WILMER, CUTLER & PICKERING
1666 K STREET. N. W.

WASHINGTON, D. C. 20006

October 4, 1974

MEMORANDUM FOR MARIANAS-UNITED STATES JOINT DRAFTING COMMITTEE

SUBJECT: Tax System in the Marianas

In order to implement the principle of maximum
local self-government, the Marianas Political Status Com-
mission early in these negotiations proposed that the status
aéreement recognize the right of the Marianas to develop its
own internal tax laws. The MPSC also proposed general prin-
ciples, based on the treatment of U.S. territories, to
determine the applicability of the U.S. Internal Revenue Code
to the Marianas. The United States Delegation agreed to these
proposals, and this agreement is reflected in the Joint Com-
munique of December 1973.

Since that date, however, the United States Dele-
gation has decided that this resolution of the problem is no
longer satisfactory. The reason for this decision, as we
understand it, is that the Delegation has found some congres-
sional objection to the previous agreements. The Commission
continues to believe that the previous agreement was well-
precedented, and was fair to all concerned. But, recognizing
that there is strong feeling about this issue in Congress and

desiring to continue the progress made in the negotiations to
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date, we have developed an alternative, compromise proposal
which we believe is fully responsive to the reported con-
gressional concern and may be acceptable to the Marianas
Political Status Commission.

This memorandum first describes the proposal pre-
viously agreed to by both parties, and then outlines the new

proposal.

THE PROPOSAL PREVIOUSLY AGREED TO

The essence of the agreement previously reached
between the Commission and the U.S. Delegation concerning taxa-
tion was that the Marianas would develop its own internal tax
system, and that the Internal Revenue Code of the United States
would apply to the Marianas as it applies to the territories
and possessicns generally. As this section will demonstrate,
the proposal previously agreed to was a fair and reasonable
one which protected the interests of the Marianas in maximum
local self-government and protected all the legitimate interests
of the United States as well. Under that proposal the Marianas
would not — indeed, could not — have become a tax haven for
wealthy Americans, or in any fashion have impaired the economy
of Guam.

Individuals. Under the proposal previously agreed

to, section 931 of the Internal Revenue Code would apply to

stateside U.S. citizens in the Marianas. This means that a



stateside U.S.*citizen would always be taxed on his U.S.

source income.—/ His non-U.S. source income would be exempted
from federal tax if — but only if — 80 percent of his income
was earned in the Marianas or other U.S. possessions and 50
percent was from*Ehe active conduct of a trade or business in
such possession.—-/ This proposal would have given the Marianas
the primary right to tax Marianas source income and would have
preserved the U.S. tax on U.S. source income. Thus a U.S.
taxpayer with interest and dividend income of $100,000 from

U.S. sources would have been subject to a U.S. tax on the

entire $100,000 even if he resided in the Marianas. Regardless
of the kind of territorial tax that might have been adopted

in the Marianas, then, a wealthy stateside citizen with large
amounts of passive investment income from U.S. securities

could not have avoided U.S. tax simply by moving to the Marianas.
And, of course, there is no reason to think the Marianas would

not exercise its legislative powers responsibly to tax such

persons fairly.

*/ Under the prior proposal a Marianas citizen who becomes
a U.S. citizen or national under the status agreement would
also be subject to tax on his U.S. source income, but not on
foreign source income.

**/ The Ways and Means Committee has recently announced a
number of tentative tax reform decisions, including the
following proposed changes to section 931: (1) make section
931 elective, which election could not be revoked for at

least ten years; (2) change the present requirement that the
taxpayer obtain 50 percent of its gross income from the active
conduct of a trade or business in a possession to 65 percent;
(3) require that income received by a taxpayer from sources
outside of the possession be currently taxable.
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The requirement that a taxpayer earn 80 percent of
his income in a possession and 50 percent in an active trade
or business in a possession is narrowly drawn precisely to
avoid making any possession a tax haven. The stateside citi-
zen who fails to meet the percentage requirements of section
931 would be subject to U.S. tax on his worldwide income,
including any Marianas source income, with a tax credit for
income tax paid in the Marianas on Marianas source income.
This means that even if the Marianas had no income tax, the
stateside citizen would still pay the same total tax bill as
he would if the Marianas adopted the Internal Revenue Code in

haec verba — the only difference being that all the revenue

would be collected by the United States in the latter instance.

Corporations. One objection to the proposal pre-

viously agreed to by the United States and the Commission is
that, unless the Marianas adopts the Internal Revenue Code as
a territorial tax, the Marianas could provide tax incentives
(through reduced corporate tax rates, for example) that might
unfairly compete with neighboring Guam. Actually, the problem
is precisely'the reverse — how to protect fledgling businesses
in the Marianas from the competition of the more fully
developed economy of Guam.

Guam presently has in force tax rebate provisions
for new industry that substantially reduce the imposition of

the Guam territorial income tax. Under Title LIV of the



Guam Code a system of incentives for corporations engaged in
a variety of businesses is created. In order to qualify for
the incentive, a corporation must either be a Guam corporation
or a United States corporation limited to doing business in
Guam and qualifying under section 931 of the Internal Revenue
Code (i.e., having 80 percent of its income from possession
sources and 50 percent from the active conduct of a trade or
business in a possession). It is our understanding that a
qualified corporation is eligible for, among other benefits,
a.rebate of vp to 75 percent of all corporate income tax
payable to the Government of Guam for a period of up to
twenty years. In other words, a Guam corporation which is
subject to the corporate income tax at a rate of 48 percent
under the mirror image of the United States Internal Revenue
Code may receive a 75 percent rebate so that in fact it pays
an effective rate of only 12 percent. A rebate of up to 75
percent of corporate income tax on dividends paid by a
qualified corporation is also provided for a period of up to
five years, in addition to a ten-year rebate on real property
tax and a ten-year rebate of the Guam tax on income derived
from certain leasing operations.

There is more to the point about the Guamanian tax
rebate program than the need to protect the Marianas against
unfair compet:tion from its neighbor. The rebate program
also shows that the mere fact that a possession adopts the

United States Internal Revenue Code as a territorial tax —
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as Guam has done through the mirror image system — is no
guarantee that it will not alter the effective rate of tax

of a taxpayer by providing cash rebates or other sorts of
benefits outside the income tax system, or by reducing the
impact of other taxes such as the property tax. Accordingly,
it is simply not tenable to argue that the Marianas must adopt
the exact replica of the United States Internal Revenue Code
as a territorial tax in order to avoid unfair competition
with Guam. Guam already has in effect a full panoply of tax
incentive provisions designed to attract new business. Under
these circumstances, and considering the difference in
economic development, it is highly unlikely that any type of
tax system adopted by the Marianas would have any effect on

the Guam economy.

THE COMPROMISE PROPQOSAL

As the foregoing analysis indicates, the case for
requiring the imposition of the Internal Revenue Code as a
territorial tax in the Marianas is far from persuasive. We
continue to believe that the proposal the Commission origi-
nally put forward and which the United States accepted after
review is well-precedented and entirely fair. In the spirit
of compromise, however, we are willing to recommend to the
Commission the following proposal. The status agreement will
provide that the Marianas will adopt the Internal Revenue

Code of the United States as a territorial income tax. The
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legislature of the Northern Mariana Islands would retain

the power to amend that tax to suit local conditions. This
proposal would go into effect when the new Government of the
Northern Mariana Islands is established, which is the date,
prior to termination of the Trusteeship, on which U.S. laws
generally become applicable.

The compromise here proposed is very similar to the
system which is presently in effect in Puerto Rico. It
recognizes that there may be strong feelings in Congress that
thé Internal Revenue Code is an appropriate starting place
for the territorial income tax of the Marianas. On the other
hand, the compromise also recognizes that local control of
tax policy is an important aspect of local self-government.
It reserves to the popularly elected representatives of the
people of the Marianas the right to fashion an appropriate
tax structure by amendment to the Internal Revenue Code,
insofar as it constitutes a territorial tax.

The necessity for the Marianas Legislature to retain
the power to amend the tax to suit local conditions is plain
not only as a matter of principle but also as a practical
matter. The complexity of the Internal Revenue Code and its
well-documented deficiencies provide a strong argument for
local control over its application as a territorial tax.
Numerous court cases under the Guam and Virgin Islands terri-

torial tax provisions provide ample testimony that the mirror
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image system can have serious potential technical pitfalls.
Indeed, we understand that at this very moment the Virgin
Islands is considering a request to Congress to amend its
territorial tax to correct serious interpretive problems.
We further have been informed that the Treasury Department
may be contemplating legislation to clarify ambiguities in
the 1972 Guamn legislation — legislation which was itself
designed to cure problems in the original mirror image sys-
tem.

Accordingly, we suggest the compromise proposal
that the Marianas adopt the Internal Revenue Code as a terri-
torial tax with the right to amend that tax as the need may

arise.

WILMER, CUTLER & PICKERING

Counsel to the Marianas
Political Status Commission
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