegotiation of a
treaty sometimes are different than with a new treaty, but in all
cases, the goals are the same.
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Senator HAGEL. Mr. Noren, would you like to add anything to
that?

Mr. NOREN. No, Senator.
Senator HAGEL. Senator Nelson, I am going to submit some spe-

cific, more technical questions to the Treasury, just to let you
know, and so I am not going to get into those now, but just to make
you aware of that, and I am going to ask Senator Nelson now if
he has questions or anything he would like to add.

Senator NELSON. May I ask a question?
Senator HAGEL. Yes, sir.
Senator NELSON. We do a lot of business back and forth in insur-

ance, and I am curious, does the U.K. tax imposed on U.K. insurers
and reinsurers such as a lot of activities that spin off from Lloyd’s,
does that U.K. tax on insurance premium income result in a bur-
den that is substantial in relationship to the U.S. tax?

Ms. ANGUS. Senator, yes, it does. Our treaty, our current treaty
with the U.K. includes a provision that waives the U.S. insurance
excise tax on premiums paid to foreign insurers. The provision in
the existing treaty does not have the anti-abuse rule that we prefer
to see in our treaties, and that is included in our recent treaties.

So one of the significant improvements we feel we were able to
make with the proposed treaty with the U.K. was to include just
that sort of anti-abuse rule, an anti-conduit provision that would
prevent the residents of third countries, including countries that do
not have significant taxation of insurance operations, from being
able to funnel their activities through the U.K. in order to get the
benefit of the agreement that we have reached with the U.K.

In looking at this matter, in addition to wanting to ensure that
we were able to add to what is in the existing treaty in order to
have this anti-abuse rule, we also conducted a thorough review of
the U.K. tax law and of information about the U.K. tax treatment
of insurance, and that review demonstrated that insurance compa-
nies that are resident in the U.K. are subject to a substantial level
of tax in the U.K. So that was part of our review of this provision
as well.

Senator NELSON. Would one of those third parties be an example
like Bermuda, that has very little taxation of any income coming
in from insurance?

Ms. ANGUS. That would be an example, and that is why we
thought, particularly with the size of the insurance market in the
U.K., that it was critically important to update our treaty relation-
ship to include this anti-abuse rule so that companies in other
countries that have the lower tax burdens on insurance cannot
take advantage of a provision in the U.K. treaty and get a reduc-
tion in U.S. tax to which they should not be entitled.

Senator NELSON. Thank you, Mr. Chairman. I appreciate it.
Senator HAGEL. Senator Nelson, thank you. Unless our two wit-

nesses have any further comments or additional contributions, we
are grateful for your testimony and your time and, as I said, we
will submit additional questions. Thank you very much.

Mr. Reinsch. Well, I have introduced you once, but I will take the
opportunity to introduce you again. Those of you who are familiar
with this committee and economic issues, great issues of our time,
know our second witness, the Hon. William Reinsch, president of

VerDate 11-MAY-2000 16:08 May 27, 2003 Jkt 000000 PO 00000 Frm 00035 Fmt 6633 Sfmt 6602 87143 SFORELA1 PsN: SFORELA1



32

the National Foreign Trade Council here in Washington, who has
had many senior-level positions with our government, and we are
grateful, Bill, that you would find time to spend some of that time
with us today, so please proceed with your testimony.

STATEMENT OF HON. WILLIAM A. REINSCH, PRESIDENT,
NATIONAL FOREIGN TRADE COUNCIL, INC., WASHINGTON, DC

Mr. REINSCH. Thank you, Mr. Chairman. It is an honor to be
back. I recall the last time I was here when you were the Chair,
we were discussing the effect on the domestic and commercial com-
munications satellite industry of various congressional actions with
respect to exports. I believe this is a less controversial topic, and
I am pleased to be here.

Let me say I am also accompanied by Mary C. Bennett, of the
law firm of Baker and McKenzie, who is the National Foreign
Trade Council’s [NFTC] counsel in this area, and she is going to
help me answer all the hard questions. I am going to deliver an
abbreviated statement in the hopes that you will put my entire
statement in the record.

Senator HAGEL. Your complete statement will be in the record.
Mr. REINSCH. Thank you. The NFTC is honored to be here, and

pleased to recommend ratification of the treaty and protocols under
consideration by the committee today. We appreciate your action,
Mr. Chairman, in scheduling this hearing so promptly, and we
strongly urge the committee to reaffirm the United States’ historic
opposition to double taxation by giving its full support to the pend-
ing treaty and protocols.

You know who we are at the NFTC, and you know what our
goals are and what we stand for. We seek to foster an environment
in which U.S. companies can be dynamic and effective competitors
in the international business arena. To achieve this goal, American
businesses must be able to participate fully in business activities
throughout the world through the export of goods, services, tech-
nology, and entertainment, and through direct investment in facili-
ties abroad.

As global competition grows ever more intense, it is vital to the
health of U.S. enterprises and to their continuing ability to con-
tribute to the U.S. economy that they be free from excessive foreign
taxes or double taxation that can serve as a barrier to full partici-
pation in the international marketplace. Tax treaties are a crucial
component of the framework that is necessary to allow such bal-
anced competition. That is why the NFTC has long supported the
expansion and strengthening of the U.S. tax treaty network, and
why we are here today to recommend ratification of the tax conven-
tion protocol with the U.K. and the protocols amending the tax con-
ventions with Australia and Mexico.

It is important to note that taxpayers are not the only bene-
ficiaries of tax treaties. Treaties protect the legitimate enforcement
interest of the U.S. Treasury by providing for the exchange of infor-
mation between tax authorities. Treaties have also provided a
framework for the resolution of disputes with respect to overlap-
ping claims by the respective governments.

In particular, the practices of the competent authorities under
the treaties have led to agreements known as advanced pricing
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agreements, or APA’s, through which tax authorities of the United
States and other countries have been able to avoid costly and un-
productive disputes over appropriate transfer prices for the trade
in goods and services between related entities.

The treaty and protocols that are under your consideration today,
Mr. Chairman, are a good illustration of the contribution such
agreements can make to improving both the economic competitive-
ness of U.S. companies and the proper administration of U.S. tax
laws in the international arena.

For example, the U.K., Australian, and Mexican agreements con-
tain a provision new to U.S. treaty policy which calls for a zero rate
of withholding tax on dividends paid to parent corporations from
their 80 percent or greater owned subsidiaries. The existing of a
withholding tax on cross-border parent-subsidiary dividends, even
at the 5 percent rate previously typical in U.S. treaties, has served
as a tariff-like barrier to cross-border investment flows.

Without a zero rate, the combination of the underlying corporate
tax and the withholding tax on the dividend will often lead to un-
usable excess foreign tax credits in the parent’s hands, resulting in
a lower return from a cross-border investment than from a com-
parable domestic investment. This sort of multiple taxation of prof-
its within a corporate group leads to exactly the kind of distortion
in investment decisions that tax treaties are meant to prevent.

If U.S. businesses are going to maintain a competitive position
around the world, we need a treaty policy that protects us from
multiple or excessive levels of foreign tax on our cross-border in-
vestments, particularly if our competitors already enjoy that ad-
vantage.

The United States has lagged behind other developed countries
in eliminating this withholding tax and leveling the playing field
for cross-border investment. For example, the European Union
eliminated this tax on intra-E.U. parent-subsidiary dividends over
a decade ago, and dozens of bilateral treaties between foreign coun-
tries have also followed that route. The majority of OECD countries
now have bilateral treaties in place that provide for a zero rate on
parent-subsidiary dividends.

The NFTC has for years urged Treasury to change U.S. treaty
policy to allow for this zero rate on dividends, and we highly com-
mend Treasury for taking the first steps in that direction by negoti-
ating the agreements before the committee today. We strongly urge
you and the committee to promptly approve each of these agree-
ments, and we hope that subsequently the Senate’s ratification will
help Treasury negotiate similar agreements with many more coun-
tries.

We would also like to confirm to the committee our belief that
it is worthwhile to negotiate for the inclusion of this provision even
in treaties with countries whose domestic law already provides for
a zero rate on dividends, such as the United Kingdom. Doing so
has the effect of locking in the benefit of the zero rate, protecting
U.S. parent companies from subsequent changes to the foreign tax
regime.

The formal acceptance of the zero rate principle by treaty also
serves as a valuable precedent, confirming to other prospective
treaty partners the U.S. commitment to this policy.
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These treaties are important to the U.S. business community be-
cause of the actual and precedential effect of eliminating the with-
holding tax on parent-subsidiary dividends, and because of several
other benefits they introduce. For example, the U.K. treaty in-
cludes significant new provisions comparable to the U.S. model
guaranteeing reciprocal recognition of each country’s pension plans.
That treaty also includes arrangements aimed at eliminating dou-
ble taxation of income and gains from stock option plans. These
provisions will eliminate substantial difficulties that would other-
wise be faced by migratory employees as well as their employers.

In addition to its elimination of the withholding tax on parent-
subsidiary dividends, the Australian protocol includes welcome de-
ductions in the withholding tax rates on interest, royalties, and
equipment rentals, bringing the rates closer to the U.S. model. The
protocol to the U.S.-Mexico treaty includes an amendment that
clarifies the ability of the U.S. taxpayer to treat income that may
be taxed by Mexico under the treaty as having its source in Mexico
so as to allow the U.S. resident a foreign tax credit for that Mexi-
can tax. The zero rate on dividends paid to pension funds under
the U.K. and Mexico agreements should attract investments from
those funds into U.S. stocks.

We are particularly hopeful that the Senate will be able to com-
plete its ratification procedures during the month of March so that
instruments of ratification will be exchanged before April 1, 2003.
This will prevent a year’s delay in access to the U.K. treaty’s relief
from U.K. corporate tax under provisions such as the new pension
rules, since that relief goes into effect only for financial years be-
ginning on or after the April 1 immediately following the exchange
of instruments of ratification.

As it has done in the past, the NFTC urges you to reject opposi-
tion to the treaty based on the presence or absence of a single pro-
vision, not that we know of any opposition in this case anyway. No
process that is as laden with competing considerations as the nego-
tiation of a full-scale tax treaty between sovereign States will be
able to produce an agreement that will completely satisfy every
possible constituency, and no such result should be expected.

On the whole, we applaud the U.S. negotiators for achieving
agreements that reflect as well as these treaties do the positions
of the U.S. model and the views expressed by the U.S. business
community. The NFTC strongly supports the efforts of the IRS and
the Treasury to promote continuing international consensus on the
appropriate transfer pricing standards, as well as innovative proce-
dures for implementing that consensus.

We applaud the continued growth of the APA program, which is
designed to achieve agreement between taxpayers and revenue au-
thorities on the proper pricing methodology to be used before dis-
putes arise. We commend the IRS’ ongoing efforts to refine and im-
prove the operation of the competent authority process under trea-
ties to make it a more efficient and reliable means of avoiding dou-
ble taxation.

The NFTC also wants to reaffirm its support for the existing pro-
cedure by which Treasury consults on a regular basis with this
committee, with the tax-writing committees, and the appropriate
congressional staffs concerning treaty issues and negotiations, and
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the interaction between treaties and developing tax legislation. We
encourage all participants in such consultations to give them a
high priority.

We also respectfully encourage this committee to schedule tax
treaties with a minimum of delay after receiving the agreements
from the executive branch in order to enable improvements in the
treaty networks to enter into effect as quickly as possible, precisely
as you are doing in this case.

The NFTC also wishes to reaffirm its view, frequently voiced in
the past, that Congress should avoid occasions of overriding by sub-
sequent domestic legislation the U.S. treaty commitments that are
approved by this committee. We believe that consultation and nego-
tiation and mutual agreement upon changes, rather than unilateral
legislative abrogation of treaty commitments, better supports the
mutual goals of the treaty partners.

Finally, we are grateful to the chairman and the other members
of the committee for giving international economic relations promi-
nence in the committee’s agenda, not only with respect to this
issue, Mr. Chairman, but with respect to a number of other issues
that have been placed on the full committee’s agenda. We believe
this is both important and welcome, and very impressive, particu-
larly so soon after the new Congress, and when the demands on
the committee’s time in so many other areas are pressing.

We would also like to express our appreciation for the remark-
able efforts of both the majority and the minority staffs which have
allowed this hearing to be scheduled and held so efficiently. We re-
spectfully urge the committee to proceed with ratification of these
agreements as expeditiously as possible.

Thank you.
[The prepared statement of Mr. Reinsch follows:]

PREPARED STATEMENT OF HON. WILLIAM A. REINSCH, PRESIDENT, NATIONAL
FOREIGN TRADE COUNCIL, INC.

Mr. Chairman and Members of the Committee:
The National Foreign Trade Council (NFTC) is pleased to recommend ratification

of the treaty and protocols under consideration by the Committee today. We appre-
ciate the Chairman’s actions in scheduling this hearing so promptly, and we strong-
ly urge the Committee to reaffirm the United States’ historic opposition to double
taxation by giving its full support to the pending treaty and protocols.

The National Foreign Trade Council, organized in 1914, is an association of some
350 U.S. business enterprises engaged in all aspects of international trade and in-
vestment. Our membership covers the full spectrum of industrial, commercial, finan-
cial, and service activities, and the NFTC therefore seeks to foster an environment
in which U.S. companies can be dynamic and effective competitors in the inter-
national business arena. To achieve this goal, American businesses must be able to
participate fully in business activities throughout the world, through the export of
goods, services, technology, and entertainment, and through direct investment in fa-
cilities abroad. As global competition grows ever more intense, it is vital to the
health of U.S. enterprises and to their continuing ability to contribute to the U.S.
economy that they be free from excessive foreign taxes or double taxation that can
serve as a barrier to full participation in the international marketplace. Tax treaties
are a crucial component of the framework that is necessary to allow such balanced
competition.

That is why the NFTC has long supported the expansion and strengthening of the
U.S. tax treaty network and why we are here today to recommend ratification of
the Tax Convention and Protocol with the United Kingdom and the Protocols
amending the Tax Conventions with Australia and Mexico.
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TAX TREATIES AND THEIR IMPORTANCE TO THE UNITED STATES

Tax treaties are bilateral agreements between the United States and foreign coun-
tries that serve to harmonize the tax systems of the two countries in respect of per-
sons involved in cross-border investment and trade. In the absence of tax treaties,
income from international transactions or investment may be subject to double tax-
ation: once by the country where the income arises and again by the country of the
income recipient’s residence. Tax treaties eliminate this double taxation by allo-
cating taxing jurisdiction over the income between the two countries.

In addition, the tax systems of most countries impose withholding taxes, fre-
quently at high rates, on payments of dividends, interest, and royalties to for-
eigners, and treaties are the mechanism by which these taxes are lowered on a bi-
lateral basis. If U.S. enterprises earning such income abroad cannot enjoy the re-
duced foreign withholding rates offered by a tax treaty, they are liable to suffer ex-
cessive and noncreditable levels of foreign tax and to be at a competitive disadvan-
tage relative to traders and investors from other countries that do have such bene-
fits. Thus, tax treaties serve to prevent this barrier to U.S. participation in inter-
national commerce.

Tax treaties also provide other features that are vital to the competitive position
of U.S. businesses. For example, by prescribing internationally agreed thresholds for
the imposition of taxation by foreign countries on inbound investment, and by re-
quiring foreign tax laws to be applied in a nondiscriminatory manner to U.S. enter-
prises, treaties offer a significant measure of certainty to potential investors. Simi-
larly, another extremely important benefit, which is available exclusively under tax
treaties, is the mutual agreement procedure, a bilateral administrative mechanism
for avoiding double taxation on cross-border transactions.

Taxpayers are not the only beneficiaries of tax treaties. Treaties protect the legiti-
mate enforcement interests of the U.S. Treasury by providing for the exchange of
information between tax authorities. Treaties have also provided a framework for
the resolution of disputes with respect to overlapping claims by the respective gov-
ernments, in particular, the practices of the Competent Authorities under the trea-
ties have led to agreements, known as ‘‘Advance Pricing Agreements’’ or ‘‘APAs,’’
through which tax authorities of the United States and other countries have been
able to avoid costly and unproductive disputes over appropriate transfer prices for
the trade in goods and services between related entities. APAs, which are agree-
ments jointly entered into between one or more countries and particular taxpayers,
have become common and increasingly popular procedures for countries and tax-
payers to settle their transfer pricing issues in advance of dispute. The clear trend
is that treaties are becoming an increasingly important tool used by tax authorities
and taxpayers alike in striving for fairer and more efficient application of the tax
laws.

Virtually all treaty relationships depend upon difficult and sometimes delicate ne-
gotiations aimed at resolving conflicts between the tax laws and policies of the nego-
tiating countries. The resulting compromises always reflect a series of concessions
by both countries from their preferred positions. Recognizing this, but also cognizant
of the vital role tax treaties play in creating a level playing field for enterprises en-
gaged in international commerce, the NFTC believes that treaties should be evalu-
ated on the basis of their overall effect in encouraging international flows of trade
and investment between the United States and the other country, in providing the
guidance enterprises need in planning for the future, in providing nondiscriminatory
treatment for U.S. traders and investors as compared to those of other countries,
and in meeting a minimum level of acceptability in comparison with the preferred
U.S. position and expressed goals of the business community. Slavish comparisons
of a particular treaty’s provisions with the U.S. Model or with treaties with other
countries do not provide an appropriate basis for analyzing a treaty’s value.

TREATIES BEFORE THE COMMITTEE TODAY

The treaty and protocols presently under consideration are a good illustration of
the contribution such agreements can make to improving both the economic com-
petitiveness of U.S. companies and the proper administration of U.S. tax laws in the
international arena. For example, the U.K., Australian, and Mexican agreements
contain a provision, new to U.S. treaty policy, which calls for a zero rate of with-
holding tax on dividends paid to parent corporations from their 80 percent or great-
er owned subsidiaries. The existence of a withholding tax on cross-border, parent-
subsidiary dividends, even at the 5 percent rate previously typical in U.S. treaties,
has served as a tariff-like barrier to cross-border investment flows. Without a zero
rate, the combination of the underlying corporate tax and the withholding tax on
the dividend will often lead to unusable excess foreign tax credits in the parent’s
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hands, resulting in a lower return from a cross-border investment than a com-
parable domestic investment. This sort of multiple taxation of profits within a cor-
porate group leads to exactly the kind of distortion in investment decisions that tax
treaties are meant to prevent. If U.S. businesses are going to maintain a competitive
position around the world, we need a treaty policy that protects us from multiple
or excessive levels of foreign tax on our cross-border investments, particularly if our
competitors already enjoy that advantage.

The United States has lagged behind other developed countries in eliminating this
withholding tax and leveling the playing field for cross-border investment. For ex-
ample, the European Union eliminated this tax on intra-EU, parent-subsidiary divi-
dends over a decade ago, and dozens of bilateral treaties between foreign countries
have also followed that route. The majority of OECD countries now have bilateral
treaties in place that provide for a zero rate on parent-subsidiary dividends. The
NFTC has for years urged Treasury to change U.S. treaty policy to allow for this
zero rate on dividends, and we highly commend Treasury for taking the first steps
in that direction by negotiating the U.K., Australian, and Mexican agreements be-
fore the Committee today. It is now up to this Committee to express its support for
this important new development in U.S. treaty policy, and we strongly urge you to
do that by your prompt approval of each of these agreements. We hope the Senate’s
ratification of these agreements will help Treasury negotiate similar agreements
with many more countries.

We would also like to confirm to the Committee our belief that it is worthwhile
to negotiate for the inclusion of this provision even in treaties with countries whose
domestic law already provides for a zero rate on dividends, such as the United King-
dom. Doing so has the effect of locking in the benefit of the zero rate, protecting
U.S. parent companies from subsequent changes to the foreign tax regime. The for-
mal acceptance of the zero rate principle by treaty also serves as a valuable prece-
dent, confirming to other prospective treaty partners the U.S. commitment to this
policy. We would also note that the revenue implications of eliminating the U.S.
withholding tax on dividends paid to U.K. parent companies is likely to be substan-
tially affected by the corresponding elimination of the notional 5 percent U.K. with-
holding tax on dividends to U.S. parents under the current Treaty, thereby elimi-
nating any U.S. obligation to give foreign tax credits for those amounts.

These treaties are important to the U.S. business community because of the ac-
tual and precedential effect of eliminating the withholding tax on parent-subsidiary
dividends and because of several other benefits they introduce. For example, the
U.K. Treaty includes significant new provisions, comparable to the U.S. Model,
guaranteeing reciprocal recognition of each country’s pension plans. That Treaty
also includes arrangements aimed at eliminating double taxation of income and
gains from stock option plans. These provisions will eliminate substantial difficulties
that would otherwise be faced by migratory employees and by their employers as
well. In addition to its elimination of the withholding tax on parent-subsidiary divi-
dends, the Australian Protocol includes welcome reductions in the withholding tax
rates on interest, royalties, and equipment rentals, bringing the rates closer to the
U.S. Model. The Protocol to the U.S.-Mexico Treaty includes an amendment to the
article on Relief from Double Taxation that clarifies the ability of a U.S. taxpayer
to treat income that may be taxed by Mexico under the Treaty as having its source
in Mexico, so as to allow the U.S. resident a foreign tax credit for that Mexican tax.
The zero rate on dividends paid to pension funds under the U.K. and Mexican
agreements should attract investment from those funds into U.S. stocks.

We are particularly hopeful that the Senate will be able to complete its ratifica-
tion procedures during the month of March so that instruments of ratification will
be exchanged before April 1, 2003. This will prevent a year’s delay in access to the
U.K. Treaty’s relief from U.K. corporate tax under provisions such as the new pen-
sion rules, since that relief goes into effect only for financial years beginning on or
after the April 1 immediately following the exchange of instruments of ratification.

These agreements also include important advantages for the administration of
U.S. tax laws and the implementation of U.S. treaty policy. They all offer the possi-
bility of administrative assistance between the relevant tax authorities. The agree-
ments also include modern safeguards against treaty-shopping in accordance with
U.S. policy. They reflect recent U.S. law changes aimed at preserving taxing juris-
diction over certain individuals who terminate their long-term residence within the
United States. They also reflect modern U.S. treaty policy on when reduced U.S.
withholding rates will apply to dividends paid by Regulated Investment Companies
(RICs) and Real Estate investment Trusts (REITs). Finally, the U.K. Treaty in-
cludes targeted anti-abuse rules aimed at preventing inappropriate use of the bene-
fits provided by the Treaty.
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GENERAL COMMENTS ON TAX TREATY POLICY

As it has done in the past, the NFTC urges you to reject opposition to a treaty
based on the presence or absence of a single provision. No process that is as laden
with competing considerations as the negotiation of a full-scale tax treaty between
sovereign states will be able to produce an agreement that will completely satisfy
every possible constituency, and no such result should be expected. On the whole,
the U.S. negotiators are to be applauded for achieving agreements that reflect as
well as these treaties do the positions of the U.S. Model and the views expressed
by the U.S. business community.

The NFTC also wishes to emphasize how important treaties are in creating, pre-
serving, and implementing an international consensus on the desirability of avoid-
ing double taxation, particularly with respect to transactions between related enti-
ties. The United States, together with many of its treaty partners, has worked long
and hard through the OECD and other fora to promote acceptance of the arm’s
length standard for pricing transactions between related parties. The worldwide ac-
ceptance of this standard, which is reflected in the intricate treaty network covering
the United States and dozens of other countries, is a tribute to governments’ com-
mitment to prevent conflicting income measurements from leading to double tax-
ation and the resulting distortions and barriers for healthy international trade.
Treaties are a crucial element in achieving this goal, because they contain an ex-
pression of both governments’ commitment to the arm’s length standard and provide
the only available bilateral mechanism, the competent authority procedure, to re-
solve any disputes about the application of the standard in practice.

The NFTC recognizes that determination of the appropriate arm’s length transfer
price for the exchange of goods and services between related entities is sometimes
a complex task that can lead to good faith disagreements between well-intentioned
parties. Nevertheless, the points of international agreement on the governing prin-
ciples far outnumber any points of disagreement. Indeed, after decades of close ex-
amination, governments around the world agree that the arm’s length principle is
the best available standard for determining the appropriate transfer price, because
of both its economic neutrality and its ability to be applied by taxpayers and rev-
enue authorities alike by reference to verifiable data.

The NFTC strongly supports the efforts of the lnternal Revenue Service and
Treasury to promote continuing international consensus on the appropriate transfer
pricing standards, as well as innovative procedures for implementing that con-
sensus. We applaud the continued growth of the APA program, which is designed
to achieve agreement between taxpayers and revenue authorities on the proper pric-
ing methodology to be used, before disputes arise. We commend the Internal Rev-
enue Service’s ongoing efforts to refine and improve the operation of the competent
authority process under treaties, to make it a more efficient and reliable means of
avoiding double taxation.

The NFTC also wishes to reaffirm its support for the existing procedure by which
Treasury consults on a regular basis with this Committee, the tax-writing Commit-
tees, and the appropriate Congressional staffs concerning treaty issues and negotia-
tions and the interaction between treaties and developing tax legislation. We en-
courage all participants in such consultations to give them a high priority. We also
respectfully encourage this Committee to schedule tax treaty hearings with a min-
imum of delay after receiving the agreements from the Executive Branch, in order
to enable improvements in the treaty network to enter into effect as quickly as pos-
sible, as you are doing in this case.

The NFTC also wishes to reaffirm its view, frequently voiced in the past, that
Congress should avoid occasions of overriding by subsequent domestic legislation the
U.S. treaty commitments that are approved by this Committee. We believe that con-
sultation, negotiation, and mutual agreement upon changes, rather than unilateral
legislative abrogation of treaty commitments, better supports the mutual goals of
treaty partners.

IN CONCLUSION

Finally, the Council is grateful to the Chairman and the Members of the Com-
mittee for giving international economic relations prominence in the Committee’s
agenda, particularly so soon in a new Congress, and when the demands upon the
Committee’s time are so pressing. We would also like to express our appreciation
for the remarkable efforts of both Majority and Minority staff which have allowed
this hearing to be scheduled and held in such a short period of time.

We respectfully urge the Committee to proceed with ratification of these agree-
ments as expeditiously as possible.
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Senator HAGEL. Mr. Reinsch, thank you. As always, helpful, and
we are grateful you would take time to be with us. You were here
over the last hour, and listened to the previous witnesses, their tes-
timony and their response to questions and I would like to go back
onto a couple of those tracks, because your perspective, the institu-
tions that you represent, essentially the consumers of the structure
that we are dealing with here, as always is critically important,
and I would ask you the question that I asked Ms. Angus about
the treaty that we are talking about today, the U.S.-U.K. treaty,
on, from your perspective, framing that up as a model for other
treaties as we negotiate those, realizing the variables and the dy-
namics are always a little different, but generally, and you alluded
to this in your testimony, and I think your term was, generally
your organization is supportive of what has been negotiated here.

Mr. REINSCH. I think my answer would be along the lines of Bar-
bara’s, Mr. Chairman. We are very much supportive of the treaty
in general. There are some specific provisions that we would like
to see incorporated in other treaties. Zero withholding is one, and
I testified on that at some length, and I think pension rules are
also an important innovation.

We are comfortable with the other parts of the treaty. As she
noted, there are some aspects of the U.K. system that are, if not
unique, at least different than other cases. In particular, with re-
spect to the anti-conduit provisions that are here, I am not sure
that we would want to say are entirely appropriate for either the
U.S. model or for inclusion in every treaty.

As you may know, Mr. Chairman, we shared this committee’s
concern several years ago with much broader provisions that were
proposed and then ultimately rejected by the committee, and we
agreed with your action on that. These provisions do not raise
those issues, and that is why we can support them in this treaty.

On the other hand, I think there are some characteristics of the
U.K. system that may make the provisions in that treaty unique,
and we would want to think a little bit about that before we would
say that that should be added either as part of the model or in-
cluded in other negotiations.

Senator HAGEL. Thank you. Also, another question that I posed
to Ms. Angus, about—and I think Mr. Noren responded to this as
well, from your perspective, some of the most significant barriers
created by tax systems that you and your companies have to deal
with, that maybe we are not getting at in these negotiations, or
maybe we are.

Mr. REINSCH. She touched on two of them that I think are big
ones, and I will elaborate a little bit on one. I think in general, the
keeping-up problem is a serious one. We are in, as you well know
from your other work, an ever more rapidly evolving global eco-
nomic system. Things are changing very quickly, and simply keep-
ing up with new systems, new relationships that are developed is
a challenge; keeping up with new technologies is a challenge; and
we certainly agree with Treasury’s testimony that that is an issue
that is very important as far as barriers are concerned.

The other one that I would particularly flag, because it relates
so much to some other things that the NFTC is working on, is the
issue of mobility, which Ms. Angus mentioned. One of the things
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that we have realized fairly recently is that mobility is becoming
a competitiveness issue in the same way that market access and
a whole bunch of other things are issues. Our companies, our mem-
bers’ companies in particular, are truly global companies, they op-
erate everywhere, and they need to be able to move their personnel
around in order to maximize the efficient allocation of their re-
sources.

In the good old days we would talk about transferring people
from the plant in Savannah to the plant in Omaha. Now we are
talking—which I am sure it is something you would welcome—
about transferring them from the plant in Shanghai to the plant
in Los Angeles, or the research lab, more likely, or vice versa, and
that raises a whole bunch of issues.

We are currently struggling, as you may know, with a whole
bunch of visa issues and business travel issues that are the product
of September 11 and policy changes that we have been unable to
get the State Department and now the Department of Homeland
Security to surmount, that prevent customers from coming to this
country, that prevent people from coming to this country to take
possession of things they have already bought, and prevent employ-
ees from coming to this country.

There are tax issues that become barriers, too, such as the sort-
ing out or mutual recognition of pension rules, and the U.K. treaty
is particularly important in this regard. As companies struggle to
move their talented people where they need them, tax barriers and
tax issues are going to become ever more important. Frankly, if
somebody is going to take a huge bath if they move, that is a sig-
nificant deterrent, and that, in turn, affects the company’s competi-
tiveness.

So I think you will be hearing—this is kind of an incipient—in-
cipient is the wrong word, but this is a new issue for us, one that
you are going to be hearing more from us about, but I think it has
a place in the tax area as well, because frankly the incentives or
barriers that different tax systems impose are significant obstacles
to moving people around, and we want to get over that.

Finally on this, Mr. Chairman—I apologize for the long answer—
we hear frequently from our members about particular glitches in
particular countries that they would like to see corrected that
would lend themselves to treaty negotiations. I would not want to
go into that here. Let me see if we can provide you with some addi-
tional material after the fact, but they really are not issues that
rise to the level of general principles, but particular problems that
we have encountered in individual cases.

Senator HAGEL. Thank you. Do not concern yourself with long
answers. It is just you and me.

Mr. REINSCH. There are all of them back there listening, too.
Senator HAGEL. Well, they do not have anything else to do. It is

their bowling league night, obviously.
The provisions on the anti-treaty-shopping piece, how effective

can these tools be, in your opinion? How effective should they be?
Mr. REINSCH. I was going to say, we will see. I think——
Senator HAGEL. That is a good answer. That is a senatorial an-

swer.
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Mr. REINSCH. Ms. Bennett thinks that they are tightly drafted
and will be effective. My experience in other situations is, you
know, this is a constant battle. For every door you close, someone
tries to open another one somewhere else, another argument for
periodic adjustments of the model and periodic negotiation. We
support what has been done here, though, and we think they are
tight and will be effective.

I will guarantee you that 3 or 4 years from now someone will
have found something, some problem, and we will have to come
back at them, but you can only learn those things by experience.

Senator HAGEL. So in your opinion they are worth the focus we
are placing on them to see if we can use them as effective tools.

Mr. REINSCH. Yes.
Senator HAGEL. Something, obviously, that you mentioned, in

general terms mentioned in Ms. Angus’ testimony, the issue of the
exemption for a limited class of individuals on these tax issues. She
mentioned teachers and other specific categories, and I think the
U.S.-U.K. treaty addresses some of that.

Would you like to expand on that a little bit from the perspective
of, you just mentioned the competitiveness, obviously, of having the
right people in the right places at the right time, the best people,
and if we are not addressing some of those human dynamics in
these treaties and protocols, then we are actually misplacing our
emphasis here, and I would be interested in your perspective on
that general universe of what we are trying to do in these tax trea-
ties.

Mr. REINSCH. Well, I think this is an area that we are just begin-
ning to look at in greater depth. We believe that the treaty ad-
dresses, by looking at the pension issues, the most important issue
and the most important problem. There may be others, but I do not
have anything else to offer for you on that right now, Mr. Chair-
man.

Senator HAGEL. Thank you. The general question that I posed to
Ms. Angus and Mr. Noren, areas where we could be, should be
more involved here, and I mentioned it a little earlier to you as
well, as trying to get out ahead of some of these dynamics that we
can anticipate, and you alluded to some extent to some of this in
your reference to getting your customers into the country, and be-
cause of the security issue—and much of this is related to the Sep-
tember 11, 2001 terrorist attack, and much of our infrastructure,
our government, our focus, our resources are appropriately on that
issue, but there must be some balance and perspective applied to
it as well.

It would be helpful to the committee for you to, if you care to,
share any thoughts from your perspective, your vantagepoint from
those you represent on this issue. You opened it up in some of the
things you said, and I wanted to explore that a little more and give
you a chance to develop that, if you wish, a little more.

Mr. REINSCH. Well, I am glad you did, because it is an oppor-
tunity, and I am glad to have the opportunity to take it. You have
used the right word, Mr. Chairman, balance, and I think that is
what we are looking for, the balance between security concerns and
commercial necessities, for lack of a better term.
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Some of this is human nature. If you look at the visa issue,
frankly, part of this is, nobody wants to be the guy out in the em-
bassy who stamps ‘‘approved’’ on the next terrorist visa. The result
is, larger numbers of them get sent back here, they get thrown into
the process, and, frankly, they get put into a process with a lot of
people reviewing the applications whose mission is not a diplo-
matic, foreign policy, or a commercial mission. Their mission is a
security mission, and from a security perspective, the way to
achieve minimal risk is not to let anybody in.

As you well know from the export control debate, the way to
achieve maximum safety there is not to let anything out, but we
both know that those are not viable solutions, that economic con-
siderations are important, particularly given the state of the econ-
omy here these days, and elsewhere, for that matter, and we have
to try to strive for a balance in which we fully address our security
needs, but do not do it in such a way that we are starting to put
companies out of business here, and do not do it in such a way that
we cause good friends of ours and allies to turn elsewhere not only
for trade and commerce, but to send their students elsewhere, and
things like that.

I mean, the long-term consequences of some of these things I be-
lieve are that we are going to break off relationships that we have
spent generations building, and which frankly have been good for
everybody. I mean, I think the views that you and I have shared
in the past, Senator, is that this country gains enormously when
foreigners come to this country, whether they are students, wheth-
er they are engineers who work here for 3 months, whether they
are visitors, or whether they are immigrants.

We often get the best, and we often keep the best. They are not
all the best, but net, this country has been built on immigrants. We
have been built on different cultures and we are stronger for it.
The ones who go back benefit us as well, because they take back
some things from here, and we gain, and greater global under-
standing gains.

And I worry as a general matter that we are cutting some of
those things off, and that over the long term, that is going to de-
crease understanding of who and why we are, which will com-
plicate achieving our foreign policy goals among other things, and
our security goals. And in the short run, there are very clearly com-
mercial consequences that some companies, not for the record, but
privately are able to quantify in lost sales, or lost income from
training, from people who cannot come here.

Talk to the—well, do not do it today, but in 6 months, talk to
the hotel people about the conferences that moved to Vancouver be-
cause the organizers were not sure they could get the paper pre-
senters into San Francisco or Las Vegas or wherever the conference
is in time. The richness of global dialog and discussion will be lost
unless we address some of these things.

I think you can do that without compromising security. We are
in the process of developing systems of access, too, that will help
us get over these humps, and some of these problems are transition
problems. One of the committee’s tasks, I hope, will be to ensure
that the transition is as short as possible, but some of the problems
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may be more fundamental than those, and I would urge you to look
at those as well.

We really are moving into an era where the rapidity, the speed
with which we can move money, move words through communica-
tion, move people through transportation is such that we simply
have to keep our systems, our access systems and our mobility sys-
tems up to speed. It is the same old thing. You have got a global
economy, and we are operating in a world of nation States, and
your committee and your subcommittee are uniquely positioned to
try to help lead everybody to see the problems that that causes and
how we can accelerate some integrative factors in overcoming polit-
ical barriers to allow economic growth to occur.

Senator HAGEL. Well, I am grateful for that answer, because it
leads us to one inescapable conclusion, that America’s competitive-
ness globally will determine our future, and if we allow that to
erode by not paying attention to all the various components of posi-
tioning America in a continued high-ground position of being com-
petitive, then we will have failed.

I think of what the Chairman of the Federal Reserve said before
our Banking Committee a couple of weeks ago, when he was asked
about tax cuts, and it does play right into what you are talking
about. He talked about, what was critical in his opinion was a flexi-
ble economy. The tax cuts, certain tax cuts were good, he would
support them, and you could argue it on a fairness basis, equity
basis, more private capital in private hands, thus, investment and
more productivity.

But his point was a fundamental point, and I think it cuts right
the way you are talking about here and what we have been talking
about. What is really the governing factor in these tax treaties is
for us to stay competitive in the world for the future, that we are
going to have to continue to keep a flexible economy, and exports
trade is a huge part of that, and it becomes bigger and more impor-
tant every day, which you understand about as well as anyone.

Well, Mr. Reinsch, as always, we are grateful to have you up
here. On behalf of the committee I am going to instruct that we
will keep the record open until close of business tomorrow for other
Senators if they wish to present statements or they have questions
for the committee, or for the Treasury.

And on your point, Bill, about hoping that this committee would
move expeditiously on ratifying these protocols and treaty, I have
been told that Chairman Lugar intends to get these up at our next
business meeting. I think that will be next week, and we will push
hard to complete that work at the business meeting, and if we can
do that, then we can be in a position to have it ready for floor ac-
tion.

Mr. REINSCH. That is wonderful news, Mr. Chairman.
Senator HAGEL. So, we will do everything we can. Any additional

comments before we go to the next hearing?
Mr. REINSCH. No, sir.
Senator HAGEL. Thank you very much. We appreciate all of you

learning as much as you have from Mr. Reinsch and our witnesses.
The committee is recessed.
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[Whereupon, at 4:20 p.m., the committee adjourned, to reconvene
subject to the call of the Chair.]

ADDITIONAL QUESTIONS SUBMITTED FOR THE RECORD

RESPONSES OF THE TREASURY DEPARTMENT TO ADDITIONAL QUESTIONS FOR THE
RECORD SUBMITTED BY SENATOR PAUL S. SARBANES

Question. How will this zero rate of withholding tax provided for dividends paid
by a subsidiary in one treaty country to its 80 percent or greater parent in the other
country affect our future tax treaties? How many upcoming treaties will include this
provision? What would be the revenue impact if additional countries and the United
States push for this inclusion? Will there be a new U.S. tax model treaty to reflect
this change?

Treasury Department Response. The Treasury Department believes that the elimi-
nation by treaty of source-country withholding taxes on intercompany dividends, as
is provided in the proposed treaty with the United Kingdom and the proposed proto-
cols with Australia and Mexico now before the Committee, can serve to further the
key objective of tax treaties to reduce barriers to cross-border trade and investment.

Historically, U.S. tax treaties have provided for limitations on source-country
withholding taxes on direct investment dividends but have not provided for the
elimination of such taxes. When this policy was consistent with general treaty prac-
tice throughout the world, the imposition of a limited withholding tax by the United
States did not present a relative barrier to investing in the United States. However,
in recent years more and more countries are eliminating withholding taxes on inter-
company dividends through their bilateral tax treaties. In addition, the European
Union has put in place a directive that eliminates all withholding taxes on divi-
dends paid by a subsidiary in one EU member country to a parent in another EU
member country. In the context of this changing environment, the Treasury Depart-
ment believes it is in the United States’ interest to consider, on a case by case basis,
agreeing by treaty to eliminate source-country withholding taxes on certain inter-
company dividends.

The proposed treaty with the United Kingdom and the proposed protocols with
Australia and Mexico include provisions eliminating the source-country withholding
tax on dividends received by a corporate parent from an 80-percent-owned sub-
sidiary, provided that certain conditions are met. These conditions are intended to
prevent third-country residents from being able to exploit these provisions in order
to obtain reductions in U.S. tax to which they should not be entitled. A necessary
prerequisite to any treaty provision eliminating withholding taxes on intercompany
dividends is the inclusion in the treaty of effective anti-treaty-shopping rules and
information exchange provisions that are sufficient to ensure that the benefits of
these source-country tax reductions are provided only to bona fide residents of the
treaty partners.

In every tax treaty negotiation, we must strike the appropriate balance of benefits
in the allocation of taxing rights under the treaty. The agreed level of dividend with-
holding taxes is only one of the many elements that make up this balance. With
respect to dividends in particular, we must consider the cross-border investment and
dividend flows in each direction and the treaty partner’s domestic law with respect
to dividend withholding tax. We also must consider the potential benefits to be se-
cured through locking in the treatment of dividends and providing stability regard-
ing the future tax treatment of cross-border investment. We must consider the bene-
fits inuring to the United States from other concessions the treaty partner may
make. This analysis must be done in the context of each existing or potential new
tax treaty relationship. We should not prejudge the outcome with any particular
country or countries.

In considering the impact of any elimination of withholding taxes on intercom-
pany dividends by treaty, it is appropriate to look to both the short-term effects on
tax revenues and the longer-term economic implications of the overall tax treaty re-
lationship. Because of the reciprocal nature of tax treaties, treaty reductions in
source-country withholding taxes have offsetting effects on U.S. tax revenues in the
short-term. Reductions in U.S. withholding tax imposed on dividends paid to foreign
investors in the United States represent a short-term static reduction in U.S. tax
revenues. Reductions in foreign withholding taxes imposed on dividends paid to U.S.
investors abroad represent an increase in U.S. tax revenues due to the cor-
responding reduction in the foreign tax credits that otherwise would offset U.S. tax
liability. Because of these offsetting effects, the overall revenue effect of tax treaties
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1 Joint Committee on Taxation, Explanation of Proposed Income Tax Treaty Between the
United States and the United Kingdom (JCS-4-03), March 3, 2003, at 73-74.

generally is viewed as negligible, with the estimated effects slightly positive or
slightly negative in some particular cases.

Looking beyond the short-term effect on U.S. tax liabilities, an income tax treaty
is a negotiated agreement under which both countries expect to be better off in the
long run. These long-term economic benefits outweigh any net short-term static ef-
fects on tax liabilities. Securing the reduction or elimination of foreign dividend
withholding taxes imposed on U.S. investors abroad can reduce their costs and im-
prove their competitiveness in connection with international business opportunities.
Reduction or elimination of the U.S. dividend withholding tax imposed on foreign
investors in the United States may encourage inbound investment, and increased
investment in the United States translates to more jobs, greater productivity and
higher wage rates. The tax treaty as a whole creates greater certainty and provides
a more stable environment for foreign investment. The agreed allocation of taxing
rights between the two countries reduces cross-border impediments to the bilateral
flow of capital, thereby allowing companies and individuals to more effectively locate
their operations in such a way that their investments are as productive as possible.
This increased productivity will benefit both countries’ economies. The administra-
tive provisions of the tax treaty provide for cooperation between the two countries,
which will help reduce the costs of tax administration and improve tax compliance.

A flexible approach to the inclusion in tax treaties of provisions eliminating
source-country withholding taxes on certain intercompany dividends is in order. In
light of the range of factors that should be considered, the Treasury Department
does not view this as a blanket change in the United States’ tax treaty practice. Ac-
cordingly, we do not envision a change to the U.S. model tax treaty provisions relat-
ing to the allocation of taxing rights with respect to cross-border dividends. The op-
timal treatment of intercompany dividends should continue to be considered on a
case-by-case basis in the context of each individual tax treaty relationship.

RESPONSE OF THE JOINT COMMITTEE ON TAXATION TO AN ADDITIONAL QUESTION FOR
THE RECORD SUBMITTED BY SENATOR PAUL S. SARBANES

Question. In the draft report on the U.S.-U.K. treaty prepared by the Joint Com-
mittee on Taxation, there is language that reads: ‘‘the Committee may wish to note
that adopting a zero-rate provision in the U.S.-U.K. tax treaty likely would result
in a net revenue loss to the United States.’’ In the Committee’s final report, the lan-
guage was changed to read: ‘‘the Committee may wish to note that adopting a zero-
rate provision in the U.S.-U.K. tax treaty would have uncertain revenue effects for
the United States.’’

What compelled the Committee to change the language?
Answer. This sentence in the Joint Committee staff’s pamphlet on the proposed

treaty was changed to reflect analysis appearing further in the relevant paragraph.1
The revenue loss mentioned in the draft first sentence of the paragraph was a ref-
erence to the effect described in the second sentence of the paragraph (i.e., the loss
of the 5-percent tax currently collected on dividends from U.S. subsidiaries to U.K.
parent companies). The third and fourth sentences of the paragraph, which take
into account reduced U.S. foreign tax credit claims resulting from a change to the
treaty in connection with the U.K. advance corporation tax, as well as the final two
sentences of the paragraph, which note the uncertain longer-term effects of the zero-
rate provision on the domestic tax base, made it appropriate to amend the first sen-
tence of the paragraph to read as published.

Æ
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