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TITLE AND PREAMBLE
PURPOSE OF MODEL CONVENTI ON AND TECHNI CAL EXPLANATI ON

Set forth below is an explanation of the purposes for
publ i shing a Model Convention and Techni cal Expl anati on.

The Mbdel is drawn from a nunber of sources. Instrunenta
inits development was the U S. Treasury Departnent's draft Model
| ncone Tax Convention, published on June 16, 1981 ("the 1981
Model ") and wthdrawn as an official U S. Mdel on July 17, 1992,
t he Mbdel Doubl e Taxation Convention on Incone and Capital, and
its Commentaries, published by the OECD, as updated in 1995 ("the
CECD Model "), existing U S. incone tax treaties, recent U S
negoti ati ng experience, current U S. tax |laws and policies and
coments received fromtax practitioners and other interested
parties.

For over thirty years the United States has actively
participated in the devel opnent of the OECD Model, and the United
States continues its support of that process. Accordingly, the
publication of a U S. Mdel does not represent a |ack of support
for the work of the OECD in devel oping and refining its Mdel
treaty. To the contrary, the strong identity between the
provi sions of the OCECD and U.S. Mdels reflects the fact that the
United States drew heavily on the work of the OECD in the
devel opnent of the U S. Mddel. References are nade in the
Techni cal Explanation to the OECD comrentaries, where
appropriate, to note simlarities and differences.

Li ke the OECD Model, the Mddel is intended to be an
anbul at ory docunent that nay be updated fromtinme to tine to
reflect further consideration of various provisions in |ight of
experi ence, subsequent treaty negotiations, econom c, judicial,
| egi sl ative or regulatory devel opments in the United States, and
changes in the nature or significance of transactions between
U.S. and foreign persons. The Technical Explanation is also
intended to be anbul atory, and may be expanded to deal with new
i ssues that may arise in the future. The Mddel will be nore
useful if it is understood which devel opnents have given rise to
alterations in the Mddel, rather than |eaving such judgenents to
be inferred fromactual treaties concluded after the rel ease of
the Model. The manner and timng of such updates will be
subsequent |y det erm ned.
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The Mbdel does not present alternative provisions that m ght
be included in a particular treaty under a particul ar set of
circunstances. For exanple, a treaty with a country that has a
remttance basis or an integrated systemof corporate taxation
m ght have to depart significantly in several respects fromthe
Model .

For this reason and others, the Mddel is not intended to
represent an ideal United States inconme tax treaty. Rather, a
principal function of the Mddel is to facilitate negotiations by
hel ping the negotiators identify differences between incone tax

policies in the two countries. 1In this regard, the Mdel can be
especially valuable with respect to the many countries that are
conversant with the OECD Model. Such countries can conpare the

Model with the OECD Model and very quickly identify issues for

di scussion during tax treaty negotiations. By helping to
identify legal and policy differences between the two treaty
partners, the Model will facilitate the negotiations by enabling
the negotiators to nove nore quickly to the nost inportant issues
that nust be resolved. Reconciling these differences will |ead
to an agreed text that will differ fromthe Mdel in nunerous
respects. Another purpose of the Mddel and the Techni cal

Expl anation is to provide a basic explanation of U S. treaty
policy for all interested parties, regardless of whether they are
prospective treaty partners.

Since the Mbdel is intended to facilitate negotiations and
not to provide a text that the United States woul d propose that
the treaty partner accept w thout variation, it should not be
assuned that a departure fromthe Mddel text in an actual treaty
represents an undesirable departure fromU. S. treaty policy. The
United States would not negotiate a treaty with a country w thout
t horoughly analyzing the tax | aws and adm nistrative practices of
the other country. For these reasons, it is unlikely that the
United States ever will sign an inconme tax convention that is
identical to the Model

Therefore, variations fromthe Mdel text in a particular
case may represent a nodification that the United States views as
necessary to address a particul ar aspect of the treaty partner's
tax law, or even represent a substantive concession by the treaty
partner in favor of the United States. Tinme is another relevant
consideration, as treaty policies evolve in other countries just
as they do in the United States. Furthernore, |anguage
differences (even with English-speaking countries) sonetines
necessi tate changes in Mdel |anguage. Consequently, it would
not be appropriate to base an evaluation of an actual treaty
sinply on the nunber of differences between the treaty and the
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Model . Rather, such an eval uati on nust be based on a firm
understanding of the treaty partner's tax |aws and policies, how
that law interacts with the treaty and the provisions of U S. tax
| aw, precedents in the partner's other treaties, the relative
econom c positions of the two treaty partners, the considerations
that gave rise to the negotiations, and the numerous ot her
considerations that give rise to any agreenent between two
soverei gn nations.
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TECHNICAL EXPLANATION - ARTICLE 1 (GENERAL SCOPE)

Paragraph 1 of Article 1 provides that the Convention
applies to residents of the United States or the other Con-
tracting State except where the terns of the Convention provide
otherwise. Under Article 4 (Residence) a person is generally
treated as a resident of a Contracting State if that person is,
under the laws of that State, liable to tax therein by reason of
his domcile or other simlar criteria. |f, however, a person is
considered a resident of both Contracting States, a single state
of residence (or no state of residence) is assigned under Article
4. This definition governs for all purposes of the Convention.

Certain provisions are applicable to persons who may not be
residents of either Contracting State. For exanple, Article 19
(Governnent Service) may apply to an enpl oyee of a Contracting
State who is resident in neither State. Paragraph 1 of Article
24 (Nondi scrimnation) applies to nationals of the Contracting
States. Under Article 26 (Exchange of Information and Adm ni s-
trative Assistance), infornmation may be exchanged with respect to
residents of third states.

Paragraph 2 states the generally accepted relationship both
bet ween t he Convention and donestic | aw and between the Conven-
tion and other agreenents between the Contracting States (i.e.,
that no provision in the Convention may restrict any excl usion,
exenption, deduction, credit or other benefit accorded by the tax
| aws of the Contracting States, or by any ot her agreenent between
the Contracting States). For exanple, if a deduction would be
al l oned under the U. S. Internal Revenue Code (the "Code") in
conputing the U S. taxable incone of a resident of the other
Contracting State, the deduction also is allowed to that person
in conputing taxable incone under the Convention. Paragraph 2
al so neans that the Convention nmay not increase the tax burden on
a resident of a Contracting States beyond the burden determ ned
under donestic law. Thus, a right to tax given by the Convention
cannot be exercised unless that right also exists under internal
law. The relationship between the non-discrimnation provisions
of the Convention and ot her agreenents is not addressed in
par agraph 2 but in paragraph 3.

It follows that under the principle of paragraph 2 a tax-
payer's liability to U S. tax need not be determ ned under the
Convention if the Code would produce a nore favorable result. A
t axpayer may not, however, choose anong the provisions of the
Code and the Convention in an inconsistent nmanner in order to
mnimze tax. For exanple, assunme that a resident of the other
Contracting State has three separate businesses in the United
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States. One is a profitable permanent establishnment and the
other two are trades or businesses that woul d earn taxable incone
under the Code but that do not neet the permanent establishnent
threshold tests of the Convention. One is profitable and the
other incurs a loss. Under the Convention, the incone of the

per manent establishnment is taxable, and both the profit and | oss
of the other two businesses are ignored. Under the Code, al
three woul d be subject to tax, but the |loss would be offset

agai nst the profits of the two profitable ventures. The taxpayer
may not invoke the Convention to exclude the profits of the
profitable trade or business and invoke the Code to claimthe

| oss of the |loss trade or business against the profit of the

per manent establishnment. (See Rev. Rul. 84-17, 1984-1 C B. 308.)
| f, however, the taxpayer invokes the Code for the taxation of
all three ventures, he would not be precluded frominvoking the
Convention with respect, for exanple, to any dividend i ncone he
may receive fromthe United States that is not effectively
connected with any of his business activities in the United

St at es.

Simlarly, nothing in the Convention can be used to deny any
benefit granted by any other agreenment between the United States
and the other Contracting State. For exanple, if certain bene-
fits are provided for mlitary personnel or mlitary contractors
under a Status of Forces Agreenent between the United States and
the other Contracting State, those benefits or protections wll
be available to residents of the Contracting States regardl ess of
any provisions to the contrary (or silence) in the Convention.

Paragraph 3 specifically relates to non-discrimnation
obligations of the Contracting States under other agreenents.
The provisions of paragraph 3 are an exception to the rule
provided in paragraph 2 of this Article under which the Conven-
tion shall not restrict in any manner any benefit now or
hereafter accorded by any other agreenent between the Contracting
St at es.

Subpar agraph (a) of paragraph 3 provides that,
not wi t hst andi ng any ot her agreenent to which the Contracting
States may be parties, a dispute concerning whether a neasure is
within the scope of this Convention shall be considered only by
the conpetent authorities of the Contracting States, and the
procedures under this Convention exclusively shall apply to the
di spute. Thus, procedures for dealing wth disputes that nay be
incorporated into trade, investnent, or other agreenents between
the Contracting States shall not apply for the purpose of
determ ning the scope of the Convention.
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Subpar agraph (b) of paragraph 3 provides that, unless the
conpetent authorities determ ne that a taxation nmeasure i s not
wi thin the scope of this Convention, the nondi scrimnation
obligations of this Convention exclusively shall apply with
respect to that neasure, except for such national treatnent or
nost - favored-nation ("MFN') obligations as may apply to trade in
goods under the General Agreement on Tariffs and Trade ("GATT").
No national treatment or MFN obligation under any other agreenent
shall apply with respect to that nmeasure. Thus, unless the
conpetent authorities agree otherw se, any national treatnent and
MFN obl i gations undertaken by the Contracting States under
agreenents other than the Convention shall not apply to a taxa-
tion neasure, with the exception of GATT as applicable to trade
i n goods.

Subpar agraph (c) of paragraph 3 defines a "neasure" broadly.
It would include, for exanple, a law, regulation, rule,
procedure, decision, adm nistrative action or guidance, or any
ot her form of neasure.

Par agraph 4 contains the traditional saving clause found in
all U S treaties. The Contracting States reserve their rights,
except as provided in paragraph 5, to tax their residents and
citizens as provided in their internal |aws, notw thstandi ng any
provi sions of the Convention to the contrary. For exanple, if a
resident of the other Contracting State perforns i ndependent
personal services in the United States and the inconme fromthe
services is not attributable to a fixed base in the United
States, Article 14 (1 ndependent Personal Services) would normally
prevent the United States fromtaxing the incone. |If, however,
the resident of the other Contracting State is also a citizen of
the United States, the saving clause permts the United States to
i nclude the renmuneration in the worldw de i ncone of the citizen
and subject it to tax under the normal Code rules (i.e., wthout
regard to Code section 894(a)). For special foreign tax credit
rules applicable to the U S. taxation of certain U S. incone of
its citizens resident in the other Contracting State, see
paragraph 3 of Article 23 (Relief from Double Taxation).

For purposes of the saving clause, "residence" is determ ned
under Article 4 (Residence). Thus, if an individual who is not a
US citizenis a resident of the United States under the Code,
and is also a resident of the other Contracting State under its
law, and that individual has a permanent hone available to himin
the other Contracting State and not in the United States, he
woul d be treated as a resident of the other Contracting State
under Article 4 and for purposes of the saving clause. The
United States would not be permtted to apply its statutory rules
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to that person if they are inconsistent wwth the treaty. Thus,
an individual who is a U S. resident under the Internal Revenue
Code but who is deened to be a resident of the other Contracting
State under the tie-breaker rules of Article 4 (Residence) woul d
be subject to U S. tax only to the extent permtted by the
Convention. However, the person would be treated as a U S.
resident for U S. tax purposes other than determ ning the
individual’s US. tax liability. For exanple, in determning
under Code section 957 whether a foreign corporation is a
controlled foreign corporation, shares in that corporation held
by the individual would be considered to be held by a U S.
resident. As a result, other U S citizens or residents m ght be
deened to be United States sharehol ders of a controlled foreign
corporation subject to current inclusion of Subpart F incone
recogni zed by the corporation. See, Treas. Reg. section

301. 7701(b)-7(a) (3).

Under paragraph 4 each Contracting State al so reserves its
right to tax fornmer citizens and | ong-termresidents whose | o0ss
of citizenship or long-termresidence had as one of its principal
pur poses the avoi dance of tax. The United States treats an
i ndi vi dual as having a principal purpose to avoid tax if (a) the
average annual net incone tax of such individual for the period
of 5 taxable years ending before the date of the | oss of status
is greater than $100,000, or (b) the net worth of such individual
as of such date is $500,000 or nore. The United States defines
“long-termresident” as an individual (other than a U S. citizen)
who is a | awmful permanent resident of the United States in at
| east 8 of the prior 15 taxable years. An individual shall not
be treated as a | awful permanent resident for any taxable year if
such individual is treated as a resident of a foreign country
under the provisions of a tax treaty between the United States
and the foreign country and the individual does not waive the
benefits of such treaty applicable to residents of the foreign
country. In the United States, such a former citizen or |ong-
termresident is taxable in accordance with the provisions of
section 877 of the Code.

Sonme provisions are intended to provide benefits to citizens
and residents that do not exist under internal |aw Paragraph 5
sets forth certain exceptions to the saving cl ause that preserve
t hese benefits for citizens and residents of the Contracting
States. Subparagraph (a) lists certain provisions of the
Convention that are applicable to all citizens and residents of a
Contracting State, despite the general saving clause rule of
paragraph 3: (1) Paragraph 2 of Article 9 (Associ ated
Enterprises) grants the right to a correlative adjustnent with
respect to incone tax due on profits reallocated under Article 9.
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(2) Paragraphs 2 and 5 of Article 18 (Pensions, Social Security,
Annuities, Alinony and Child Support) deal with social security
benefits and child support paynents, respectively. The inclusion
of paragraph 2 in the exceptions to the saving clause neans that
the grant of exclusive taxing right of social security benefits
to the paying country applies to deny, for exanple, to the United
States the right to tax its citizens and residents on soci al
security benefits paid by the other Contracting State. The

i ncl usi on of paragraph 5, which exenpts child support paynents
fromtaxation by the State of residence of the recipient, nmeans
that if a resident of the other Contracting State pays child
support to a citizen or resident of the United States, the United
States may not tax the recipient. (3) Article 23 (Relief from
Doubl e Taxation) confirns the benefit of a credit to citizens and
residents of one Contracting State for inconme taxes paid to the
other. (3) Article 24 (Nondiscrimnation) requires one
Contracting State to grant national treatnment to residents and
citizens of the other Contracting State in certain circunstances.
Excepting this Article fromthe saving clause requires, for
exanple, that the United States give such benefits to a resident
or citizen of the other Contracting State even if that person is
a citizen of the United States. (4) Article 25 (Mitual

Agreenment Procedure) may confer benefits on citizens and resi-
dents of the Contracting States. For exanple, the statute of
[imtations my be waived for refunds and the conpetent authori -
ties are permtted to use a definition of a termthat differs
fromthe internal law definition. As with the foreign tax
credit, these benefits are intended to be granted by a Contract-
ing State to its citizens and residents.

Subpar agraph (b) of paragraph 5 provides a different set of
exceptions to the saving clause. The benefits referred to are
all intended to be granted to tenporary residents of a Contract-
ing State (for exanple, in the case of the United States, hol ders
of non-immgrant visas), but not to citizens or to persons who
have acquired permanent residence in that State. |If
beneficiaries of these provisions travel fromone of the
Contracting States to the other, and remain in the other |ong
enough to becone residents under its internal |aw, but do not
acquire permanent residence status (i.e., in the U S context,
they do not becone "green card" holders) and are not citizens of
that State, the host State will continue to grant these benefits
even if they conflict wwth the statutory rules. The benefits
preserved by this paragraph are the host country exenptions for
the followng itens of income: tax treatnent of pension fund
contributions under paragraph 6 of Article 18 (Pensions, Soci al
Security , Annuities, Alinony, and Child Support), governnent
service sal aries and pensions under Article 19 (CGovernnment
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Service); certain income of visiting students and trainees under
Article 20 (Students and Trai nees); and the incone of diplonmatic
agents and consul ar officers under Article 27 (D plomatic Agents
and Consul ar Oficers).
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ARTICLE 2 (TAXES COVERED)

This Article specifies the U S. taxes and the taxes of the
other Contracting State to which the Convention applies. Unlike
Article 2 in the OECD Mbdel, this Article does not contain a
general description of the types of taxes that are covered (i.e.,
i ncome taxes), but only a listing of the specific taxes covered
for both of the Contracting States. Wth two exceptions, the
taxes specified in Article 2 are the covered taxes for al
pur poses of the Convention. A broader coverage applies, however,
for purposes of Articles 24 (Nondiscrimnation) and 26 (Exchange
of Information and Adm ni strative Assistance). Article 24
(Nondi scrimnation applies with respect to all taxes, including
t hose inposed by state and | ocal governnments. Article 26
(Exchange of Information and Adm nistrative Assistance) applies
with respect to all taxes inposed at the national |evel.

Subpar agraph 1(a) provides that the United States covered
taxes are the Federal incone taxes inposed by the Code, together
wWith the excise taxes inposed with respect to private foundations
(Code sections 4940 through 4948). Although they may be regarded
as i ncone taxes, social security taxes (Code sections 1401, 3101,
3111 and 3301) are specifically excluded fromcoverage. It is
expected that social security taxes will be dealt with in
bil ateral Social Security Totalization Agreenments, which are
negoti ated and adm ni stered by the Social Security Adm nistra-
tion. Except with respect to Article 24 (Nondi scrim nation),
state and | ocal taxes in the United States are not covered by the
Conventi on.

In this Mddel, unlike sone U S. treaties, the Accunul ated
Earni ngs Tax and the Personal Hol di ng Conpani es Tax are covered
t axes because they are incone taxes and they are not otherw se
excl uded from coverage. Under the Code, these taxes will not
apply to nost foreign corporations because of a statutory
exclusion or the corporation's failure to neet a statutory
requirenent. In the few cases where the taxes may apply to a
foreign corporation, the tax due is likely to be insignificant.
Treaty coverage therefore confers little if any benefit on such
cor porations.

Subpar agraph 1(b) specifies the existing taxes of the other
Contracting State that are covered by the Conventi on.

Under paragraph 2, the Convention will apply to any taxes
that are identical, or substantially simlar, to those enunerated
in paragraph 1, and which are inposed in addition to, or in place



-12- Article 1

of, the existing taxes after the date of signature of the Conven-
tion. The paragraph also provides that the conpetent authorities
of the Contracting States will notify each other of significant
changes in their taxation laws or of other laws that affect their
obl i gati ons under the Convention. The use of the term"signifi-
cant" nmeans that changes nust be reported that are of signif-
icance to the operation of the Convention. Oher |laws that may
affect a Contracting State's obligations under the Convention may
i nclude, for exanple, |laws affecting bank secrecy.

The conpetent authorities are also obligated to notify each
ot her of official published materials concerning the application
of the Convention. This requirenent enconpasses materials such
as technical explanations, regulations, rulings and judici al
decisions relating to the Conventi on.
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ARTICLE 3 (GENERAL DEFINITIONS)

Paragraph 1 defines a nunber of basic ternms used in the
Convention. Certain others are defined in other articles of the
Convention. For exanple, the term"resident of a Contracting
State" is defined in Article 4 (Residence). The term "pernmanent
establishment” is defined in Article 5 (Permanent Establishnment).
The terns "dividends," "interest" and "royalties" are defined in
Articles 10, 11 and 12, respectively. The introduction to
paragraph 1 makes clear that these definitions apply for al
pur poses of the Convention, unless the context requires
otherwise. This latter condition allows flexibility in the
interpretation of the treaty in order to avoid results not
intended by the treaty's negotiators. Terns that are not defined
in the Convention are dealt wth in paragraph 2.

Subpar agraph 1(a) defines the term "person” to include an
individual, a trust, a partnership, a conpany and any ot her body
of persons. The definition is significant for a variety of
reasons. For exanple, under Article 4, only a "person" can be a
"resident"” and therefore eligible for nost benefits under the
treaty. Also, all "persons"” are eligible to claimrelief under
Article 25 (Miutual Agreenent Procedure).

This definition is nore specific but not substantively
different fromthe corresponding provision in the OCECD Mdel .
Unli ke the OECD Mbdel, it specifically includes a trust, an
estate, and a partnership. Since, however, the OECD Model"'s
definition also uses the phrase "and any other body of persons,”
part nershi ps woul d be included, consistent with paragraph 2 of
the Article, to the extent that they are treated as "bodi es of

persons."” Furthernore, because the OCECD Mbdel uses the term
"includes," trusts and estates would be persons. Under Article
3(2) the meaning of the terns "partnership,” "trust" and "estate"

woul d be determ ned by reference to the law of the Contracting
State whose tax is being applied.

The term "conpany"” is defined in subparagraph 1(b) as a body
corporate or an entity treated as a body corporate for tax
purposes in the state where it is organi zed.

The terns "enterprise of a Contracting State" and "enter-
prise of the other Contracting State" are defined in subparagraph
1(c) as an enterprise carried on by a resident of a Contracting
State and an enterprise carried on by a resident of the other
Contracting State. The term"enterprise” is not defined in the
Convention, nor is it defined in the OECD Model or its Commentar -
ies. Despite the absence of a clear, generally accepted neani ng



-14- Article 3

for the term"enterprise,” the termis understood to refer to any
activity or set of activities that constitute a trade or
busi ness.

Unli ke the CECD Mbdel, subparagraph 1(c) al so provides that
these terns al so enconpass an enterprise conducted through an
entity (such as a partnership) that is treated as fiscally
transparent in the Contracting State where the entity’'s owner is
resident. This phrase has been included in the Mddel in order to
address nore explicitly sone of the problens presented by
fiscally transparent entities. |In accordance with Article 4
(Residence), entities that are fiscally transparent in the
country in which their owers are resident are not considered to
be residents of a Contracting State (although inconme derived by
such entities may be taxed as the incone of a resident, if taxed
in the hands of resident partners or other owners). Gven the
approach taken in Article 4, an enterprise conducted by such an
entity arguably could not qualify as an enterprise of a
Contracting State under the CECD Model because the OECD
definition of enterprise requires that the enterprise be
conducted by a resident, although nobst countries would attribute
the enterprise to the owners of the entity in such circunstances.
The definition in the Mddel is intended to nake clear that an
enterprise conducted by such an entity will be treated as carried
on by a resident of a Contracting State to the extent its
partners or other owners are residents. This approach is
consistent wth the Code, which under section 875 attributes a
trade or business conducted by a partnership to its partners and
a trade or business conducted by an estate or trust to its
beneficiaries.

An enterprise of a Contracting State need not be carried on

in that State. It may be carried on in the other Contracting
State or a third state (e.g., a U S. corporation doing all of its
business in the other Contracting State would still be a U S.

enterprise).

Subpar agraph 1(d) defines the term"international traffic."
The term nmeans any transport by a ship or aircraft except when
the vessel is operated solely between places within a Contracting
State. This definition is applicable principally in the context
of Article 8 (Shipping and Air Transport). The definition in the
CECD Model refers to the operator of the ship or aircraft having
its place of effective managenent in a Contracting State (i.e.,
being a resident of that State). The U S. Mydel does not include
this limtation. The broader definition conbines with paragraphs
2 and 3 of Article 8 to exenpt fromtax by the source State
income fromthe rental of ships, aircraft or containers that is
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earned both by |l essors that are operators of ships and aircraft
and by those | essors that are not (e.qg., a bank or a contai ner
| easi ng conpany).

The exclusion frominternational traffic of transport solely
bet ween places within a Contracting State neans, for exanple,
that carriage of goods or passengers solely between New York and
Chi cago woul d not be treated as international traffic, whether
carried by a U S. or a foreign carrier. The substantive taxing
rules of the Convention relating to the taxation of incone from
transport, principally Article 8 (Shipping and Air Transport),
therefore, would not apply to inconme fromsuch carriage. Thus,
if the carrier engaged in internal U S traffic were a resident
of the other Contracting State (assum ng that were possi bl e under
US law), the United States would not be required to exenpt the
income fromthat transport under Article 8  The incone woul d,
however, be treated as business profits under Article 7 (Business
Profits), and therefore would be taxable in the United States
only if attributable to a U S. permanent establishnment of the
foreign carrier, and then only on a net basis. The gross basis
U. S tax inposed by section 887 would never apply under the
ci rcunst ances described. [|f, however, goods or passengers are
carried by a carrier resident in the other Contracting State from
a non-U. S. port to, for exanple, New York, and sone of the goods
or passengers continue on to Chicago, the entire transport woul d
be international traffic. This would be true if the
international carrier transferred the goods at the U S. port of
entry froma ship to a land vehicle, froma ship to a lighter, or
even if the overland portion of the trip in the United States was
handl ed by an i ndependent carrier under contract with the
original international carrier, so long as both parts of the trip
were reflected in original bills of lading. For this reason, the
U S. Mdel refers, in the definition of "international traffic,”
to "such transport” being solely between places in the other
Contracting State, while the OECD Mbdel refers to the ship or
aircraft being operated solely between such places. The U. S.
Model | anguage is intended to nake clear that, as in the above
exanpl e, even if the goods are carried on a different aircraft
for the internal portion of the international voyage than is used
for the overseas portion of the trip, the definition applies to
that internal portion as well as the external portion.

Finally, a “cruise to nowhere,” i.e., a cruise beginning and
ending in a port in the same Contracting State with no stops in a
foreign port, would not constitute international traffic.

Subpar agraphs 1(e)(i) and (ii) define the term "conpetent
authority" for the United States and the other Contracting State,
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respectively. The U S. conpetent authority is the Secretary of
the Treasury or his delegate. The Secretary of the Treasury has
del egated the conpetent authority function to the Conm ssioner of
I nternal Revenue, who in turn has delegated the authority to the
Assi stant Comm ssioner (International). Wth respect to
interpretative issues, the Assistant Conm ssioner acts with the
concurrence of the Associate Chief Counsel (International) of the
| nt ernal Revenue Servi ce.

The term"United States" is defined in subparagraph 1(f) to
mean the United States of America, including the states, the
District of Colunbia and the territorial sea of the United
States. The term does not include Puerto Rico, the Virgin
| sl ands, Guam or any other U S. possession or territory. Unlike
the 1981 Model, this Mddel explicitly includes certain areas
under the sea within the definition of the United States. For
certain purposes, the definition is extended to include the sea
bed and subsoil of undersea areas adjacent to the territorial sea
of the United States. This extension applies to the extent that
the United States exercises sovereignty in accordance with
international |law for the purpose of natural resource exploration
and exploitation of such areas. This extension of the definition
applies, however, only if the person, property or activity to
whi ch the Convention is being applied is connected with such
natural resource exploration or exploitation. Thus, it would not
i nclude any activity involving the sea floor of an area over
which the United States exercised sovereignty for natura
resource purposes if that activity was unrelated to the
exploration and exploitation of natural resources. The other
Contracting State is defined in subparagraph 1(g).

This result is consistent with the result that woul d be
obt ai ned under the sonetines |ess precise definitions in sonme
US treaties. |In the absence of a precise definition
i ncorporating the continental shelf, the term"United States of
America" would be interpreted by reference to the U S. internal
| aw definition. Section 638 treats the continental shelf as part
of the United States.

The term"national,"” as it relates to the United States and
to the other Contracting State, is defined in subparagraphs
1(h)(i) and (ii). This termis relevant for purposes of Articles
19 (Governnent Service) and 24 (Non-discrimnation). A national
of one of the Contracting States is (1) an individual who is a
citizen or national of that State, and (2) any |egal person,
partnership or association deriving its status, as such, fromthe
law in force in the State where it is established. This
definition is closely analogous to that found in the OECD Mdel.
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The definition differs in two substantive respects fromt hat
in the 1981 Mbdel. First, in the 1981 Mddel a U. S. national was
defined as a citizen of the United States, and did not include
juridical persons. The addition of juridical persons to the
definition may have significance in relation to paragraph 1 of
Article 24 (Nondi scrimnation), which provides that nationals of
one Contracting State may not be subject in the other to any
taxes or connected requirenents that are other or nore burdensone
than those applicable to nationals of that other State who are in
the sane circunstances. Second, the 1981 Mddel (and the 1977
CECD Model ) included the definition of the term"national"” in
Article 24 (Nondiscrimnation) rather than in Article 3. Since
the termhas application in other articles as well (e.qg., Article
19 (Governnment Service)), the definition has been noved to
Article 3 (as it has been in the current OECD Model).

This Model adds a definition that was not included in
previous U. S. Mdels, or in the OECD Model. This is the
definition of "qualified governmental entity" in subparagraph
1(i). This definition is relevant for purposes of Articles 4
(Residence) and 22 (Limtation on Benefits). A portion of this
definition (i.e., sub-subparagraph (iii) dealing with
governnmental pension funds) also is relevant for purposes of
Article 10 (Dividends). The termneans: (i) the Governnent of a
Contracting State or of a political subdivision or |ocal
authority of the Contracting State; (ii) A person wholly owned by
a governnental entity described in subparagraph (i), that
satisfies certain organi zational and funding standards; and (iii)
a pension fund that nmeets the standards of subparagraphs (i) and
(1i) and that provides governnent service pension benefits,
described in Article 19 (Governnent Service). A qualified
governnmental entity described in subparagraphs (ii) and (iii) may
not engage in any comercial activity.

Paragraph 2 provides that in the application of the Conven-
tion, any termused but not defined in the Convention will have
the neaning that it has under the |aw of the Contracting State
whose tax i s being applied, unless the context requires
ot herwi se. The text of the paragraph has been anmended from
previous Mddels to clarify that if the termis defined under both
the tax and non-tax laws of a Contracting State, the definition
in the tax law will take precedence over the definition in the
non-tax laws. Finally, there also may be cases where the tax
laws of a State contain nmultiple definitions of the sane term
In such a case, the definition used for purposes of the
particul ar provision at issue, if any, should be used.
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| f the nmeaning of a termcannot be readily determ ned under
the law of a Contracting State, or if there is a conflict in
meani ng under the laws of the two States that creates difficul-
ties in the application of the Convention, the conpetent authori-
ties, as indicated in paragraph 3(f) of Article 25 (Mitual Agree-
ment Procedure), may establish a comon neaning in order to
prevent double taxation or to further any ot her purpose of the
Convention. This common neani ng need not conformto the meani ng
of the termunder the |aws of either Contracting State.

It has been understood inplicitly in previous U S. Mdels
and in the CECD Model that the reference in paragraph 2 to the
internal law of a Contracting State neans the law in effect at
the tine the treaty is being applied, not the law as in effect at
the tine the treaty was signed. This use of "anbul atory defini -
tions" has been clarified in the text of this Mdel.

The use of an anbul atory definition, however, may lead to
results that are at variance with the intentions of the negotia-
tors and of the Contracting States when the treaty was negoti at ed
and ratified. The reference in both paragraphs 1 and 2 to the
"context otherwi se requiring" a definition different fromthe
treaty definition, in paragraph 1, or fromthe internal |aw
definition of the Contracting State whose tax is being inposed,
under paragraph 2, refers to a circunstance where the result
intended by the Contracting States is different fromthe result
t hat woul d obtain under either the paragraph 1 definition or the
statutory definition.
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ARTICLE 4 (RESIDENCE)

This Article sets forth rules for determ ning whether a
person is a resident of a Contracting State for purposes of the
Convention. As a general matter only residents of the
Contracting States may claimthe benefits of the Convention. The
treaty definition of residence is to be used only for purposes of
the Convention. The fact that a person is determned to be a
resident of a Contracting State under Article 4 does not
necessarily entitle that person to the benefits of the
Convention. 1In addition to being a resident, a person al so nust
qualify for benefits under Article 22 (Limtation on Benefits) in
order to receive benefits conferred on residents of a Contracting
St at e.

The determ nation of residence for treaty purposes | ooks
first to a person's liability to tax as a resident under the
respective taxation laws of the Contracting States. As a general
matter, a person who, under those laws, is a resident of one
Contracting State and not of the other need | ook no further.

That person is a resident for purposes of the Convention of the
State in which he is resident under internal law. |f, however, a
person is resident in both Contracting States under their respec-
tive taxation |laws, the Article proceeds, where possible, to
assign a single State of residence to such a person for purposes
of the Convention through the use of tie-breaker rules.

Paragraph 1

The term "resident of a Contracting State" is defined in
paragraph 1. In general, this definition incorporates the
definitions of residence in U S. law and that of the other
Contracting State by referring to a resident as a person who,
under the laws of a Contracting State, is subject to tax there by
reason of his domcile, residence, citizenship, place of manage-
ment, place of incorporation or any other simlar criterion.

Thus, residents of the United States include aliens who are
considered U.S. residents under Code section 7701(b).

Subpar agraphs (a) through (d) each address speci al cases that may
arise in the context of Article 4.

Certain entities that are nomnally subject to tax but that
in practice rarely pay tax also would generally be treated as
residents and therefore accorded treaty benefits. For exanple,
RICs, REITs and REM Cs are all residents of the United States for
pur poses of the treaty. Although the incone earned by these
entities normally is not subject to U.S. tax in the hands of the
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entity, they are taxable to the extent that they do not currently
distribute their profits, and therefore nay be regarded as
"Il'table to tax." They also nust satisfy a nunber of requirenents
under the Code in order to be entitled to special tax treatnent.

Subpar agraph (a) provides that a person who is liable to tax
in a Contracting State only in respect of inconme from sources
within that State will not be treated as a resident of that
Contracting State for purposes of the Convention. Thus, a
consul ar official of the other Contracting State who is posted in
the United States, who nay be subject to U.S. tax on U S. source
i nvestnment inconme, but is not taxable in the United States on
non-U. S. source incone, would not be considered a resident of the
United States for purposes of the Convention. (See Code section
7701(b)(5)(B)). Simlarly, an enterprise of the other
Contracting State with a permanent establishnent in the United
States is not, by virtue of that permanent establishnment, a
resident of the United States. The enterprise generally is
subject to U.S. tax only with respect to its incone that is
attributable to the U S. permanent establishnment, not with
respect toits worldw de incone, as is a U S. resident.

Subpar agraph (b) provides that certain tax-exenpt entities
such as pension funds and charitabl e organizations wll be
regarded as residents regardl ess of whether they are generally
liable for income tax in the State where they are establi shed.
An entity will be described in this subparagraph if it is
generally exenpt fromtax by reason of the fact that it is
organi zed and operated exclusively to performa charitable or
simlar purpose or to provide pension or simlar benefits to
enpl oyees. The reference to “simlar benefits” is intended to
enconpass enpl oyee benefits such as health and disability
benefits.

The inclusion of this provision is intended to clarify the
general ly accepted practice of treating an entity that woul d be
liable for tax as a resident under the internal |aw of a state
but for a specific exenption fromtax (either conplete or par-
tial) as a resident of that state for purposes of paragraph 1
The reference to a general exenption is intended to reflect the
fact that under U.S. law, certain organi zations that generally
are considered to be tax-exenpt entities may be subject to
certain excise taxes or to inconme tax on their unrel ated busi ness
incone. Thus, a U S. pension trust, or an exenpt section 501(c)
organi zation (such as a U. S. charity) that is generally exenpt
fromtax under U S. lawis considered a resident of the United
States for all purposes of the treaty.
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Subpar agraph (c) specifies that a qualified governnental
entity (as defined in Article 3) is to be treated as a resident
of that State. Although this provision is not contained in
previous U S. Mddels, it is generally understood that such
entities are to be treated as residents under all of those Model
treaties. The purpose of including the rule in the Mddel is to
make this understanding explicit. Article 4 of the CECD Model
was anmended in 1995 to adopt a sim |l ar approach.

Subpar agraph (d) addresses special problens presented by
fiscally transparent entities such as partnerships and certain
estates and trusts that are not subject to tax at the entity
| evel . This subparagraph applies to any resident of a Contracting
State who is entitled to income derived through an entity that is
treated as fiscally transparent under the |laws of either
Contracting State. Entities falling under this description in
the United States woul d include partnerships, common investnent
trusts under section 584 and grantor trusts. This paragraph al so
applies to U.S. Iimted liability conpanies (“LLC s”) that are
treated as partnerships for U S. tax purposes.

Subpar agraph (d) provides that an item of incone derived
t hrough such fiscally transparent entities will be considered to
be derived by a resident of a Contracting State if the resident
is treated under the taxation laws of the State where he is
resident as deriving the itemof income. For exanple, if a US.
corporation distributes a dividend to an entity that is treated
as fiscally transparent in the other State, the dividend wll be
considered to be derived by a resident of that State to the
extent that the taxation |aw of that State treats residents of
that State as deriving the inconme for tax purposes. |In the case
of a partnership, this normally would include the partners of the
entity that are residents of that other Contracting State.

The taxation laws of a Contracting State nmay treat an item
of income, profit or gain as inconme, profit or gain of a resident
of that State even if the resident is not subject to tax on that
particular itemof incone, profit or gain. For exanple, if a
Contracting State has a participation exenption for certain
forei gn-source dividends and capital gains, such incone or gains
woul d be regarded as inconme or gain of a resident of that State
who ot herw se derived the inconme or gain, despite the fact that
the resident could be exenpt fromtax in that State on the incone
or gain.

I ncone is “derived through” a fiscally transparent entity if
the entity's participation in the transaction giving rise to the
income, profit or gain in question is respected after application
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of any source State anti-abuse principles based on substance over
formand simlar analyses. For exanple, if a partnership with
U.S. partners receives incone arising in the other Contracting
State, that incone will be considered to be derived through the
partnership by its partners as long as the partnership’ s
participation in the transaction is not disregarded for |ack of
econom ¢ substance. |In such a case, the partners would be
considered to be the beneficial owners of the incone.

Where inconme is derived through an entity organized in a
third state that has owners resident in one of the Contracting
States, the characterization of the entity in that third state is
irrelevant for purposes of determ ning whether the resident is
entitled to treaty benefits with respect to incone derived by the
entity.

This rule also applies to trusts to the extent that they are
fiscally transparent in their beneficial owner’s State of
residence. For exanple, if X, a resident of the other
Contracting State, creates a revocable trust and nanes persons
resident in a third country as the beneficiaries of the trust, X
woul d be treated as the beneficial owner of incone derived from
the United States under the Code's rules. |If the other State had
no rul es conparable to those in sections 671 through 679 then it
is possible that under the laws of the other State neither X nor
the trust would be taxed on the inconme derived fromthe United
States. In these cases subparagraph (d) provides that the
trust’s income would be regarded as being derived by a resident
of the other State only to the extent that the laws of that State
treat residents of that State as deriving the incone for tax
pur poses.

Paragraph 2

| f, under the |aws of the two Contracting States, and, thus,
under paragraph 1, an individual is deened to be a resident of
both Contracting States, a series of tie-breaker rules are
provided in paragraph 3 to determne a single State of residence

for that individual. These tests are to be applied in the order
in which they are stated. The first test is based on where the
i ndi vi dual has a permanent hone. |If that test is inconclusive

because the individual has a permanent honme available to himin
both States, he will be considered to be a resident of the
Contracting State where his personal and economc relations are
closest (i.e., the location of his "center of vital interests").
If that test is also inconclusive, or if he does not have a

per manent honme available to himin either State, he wll be
treated as a resident of the Contracting State where he nmaintains
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an habi tual abode. |f he has an habitual abode in both States or
in neither of them he will be treated as a resident of his
Contracting State of citizenship. |If he is a citizen of both

States or of neither, the matter will be considered by the
conpetent authorities, who will attenpt to agree to assign a
single State of residence.

Paragraph 3
Par agraph 3 seeks to settle dual -residence issues for

conpanies. A conpany is treated as resident in the United States
if it is created or organi zed under the laws of the United States

or a political subdivision. |If the sane test is used to
determ ne corporate residence under the | aws of the other Con-
tracting State, dual corporate residence wll not occur. |If,

however, as is frequently the case, a conpany is treated as a
resident of the other Contracting State if it is either incorpo-
rated or managed and controlled there, dual residence can arise
in the case of a U S. conpany that is managed and controlled in
the other Contracting State. Under paragraph 3, the residence of
such a conpany will be in the Contracting State under the | aws of
which it is created or organized (i.e., the United States, in the
exanpl e).

Paragraph 4

Dual residents other than individuals or conpanies (such as
trusts or estates) are addressed by paragraph 4. |[If such a
person is, under the rules of paragraph 1, resident in both
Contracting States, the conpetent authorities shall seek to
determine a single State of residence for that person for
pur poses of the Conventi on.



-24- Article5
ARTICLE 5 (PERMANENT ESTABLISHMENT)

This Article defines the term"permanent establishnent,"” a
termthat is significant for several articles of the Convention.
The exi stence of a permanent establishment in a Contracting State
IS necessary under Article 7 (Business Profits) for the taxation
by that State of the business profits of a resident of the other
Contracting State. Since the term"fixed base" in Article 14
(I ndependent Personal Services) is understood by reference to the
definition of "permanent establishnent,” this Article is also
rel evant for purposes of Article 14. Articles 10, 11 and 12
(dealing with dividends, interest, and royalties, respectively)
provide for reduced rates of tax at source on paynents of these
itens of income to a resident of the other State only when the
incone is not attributable to a permanent establishnent or fixed
base that the recipient has in the source State. The concept is
al so relevant in determ ning which Contracting State may tax
certain gains under Article 13 (Gains) and certain "other incone"
under Article 21 (OQther Incone).

The Article follows closely both the OECD Model and the 1981
U.S. Mddel provisions.

Paragraph 1

The basic definition of the term"permanent establishnment”
is contained in paragraph 1. As used in the Convention, the term
means a fixed place of business through which the business of an
enterprise is wholly or partly carried on

Paragraph 2

Paragraph 2 lists a nunber of types of fixed places of
busi ness that constitute a permanent establishnent. This list is
illustrative and non-exclusive. According to paragraph 2, the
term per manent establishnment includes a place of managenent, a
branch, an office, a factory, a workshop, and a mne, oil or gas
wel |, quarry or other place of extraction of natural resources.
As indicated in the OECD Cormentari es (see paragraphs 4 through
8), a general principle to be observed in determ ning whether a
per manent establishnment exists is that the place of business nust
be “fixed” in the sense that a particular building or physical
| ocation is used by the enterprise for the conduct of its
busi ness, and that it nust be foreseeable that the enterprise’s
use of this building or other physical l|ocation will be nore than
t emporary.
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Paragraph 3

Thi s paragraph provides rules to determ ne whether a
building site or a construction, assenbly or installation
project, or adrilling rig or ship used for the exploration of
natural resources constitutes a permanent establishnment for the
contractor, driller, etc. An activity is nmerely preparatory and
does not create a pernmanent establishnment under paragraph 4(e)
unl ess the site, project, etc. lasts or continues for nore than
twelve nonths. It is only necessary to refer to "exploration”
and not "exploitation" in this context because exploitation
activities are defined to constitute a permanent establishnent
under subparagraph (f) of paragraph 2. Thus, a drilling rig does
not constitute a permanent establishnment if a well is drilled in
only six nmonths, but if production begins in the follow ng nonth
the well becones a permanent establishnent as of that date.

The twel ve-nonth test applies separately to each site or
project. The twelve-nonth period begi ns when work (including
preparatory work carried on by the enterprise) physically begins
in a Contracting State. A series of contracts or projects by a
contractor that are interdependent both commercially and geo-
graphically are to be treated as a single project for purposes of
applying the twelve-nmonth threshold test. For exanple, the
construction of a housing devel opnent woul d be considered as a
single project even if each house were constructed for a
different purchaser. Several drilling rigs operated by a
drilling contractor in the same sector of the continental shelf
al so normally would be treated as a single project.

If the twelve-nonth threshold is exceeded, the site or
project constitutes a permanent establishnment fromthe first day
of activity. |In applying this paragraph, tinme spent by a sub-
contractor on a building site is counted as tinme spent by the
general contractor at the site for purposes of determ ning
whet her the general contractor has a permanent establishnment.
However, for the sub-contractor itself to be treated as having a
per manent establishnent, the sub-contractor's activities at the
site nust last for nore than 12 nonths. |f a sub-contractor is
on a site intermttently tinme is nmeasured fromthe first day the
sub-contractor is on the site until the last day (i.e.,

i nterveni ng days that the sub-contractor is not on the site are
counted) for purposes of applying the 12-nonth rule.

These interpretations of the Article are based on the
Comrentary to paragraph 3 of Article 5 of the OECD Model, which
contai ns | anguage al nost identical to that in the Convention



-26- Article5

(except for the absence in the OECD Model of a rule for drilling
rigs). These interpretations are consistent with the generally
accepted international interpretation of the | anguage in
paragraph 3 of Article 5 of the Convention.

Paragraph 4

Thi s paragraph contai ns exceptions to the general rule of
paragraph 1, listing a nunber of activities that may be carried
on through a fixed place of business, but which neverthel ess do
not create a pernmanent establishnment. The use of facilities
solely to store, display or deliver nerchandi se belonging to an
enterprise does not constitute a permanent establishnment of that
enterprise. The maintenance of a stock of goods belonging to an
enterprise solely for the purpose of storage, display or deliv-
ery, or solely for the purpose of processing by another enter-
prise does not give rise to a permanent establishnent of the
first-nentioned enterprise. The maintenance of a fixed place of
busi ness solely for the purpose of purchasi ng goods or nerchan-
dise, or for collecting information, for the enterprise, or for
other activities that have a preparatory or auxiliary character
for the enterprise, such as advertising, or the supply of infor-
mati on do not constitute a permanent establishment of the
enterprise. Thus, as explained in paragraph 22 of the OECD
Comment ari es, an enpl oyee of a news organi zati on engaged nerely
in gathering information would not constitute a pernmanent
establ i shment of the news organization.

Further, a conbination of these activities wll not give
rise to a permanent establishnment: unlike the OECD Mydel, the
Model provides that the maintenance of a fixed place of business
for a conbination of the activities listed in subparagraphs (a)
t hrough (e) of the paragraph does not give rise to a permanent
establishment, w thout the OECD Mbdel’s qualification that the
overal |l conbination of activities nust be of a preparatory or
auxiliary character. The United States position is that a
conbi nation of activities that are each preparatory or auxiliary
always will result in an overall activity that is also
preparatory or auxiliary.

Paragraph 5

Par agraphs 5 and 6 specify when activities carried on by an
agent on behalf of an enterprise create a permanent establi shnent
of that enterprise. Under paragraph 5, a dependent agent of an
enterprise is deened to be a permanent establishnment of the
enterprise if the agent has and habitually exercises an authority
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to conclude contracts that are binding on the enterprise. |If,
however, for exanple, his activities are limted to those
activities specified in paragraph 4 which would not constitute a
per manent establishnent if carried on by the enterprise through a
fi xed place of business, the agent is not a pernanent establish-
ment of the enterprise.

The OECD Mbdel uses the term“in the nane of that
enterprise” rather than “binding on the enterprise.” This
difference is intended to be a clarification rather than a
substantive difference. As indicated in paragraph 32 to the OCECD
Commentaries on Article 5, paragraph 5 of the Article is intended
to enconpass persons who have “sufficient authority to bind the
enterprise’s participation in the business activity in the State
concerned.”

The contracts referred to in paragraph 5 are those relating
to the essential business operations of the enterprise, rather
than ancillary activities. For exanple, if the agent has no
authority to conclude contracts in the nanme of the enterprise
wth its custonmers for, say, the sale of the goods produced by
the enterprise, but it can enter into service contracts in the
name of the enterprise for the enterprise' s business equi pnent
used in the agent's office, this contracting authority woul d not
fall within the scope of the paragraph, even if exercised
regul arly.

Paragraph 6

Under paragraph 6, an enterprise is not deenmed to have a
per manent establishnent in a Contracting State nerely because it
carries on business in that State through an i ndependent agent,
i ncluding a broker or general comm ssion agent, if the agent is
acting in the ordinary course of his business as an i ndependent
agent. Thus, there are two conditions that nust be satisfied:

t he agent nmust be both |egally and econom cal |y i ndependent of
the enterprise, and the agent nust be acting in the ordinary
course of its business in carrying out activities on behal f of
the enterprise

Whet her the agent and the enterprise are independent is a
factual determ nation. Anmong the questions to be considered are
the extent to which the agent operates on the basis of instruc-
tions fromthe enterprise. An agent that is subject to detailed
instructions regarding the conduct of its operations or
conprehensive control by the enterprise is not legally
i ndependent .
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In determ ning whether the agent is economically
i ndependent, a relevant factor is the extent to which the agent
bears business risk. Business risk refers primarily to risk of
| oss. An independent agent typically bears risk of loss fromits
own activities. |In the absence of other factors that would
establ i sh dependence, an agent that shares business risk with the
enterprise, or has its own business risk, is economcally
i ndependent because its business activities are not integrated
with those of the principal. Conversely, an agent that bears
little or norisk fromthat activities it perfornms is not
econom cal ly i ndependent and therefore is not described in
par agr aph 6.

Anot her relevant factor in determ ning whether an agent is
econom cal ly i ndependent is whether the agent has an excl usive or
nearly exclusive relationship wth the principal. Such a
rel ati onship may indicate that the principal has econom c control
over the agent. A nunber of principals acting in concert also
may have econom c control over an agent. The |imted scope of
the agent’s activities and the agent’ s dependence on a single
source of incone may indicate that the agent |acks econom c
i ndependence. It should be borne in mnd, however, that
exclusivity is not initself a conclusive test: an agent nay be
econom cal |l y i ndependent notw t hstandi ng an excl usi ve
relationship with the principal if it has the capacity to
di versify and acquire other clients wthout substanti al
nodi fications to its current business and w thout substanti al
harmto its business profits. Thus, exclusivity should be viewed
merely as a pointer to further investigation of the relationship
bet ween the principal and the agent. Each case nust be addressed
on the basis of its own facts and circunstances.

Paragraph 7

This paragraph clarifies that a conpany that is a resident
of a Contracting State is not deenmed to have a pernmanent estab-
lishment in the other Contracting State nerely because it con-
trols, or is controlled by, a conpany that is a resident of that
other Contracting State, or that carries on business in that
other Contracting State. The determ nation whether a permanent
establi shnment exists is nmade solely on the basis of the factors
described in paragraphs 1 through 6 of the Article. Wether a
conpany is a pernmanent establishnent of a rel ated conpany,
therefore, is based solely on those factors and not on the
ownership or control relationship between the conpanies.
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ARTICLE 6 (INCOME FROM REAL PROPERTY (IMMOVABLE PROPERTY))

Paragraph 1

The first paragraph of Article 6 states the general rule
that income of a resident of a Contracting State derived from
real property situated in the other Contracting State may be
taxed in the Contracting State in which the property is situated.
The paragraph specifies that income fromreal property includes
income fromagriculture and forestry. |Inconme fromagriculture
and forestry are dealt with in Article 6 rather than in Article 7
(Business Profits) in order to conformthe U S. Mdel to the OECD
Model. G ven the availability of the net election in paragraph
5, taxpayers generally should be able to obtain the sane tax
treatnment in the situs country regardl ess of whether the incone
is treated as business profits or real property incone.

Paragraph 3 clarifies that the incone referred to in paragraph 1
al so neans inconme fromany use of real property, including, but
not limted to, incone fromdirect use by the owner (in which
case inconme may be inputed to the owner for tax purposes) and
rental income fromthe letting of real property.

This Article does not grant an exclusive taxing right to the
situs State; the situs State is nerely given the primary right to
tax. The Article does not inpose any limtation in terns of rate
or formof tax on the situs State, except that, as provided in
paragraph 5, the situs State nust allow the taxpayer an el ection
to be taxed on a net basis.

Paragraph 2

The term "real property" is defined in paragraph 2 by
reference to the internal law definition in the situs State. 1In
the case of the United States, the term has the neaning given to
it by Reg. 8 1.897-1(b). The CECD Model, and many ot her coun-
tries, use the term"imovable property"” instead. It is to be
understood fromthe parenthetical use of the term"i nmovabl e
property” in the title to the Article and in paragraphs 1 and 2,
that the two terns are synonynous. Thus the statutory definition
is to be used whether the statutory termis "real property" or
"i rmovabl e property"”.

Paragraph 3

Par agraph 3 makes clear that all fornms of incone derived
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fromthe exploitation of real property are taxable in the Con-
tracting State in which the property is situated. In the case of
a net |ease of real property, if a net election has not been
made, the gross rental paynment (before deducti bl e expenses
incurred by the |l essee) is treated as incone fromthe property.

| nconme fromthe disposition of an interest in real property,
however, is not considered "derived" fromreal property and is
not dealt with in this article. The taxation of that incone is
addressed in Article 13 (Gains). Also, the interest paid on a
nortgage on real property and distributions by a U S. Real Estate
| nvest nent Trust are not dealt with in Article 6. Such paynents
woul d fall under Articles 10 (D vidends), 11 (Interest) or 13
(Gains). Finally, dividends paid by a United States Real
Property Hol di ng Corporation are not considered to be inconme from
the exploitation of real property: such paynents would fall under
Article 10 (D vidends) or 13(Gains).

Paragraph 4

Thi s paragraph specifies that the basic rule of paragraph 1
(as el aborated in paragraph 3) applies to incone fromreal
property of an enterprise and to inconme fromreal property used
for the performance of independent personal services. This
clarifies that the situs country may tax the real property incone
(it ncluding rental incone) of a resident of the other Contracting
State in the absence of attribution to a permanent establishnent
or fixed base in the situs State. This provision represents an
exception to the general rule under Articles 7 (Business Profits)
and 14 (I ndependent Personal Services) that inconme nust be
attributable to a permanent establishnment or fixed base,
respectively, in order to be taxable in the situs state.

Paragraph 5

The paragraph provides that a resident of one Contracting
State that derives real property inconme fromthe other may el ect,
for any taxable year, to be subject to tax in that other State on
a net basis, as though the inconme were attributable to a pernma-
nent establishnment in that other State. The el ection may be
termnated with the consent of the conpetent authority of the
situs State. In the United States, revocation will be granted in
accordance wth the provisions of Treas. Reg. section 1.871-

10(d) (2).
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ARTICLE 7 (BUSINESS PROFITS)

This Article provides rules for the taxation by a
Contracting State of the business profits of an enterprise of the
ot her Contracting State.

Paragraph 1

Paragraph 1 states the general rule that business profits
(as defined in paragraph 7) of an enterprise of one Contracting
State may not be taxed by the other Contracting State unless the
enterprise carries on business in that other Contracting State
t hrough a permanent establishnent (as defined in Article 5
(Permanent Establishnment)) situated there. When that condition
is net, the State in which the permanent establishnment is
situated may tax the enterprise, but only on a net basis and only
on the inconme that is attributable to the permanent establish-
ment. This paragraph is identical to paragraph 1 of Article 7 of
t he OECD Model

Paragraph 2

Paragraph 2 provides rules for the attribution of business
profits to a permanent establishnment. The Contracting States
will attribute to a permanent establishnment the profits that it
woul d have earned had it been an independent enterprise engaged
in the same or simlar activities under the sane or simlar
ci rcunstances. This | anguage incorporates the armis-length
standard for purposes of determning the profits attributable to
a permanent establishnment. The conputation of business profits
attributable to a permanent establishnent under this paragraph is
subject to the rules of paragraph 3 for the all owance of expenses
incurred for the purposes of earning the profits.

The “attributable to” concept of paragraph 2 is anal ogous
but not entirely equivalent to the “effectively connected”
concept in Code section 864(c). The profits attributable to a
per manent establishnment may be from sources within or without a
Contracting State.

Paragraph 2 al so provides that the business profits
attributed to a permanent establishnment include only those
derived fromthat permanent establishnent’s assets or activities.
This rule is consistent with the “asset-use” and “busi ness
activities” test of Code section 864(c)(2). The OECD Mddel does
not expressly provide such a limtation, although it generally is
understood to be inplicit in paragraph 1 of Article 7 of the OECD
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Model . This provision was included in the U S. Mdel to nake it
clear that the limted force of attraction rule of Code section
864(c)(3) is not incorporated into paragraph 2.

This Article does not contain a provision corresponding to
paragraph 4 of Article 7 of the OECD Mbddel. That paragraph
provides that a Contracting State in certain circunstances may
determne the profits attributable to a permanent establishnment
on the basis of an apportionnent of the total profits of the
enterprise. This paragraph has not been included in the Mdel
because it is unnecessary. The CECD Commentaries to paragraphs 2
and 3 of Article 7 authorize the use of such approaches
i ndependently of paragraph 4 of Article 7 of the OECD Mddel. Any
such approach, however, nust be designed to approximate an arnis
l ength result.

Paragraph 3

This paragraph is in substance the sane as paragraph 3 of
Article 7 of the OECD Model, although it is in some respects nore
detailed. Paragraph 3 provides that in determ ning the business
profits of a permanent establishnment, deductions shall be all owed
for the expenses incurred for the purposes of the pernanent
establishment, ensuring that business profits will be taxed on a
net basis. This rule is not limted to expenses incurred
exclusively for the purposes of the permanent establishnent, but
i ncl udes a reasonabl e all ocation of expenses incurred for the
purposes of the enterprise as a whole, or that part of the
enterprise that includes the permanent establishnment. Deductions
are to be allowed regardl ess of which accounting unit of the
enterprise books the expenses, so long as they are incurred for
t he purposes of the permanent establishnent. For exanple, a
portion of the interest expense recorded on the books of the hone
office in one State may be deducted by a permanent establishnent
in the other if properly allocable thereto.

The paragraph specifies that the expenses that may be
considered to be incurred for the purposes of the permanent
establ i shment are expenses for research and devel opnent, interest
and other simlar expenses, as well as a reasonabl e anmount of
executive and general admnistrative expenses. This rule permts
(but does not require) each Contracting State to apply the type
of expense allocation rules provided by U S. |law (such as in
Treas. Reg. sections 1.861-8 and 1.882-5).

Par agraph 3 does not permt a deduction for expenses charged
to a permanent establishnment by another unit of the enterprise.
Thus, a pernmanent establishnment nmay not deduct a royalty deened
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paid to the head office. Simlarly, a permanent establishnment
may not increase its business profits by the anount of any
notional fees for ancillary services perfornmed for another unit
of the enterprise, but also should not receive a deduction for

t he expense of providing such services, since those expenses
woul d be incurred for purposes of a business unit other than the
per manent establi shnent.

Paragraph 4

Par agraph 4 provides that no business profits can be attri b-
uted to a pernmanent establishnment nerely because it purchases
goods or merchandi se for the enterprise of which it is a part.
This paragraph is essentially identical to paragraph 5 of Article
7 of the OECD Mbdel. This rule applies only to an office that
perfornms functions for the enterprise in addition to purchasing.
The incone attribution issue does not arise if the sole activity
of the pernmanent establishnent is the purchase of goods or
mer chandi se because such activity does not give rise to a
per manent establishnment under Article 5 (Permanent
Establi shnent). A common situation in which paragraph 4 is
relevant is one in which a permanent establishment purchases raw
materials for the enterprise's manufacturing operation conducted
outside the United States and sells the manufactured product.
Wi | e business profits may be attributable to the pernmanent
establishment with respect to its sales activities, no profits
are attributable to it with respect to its purchasing activities.

Paragraph 5

Thi s paragraph tracks paragraph 6 of Article 7 of the OECD
Model , providing that profits shall be determ ned by the sane
met hod of accounting each year, unless there is good reason to
change the nethod used. This rule assures consistent tax
treatnment over tine for permanent establishnments. It [imts the
ability of both the Contracting State and the enterprise to
change accounting nethods to be applied to the permanent
establishnment. It does not, however, restrict a Contracting
State frominposing additional requirenents, such as the rules
under Code section 481, to prevent anounts from being duplicated
or omtted follow ng a change in accounting nethod.

Paragraph 6

Par agraph 6 coordi nates the provisions of Article 7 and
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ot her provisions of the Convention. Under this paragraph, when
busi ness profits include itens of inconme that are dealt with
separately under other articles of the Convention, the provisions
of those articles will, except when they specifically provide to
the contrary, take precedence over the provisions of Article 7.
For exanple, the taxation of dividends will be determ ned by the
rules of Article 10 (Dividends), and not by Article 7, except
where, as provided in paragraph 6 of Article 10, the dividend is
attributable to a permanent establishnment or fixed base. 1In the
| atter case the provisions of Articles 7 or 14 (I ndependent
Personal Services) apply. Thus, an enterprise of one State
deriving dividends fromthe other State may not rely on Article 7
to exenpt those dividends fromtax at source if they are not
attributable to a permanent establishnment of the enterprise in
the other State. By the same token, if the dividends are
attributable to a permanent establishnent in the other State, the
di vidends nay be taxed on a net incone basis at the source
State’s full corporate tax rate, rather than on a gross basis
under Article 10 (D vidends).

As provided in Article 8 (Shipping and Air Transport),
i ncome derived fromshipping and air transport activities in
international traffic described in that Article is taxable only
in the country of residence of the enterprise regardl ess of
whether it is attributable to a permanent establishnent situated
in the source State.

Paragraph 7

The term "business profits" is defined generally in
paragraph 7 to nmean inconme derived fromany trade or business.
In the absence of evidence to the contrary the lack of this
definition in a bilateral Convention should not be construed to
indicate that any different nmeaning should be attributed to the
term

In accordance with this broad definition, the term "business
profits" includes incone attributable to notional principal
contracts and other financial instrunments to the extent that the
incone is attributable to a trade or business of dealing in such
instrunments, or is otherwise related to a trade or business (as
in the case of a notional principal contract entered into for the
pur pose of hedging currency risk arising froman active trade or
busi ness). Any other inconme derived fromsuch instrunents is,
unl ess specifically covered in another article, dealt w th under
Article 21 (O her Incone).
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The first sentence of the paragraph states the | ongstanding
U S. view that inconme earned by an enterprise fromthe furnishing
of personal services is business profits. Thus, a consulting
firmresident in one State whose enpl oyees performservices in
the other State through a pernmanent establishment nmay be taxed in
that other State on a net basis under Article 7, and not under
Article 14 (I ndependent Personal Services), which applies only to
individuals. The salaries of the enpl oyees would be subject to
the rules of Article 15 (Dependent Personal Services).

The paragraph al so specifies that the term "busi ness prof-
its" includes incone derived by an enterprise fromthe rental of
tangi bl e personal property. In the 1977 OECD Model Convention
this class of inconme was treated as a royalty, subject to the
rules of Article 12. This rule was changed in the 1992 CECD
Model, and the U. S. Mdel reflects this change in policy. The
i nclusion of income derived by an enterprise fromthe rental of
tangi bl e personal property in business profits means that such
i ncome earned by a resident of a Contracting State can be taxed
by the other Contracting State only if the incone is attributable
to a permanent establishnment nmaintained by the resident in that
other State, and, if the incone is taxable, it can be taxed only
on a net basis. Incone fromthe rental of tangible personal
property that is not derived in connection with a trade or
business is dealt with in Article 21 (Qher Incone).

Paragraph 8

Par agraph 8 incorporates into the Convention the rul e of
Code section 864(c)(6). Like the Code section on which it is
based, paragraph 8 provides that any inconme or gain attributable
to a permanent establishnment or a fixed base during its existence
is taxable in the Contracting State where the pernmanent
establishnment or fixed base is situated, even if the paynent of
that inconme or gain is deferred until after the permanent estab-
lishment or fixed base ceases to exist. This rule applies with
respect to paragraphs 1 and 2 of Article 7 (Business Profits),
paragraph 6 of Article 10 (D vidends), paragraph 3 of Articles 11
(Interest), 12 (Royalties) and 13 (Gains), Article 14 (I ndepen-
dent Personal Services) and paragraph 2 of Article 21 (O her
| ncone) .

The effect of this rule can be illustrated by the foll ow ng
exanpl e. Assune a conpany that is a resident of the other
Contracting State and that maintains a permanent establishnment in
the United States wi nds up the permanent establishnent's business
and sells the permanent establishnment's inventory and assets to a
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U.S. buyer at the end of year 1 in exchange for an interest-
bearing installment obligation payable in full at the end of year
3. Despite the fact that Article 13's threshold requirenent for
U S taxation is not net in year 3 because the conpany has no

per manent establishnment in the United States, the United States
may tax the deferred i ncone paynent recognized by the conpany in
year 3.

Relation to Other Articles

This Article is subject to the saving clause of paragraph 4
of Article 1 (General Scope) of the Mddel. Thus, if a citizen of
the United States who is a resident of the other Contracting
State under the treaty derives business profits fromthe United
States that are not attributable to a permanent establishnment in
the United States, the United States may, subject to the special
foreign tax credit rules of paragraph 3 of Article 23 (Reli ef
from Doubl e Taxation), tax those profits, notw thstanding the
provi sion of paragraph 1 of this Article which would exenpt the
inconme fromU. S. tax.

The benefits of this Article are also subject to Article 22
(Limtation on Benefits). Thus, an enterprise of the other
Contracting State and that derives incone effectively connected
wth a US. trade or business nmay not claimthe benefits of
Article 7 unless the resident carrying on the enterprise
qualifies for such benefits under Article 22.
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ARTICLE 8 (SHIPPING AND AIR TRANSPORT)

This Article governs the taxation of profits fromthe
operation of ships and aircraft in international traffic. The
term"international traffic" is defined in subparagraph 1(d) of
Article 3 (CGeneral Definitions).

Paragraph 1

Paragraph 1 provides that profits derived by an enterprise
of a Contracting State fromthe operation in international
traffic of ships or aircraft are taxable only in that Contracting
State. Because paragraph 6 of Article 7 (Business Profits)
defers to Article 8 with respect to shipping incone, such inconme
derived by a resident of one of the Contracting States nay not be
taxed in the other State even if the enterprise has a permnent
establishment in that other State. Thus, if a US. airline has a
ticket office in the other State, that State may not tax the
airline's profits attributable to that office under Article 7.
Since entities engaged in international transportation activities
normally will have many pernmanent establishnments in a nunber of
countries, the rule avoids difficulties that would be encountered
in attributing income to nultiple permanent establishnents if the
i ncone were covered by Article 7 (Business Profits).

Paragraph 2

The inconme fromthe operation of ships or aircraft in inter-
national traffic that is exenpt fromtax under paragraph 1 is
defined in paragraph 2. This paragraph is not found in the OECD
Model , but the effect of the paragraph is generally consistent
with the description of the scope of Article 8 in the Cormentary
to Article 8 of the CECD Model. Mbst of the incone itens that
are described in paragraph 2 of the U S. Mdel are described in
the OECD Commentary as being included within the scope of the
exenption in paragraph 1. Unlike the OECD Mbdel, however,
paragraph 2 al so covers non-incidental bareboat |easing. See,
par agraph 5 of the CECD Comment ari es.

In addition to inconme derived directly fromthe operation of
ships and aircraft in international traffic, this definition also
includes certain itenms of rental incone that are closely related
to those activities. First, incone of an enterprise of a
Contracting State fromthe rental of ships or aircraft on a ful
basis (i.e., with crew) when such ships or aircraft are used in
international traffic is income of the I essor fromthe operation



-38- Article 8

of ships and aircraft in international traffic and, therefore, is
exenpt fromtax in the other Contracting State under paragraph 1
Al so, paragraph 2 enconpasses inconme fromthe | ease of ships or
aircraft on a bareboat basis (i.e., without crew), either when
the ships or aircraft are operated in international traffic by
the | essee, or when the incone is incidental to other incone of
the | essor fromthe operation of ships or aircraft in interna-
tional traffic. As discussed above, of these classes of rental

i ncome, only non-incidental, bareboat |ease income is not covered
by Article 8 of the OECD Mbdel .

Paragraph 2 also clarifies, consistent with the Commentary
to Article 8 of the OECD Model, that incone earned by an enter-
prise fromthe inland transport of property or passengers wthin
either Contracting State falls within Article 8 if the transport
i s undertaken as part of the international transport of property
or passengers by the enterprise. Thus, if a U 'S. shipping
conpany contracts to carry property fromthe other State to a
US city and, as part of that contract, it transports the
property by truck fromits point of origin to an airport in the
other State (or it contracts with a trucking conpany to carry the
property to the airport) the inconme earned by the U S. shi pping
conpany fromthe overland |l eg of the journey would be taxable
only in the United States. Simlarly, Article 8 also would apply
to inconme fromlighterage undertaken as part of the internationa
transport of goods.

Finally, certain non-transport activities that are an
integral part of the services perfornmed by a transport conpany
are understood to be covered in paragraph 1, though they are not
specified in paragraph 2. These include, for exanple, the
performance of some mai ntenance or catering services by one
airline for another airline, if these services are incidental to
the provision of those services by the airline for itself.
| ncone earned by concessionaires, however, is not covered by
Article 8. These interpretations of paragraph 1 also are
consistent wwth the Coomentary to Article 8 of the OECD Mdel.

Paragraph 3

Under this paragraph, profits of an enterprise of a Con-
tracting State fromthe use, maintenance or rental of containers
(i ncluding equi pnent for their transport) that are used for the
transport of goods in international traffic are exenpt fromtax
in the other Contracting State. This result obtains under
par agraph 3 regardl ess of whether the recipient of the incone is
engaged in the operation of ships or aircraft in international
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traffic, and regardl ess of whether the enterprise has a pernanent
establishment in the other Contracting State. Only incone from
t he use, maintenance or rental of containers that is incidental
to other inconme frominternational traffic is covered by Article
8 of the OECD Model

Paragraph 4

Thi s paragraph clarifies that the provisions of paragraphs 1
and 3 also apply to profits derived by an enterprise of a
Contracting State fromparticipation in a pool, joint business or
i nternational operating agency. This refers to various
arrangenments for international cooperation by carriers in ship-
ping and air transport. For exanple, airlines fromtwo countries
may agree to share the transport of passengers between the two
countries. They each wll fly the sanme nunber of flights per
week and share the revenues fromthat route equally, regardl ess
of the nunber of passengers that each airline actually
transports. Paragraph 4 makes clear that with respect to each
carrier the inconme dealt with in the Article is that carrier's
share of the total transport, not the income derived fromthe
passengers actually carried by the airline. This paragraph
corresponds to paragraph 4 of Article 8 of the OECD Model .

Relation to Other Articles

The taxation of gains fromthe alienation of ships, aircraft
or containers is not dealt with in this Article but in paragraph
4 of Article 13 (Gains).

As wth other benefits of the Convention, the benefit of
excl usi ve residence country taxation under Article 8 is avail able
to an enterprise only if it is entitled to benefits under Article
22 (Limtation on Benefits).

This Article also is subject to the saving cl ause of para-
graph 4 of Article 1 (General Scope) of the Mddel. Thus, if a
citizen of the United States who is a resident of the other
Contracting State derives profits fromthe operation of ships or
aircraft in international traffic, notw thstanding the excl usive
resi dence country taxation in paragraph 1 of Article 8, the
United States may, subject to the special foreign tax credit
rules of paragraph 3 of Article 23 (Relief from Double Taxation),
tax those profits as part of the worldw de incone of the citizen.
(This is an unlikely situation, however, because non-tax
considerations (e.qg., insurance) generally result in shipping
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activities being carried on in corporate form)
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ARTICLE 9 (ASSOCIATED ENTERPRISES)

This Article incorporates in the Convention the arm s-1|ength
principle reflected in the U S. donestic transfer pricing
provi sions, particularly Code section 482. It provides that when
related enterprises engage in a transaction on terns that are not
arm s-length, the Contracting States nay nmake appropriate adj ust-
ments to the taxable incone and tax liability of such related
enterprises to reflect what the incone and tax of these enter-
prises with respect to the transaction would have been had there
been an arm s-length relationship between them

Paragraph 1

This paragraph is essentially the sane as its counterpart in
the CECD Model. It addresses the situation where an enterprise
of a Contracting State is related to an enterprise of the other
Contracting State, and there are arrangenents or conditions
i nposed between the enterprises in their conmercial or financial
relations that are different fromthose that woul d have exi sted
in the absence of the relationship. Under these circunstances,
the Contracting States nay adjust the income (or loss) of the
enterprise to reflect what it would have been in the absence of
such a rel ationship.

The paragraph identifies the relationships between enter-
prises that serve as a prerequisite to application of the Arti-
cle. As the Coomentary to the OECD Mbdel nakes clear, the
necessary element in these relationships is effective control,
which is also the standard for purposes of section 482. Thus,
the Article applies if an enterprise of one State participates
directly or indirectly in the managenent, control, or capital of
the enterprise of the other State. Also, the Article applies if
any third person or persons participate directly or indirectly in
t he managenent, control, or capital of enterprises of different
States. For this purpose, all types of control are included,
i.e., whether or not legally enforceabl e and however exercised or
exer ci sabl e.

The fact that a transaction is entered into between such
related enterprises does not, in and of itself, mean that a
Contracting State may adjust the inconme (or |oss) of one or both
of the enterprises under the provisions of this Article. |If the
conditions of the transaction are consistent wth those that
woul d be nade between independent persons, the incone arising
fromthat transaction should not be subject to adjustnent under
this Article.
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Simlarly, the fact that associated enterprises may have
concl uded arrangenents, such as cost sharing arrangenents or
general services agreenents, is not in itself an indication that
the two enterprises have entered into a non-arm s-length transac-
tion that should give rise to an adjustnment under paragraph 1
Both related and unrel ated parties enter into such arrangenents
(e.qg., joint venturers may share sone devel opnent costs). As
wi th any other kind of transaction, when related parties enter
into an arrangenent, the specific arrangenent nmust be exam ned to
see whether or not it neets the armis-length standard. 1In the
event that it does not, an appropriate adjustnent may be nade,
whi ch may include nodifying the terns of the agreenment or re-
characterizing the transaction to reflect its substance.

It is understood that the "commensurate wth incone" stan-
dard for determ ning appropriate transfer prices for intangibles,
added to Code section 482 by the Tax Reform Act of 1986, was
designed to operate consistently wwth the arm s-1ength standard.
The inplenmentation of this standard in the section 482
regul ations is in accordance with the general principles of
paragraph 1 of Article 9 of the Convention, as interpreted by the
CECD Transfer Pricing Guidelines.

Article 9 does not contain a version of paragraph 3 of
Article 9 of the 1981 Mddel providing that the adjustnents to
i ncone provided for in paragraph 1 do not replace, but conple-
ment, the adjustnents provided for under the internal |aws of the
Contracting States. This | anguage was not included in Article 9
because it had proven to be confusing. The 1981 Mdel | anguage
does not grant authority not otherwi se present. Regardless of
whet her a particular convention includes a version of paragraph
3, the Contracting States preserve their rights to apply internal
| aw provisions relating to adjustnments between rel ated parties.
They al so reserve the right to make adjustnents in cases

i nvol ving tax evasion or fraud. Such adjustnents -- the
di stribution, apportionnent, or allocation of incone, deductions,
credits or allowances -- are permtted even if they are different

from or go beyond, those authorized by paragraph 1 of the
Article, as long as they accord with the general principles of
paragraph 1, i.e., that the adjustnent reflects what woul d have
transpired had the related parties been acting at armis | ength.
For exanple, while paragraph 1 explicitly allows adjustnments of
deductions in conputing taxable inconme, it does not deal with
adjustnents to tax credits. It does not, however, preclude such
adjustnents if they can be nmade under internal |law. The CECD
Model reaches the sane result. See paragraph 4 of the
Commentaries to Article 9.
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This Article also permts tax authorities to deal with thin
capitalization issues. They may, in the context of Article 9,
scrutinize nore than the rate of interest charged on a | oan
bet ween rel ated persons. They al so may exam ne the capital
structure of an enterprise, whether a paynent in respect of that
| oan should be treated as interest, and, if it is treated as
i nterest, under what circunstances interest deductions should be
allowed to the payor. Paragraph 2 of the Comentaries to Article
9 of the CECD Model, together with the U S. observation set forth
i n paragraph 15, sets forth a simlar understanding of the scope
of Article 9 in the context of thin capitalization.

Paragraph 2

When a Contracting State has made an adjustnent that is
consistent wth the provisions of paragraph 1, and the other
Contracting State agrees that the adjustnent was appropriate to
reflect arm s-length conditions, that other Contracting State is
obligated to nake a correlative adjustnent (sonetines referred to
as a “corresponding adjustnent”) to the tax liability of the
rel ated person in that other Contracting State. Although the
CECD Mbdel does not specify that the other Contracting State nust
agree with the initial adjustnment before it is obligated to nake
the correlative adjustnent, the Commentary nakes clear that the
paragraph is to be read that way.

As explained in the OECD Cormentaries, Article 9 | eaves the
treatnent of "secondary adjustnments” to the |aws of the
Contracting States. When an adjustnment under Article 9 has been
made, one of the parties will have in its possession funds that
it would not have had at arm s length. The question arises as to
how to treat these funds. 1In the United States the general
practice is to treat such funds as a dividend or contribution to
capital, depending on the relationship between the parties.

Under certain circunmstances, the parties may be permtted to
restore the funds to the party that would have the funds at arm s
I ength, and to establish an account payabl e pending restoration
of the funds. See, Rev. Proc. 65-17, 1965-1 C B. 833.

The Contracting State making a secondary adjustment wil|
take the other provisions of the Convention, where relevant, into
account. For exanple, if the effect of a secondary adjustnent is
to treat a U S. corporation as having nmade a distribution of
profits to its parent corporation in the other Contracting State,
the provisions of Article 10 (Dividends) wll apply, and the
United States may inpose a 5 percent w thholding tax on the
dividend. Also, if under Article 23 the other State generally
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gives a credit for taxes paid wth respect to such dividends, it
woul d al so be required to do so in this case.

The conpetent authorities are authorized by paragraph 2 to
consult, if necessary, to resolve any differences in the applica-
tion of these provisions. For exanple, there may be a di sagree-
ment over whet her an adjustnment made by a Contracting State under
par agraph 1 was appropri ate.

If a correlative adjustnment is made under paragraph 2, it is
to be inplenented, pursuant to paragraph 2 of Article 25 (Mitual
Agreenment Procedure), notw thstanding any tine limts or other
procedural limtations in the law of the Contracting State making
the adjustnent. |If a taxpayer has entered a cl osi ng agreenent
(or other witten settlement) with the United States prior to
bringing a case to the conpetent authorities, the U S. conpetent
authority will endeavor only to obtain a correlative adjustnent
fromthe other Contracting State. See, Rev. Proc. 96-13, 1996-13
|. R B. 31, Section 7.05.

Relationship to Other Articles

The saving clause of paragraph 4 of Article 1 (General
Scope) does not apply to paragraph 2 of Article 9 by virtue of
t he exceptions to the saving clause in paragraph 5(a) of Article
1. Thus, even if the statute of limtations has run, a refund of
tax can be made in order to inplenment a correlative adjustnent.
Statutory or procedural limtations, however, cannot be
overridden to inpose additional tax, because paragraph 2 of
Article 1 provides that the Convention cannot restrict any
statutory benefit.
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ARTICLE 10 (DIVIDENDS)

Article 10 provides rules for the taxation of dividends paid
by a resident of one Contracting State to a beneficial owner that
is aresident of the other Contracting State. The article
provides for full residence country taxation of such dividends
and a limted source-State right to tax. Article 10 al so pro-
vides rules for the inposition of a tax on branch profits by the
State of source. Finally, the article prohibits a State from
i nposing a tax on dividends paid by conpanies resident in the
other Contracting State and from i nposing taxes, other than a
branch profits tax, on undistributed earnings.

Paragraph 1

The right of a shareholder's country of residence to tax
di vidends arising in the source country is preserved by paragraph
1, which permts a Contracting State to tax its residents on
di vidends paid to themby a resident of the other Contracting
State. For dividends fromany other source paid to a resident,
Article 21 (O her Incone) grants the residence country excl usive
taxing jurisdiction (other than for dividends attributable to a
per manent establishnment or fixed base in the other State).

Paragraph 2

The State of source may al so tax dividends beneficially owned
by a resident of the other State, subject to the limtations in
paragraph 2. Cenerally, the source State's tax is limted to 15
percent of the gross anount of the dividend paid. If, however,

t he beneficial owner of the dividends is a conpany resident in
the other State that holds at |east 10 percent of the voting
shares of the conpany paying the dividend, then the source
State's tax is limted to 5 percent of the gross anmobunt of the

di vidend. Indirect ownership of voting shares (through tiers of
corporations) and direct ownership of non-voting shares are not
taken into account for purposes of determning eligibility for
the 5 percent direct dividend rate. Shares are considered voting
shares if they provide the power to el ect, appoint or replace any
person vested with the powers ordinarily exercised by the board
of directors of a U S. corporation. The Convention does not
require that the 10-percent voting interest be held for a m nimm
period prior to the dividend paynent date.

The benefits of paragraph 2 may be granted at the tine of
paynment by nmeans of reduced wi thholding at source. It alsois
consistent wwth the paragraph for tax to be withheld at the tine
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of paynment at full statutory rates, and the treaty benefit to be
granted by neans of a subsequent refund.

Par agraph 2 does not affect the taxation of the profits out
of which the dividends are paid. The taxation by a Contracting
State of the incone of its resident conpanies is governed by the
internal |aw of the Contracting State, subject to the provisions
of paragraph 4 of Article 24 (Nondiscrimnation).

The “beneficial owner” of a dividend is understood generally
to refer to any person resident in Contracting State to whom
that State attributes the dividend for purposes of its tax.
Paragraph 1(d) of Article 4 (Residence) makes this point
explicitly wwth regard to incone derived by fiscally transparent
persons. Further, in accordance with paragraph 12 of the OECD
Comrentaries to Article 10, the source State may di sregard as
beneficial owner certain persons that nomnally may receive a
di vidend but in substance do not control it. See also, paragraph
24 of the OECD Commentaries to Article 1 (CGeneral Scope).

Conmpani es hol di ng shares through fiscally transparent
entities such as partnerships are considered for purposes of this
paragraph to hold their proportionate interest in the shares held
by the internediate entity. As a result, conpanies hol ding
shares through such entities may be able to claimthe benefits of
subpar agraph (a) under certain circunstances. The |lower rate
appl i es when the conpany's proportionate share of the shares held
by the internediate entity neets the 10 percent voting stock
threshol d. \Whether this ownership threshold is satisfied may be
difficult to determne and often will require an analysis of the
partnership or trust agreenent.

Paragraph 3

Par agraph 3 provides rules that nodify the maxi numrates of
tax at source provided in paragraph 2 in particular cases. The
first sentence of paragraph 3 denies the | ower direct investnent
wi t hhol ding rate of paragraph 2(a) for dividends paid by a U S
Regul at ed I nvestment Conpany (RIC) or a U S. Real Estate Invest-
ment Trust (REIT). The second sentence denies the benefits of
bot h subparagraphs (a) and (b) of paragraph 2 to dividends paid
by REITs in certain circunstances, allowng themto be taxed at
the U S. statutory rate (30 percent). The United States limts
the source tax on dividends paid by a REIT to the 15 percent rate
when the beneficial owner of the dividend is an individual resi-
dent of the other State that owns a | ess than 10 percent interest
in the REIT. These exceptions to the general rules of paragraph
2 becane part of U S. tax treaty policy subsequent to the
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publication of the 1981 Model .

The denial of the 5 percent withholding rate at source to
all RIC and REIT sharehol ders, and the denial of the 15 percent
rate to all but small individual shareholders of REITs is intend-
ed to prevent the use of these entities to gain unjustifiable
source taxation benefits for certain shareholders resident in the
other Contracting State. For exanple, a corporation resident in
the partner that wishes to hold a diversified portfolio of U S
corporate shares may hold the portfolio directly and pay a U S.
wi t hhol ding tax of 15 percent on all of the dividends that it
receives. Alternatively, it may acquire a diversified portfolio
by purchasing shares in a RRC. Since the RIC nay be a pure
conduit, there may be no U S. tax costs to interposing the RICin
the chain of ownership. Absent the special rule in paragraph 2,
use of the RIC could transformportfolio dividends, taxable in
the United States under the Convention at 15 percent, into direct
i nvestment dividends taxable only at 5 percent.

Simlarly, a resident of the partner directly holding U S.
real property would pay U. S. tax either at a 30 percent rate on
the gross incone or at graduated rates on the net income. As in
t he precedi ng exanple, by placing the real property in a REIT,
the investor could transformreal estate incone into dividend
i ncone, taxable at the rates provided in Article 10,
significantly reducing the U S. tax burden that otherw se would
be i nposed. To prevent this circunvention of U S. rules
applicable to real property, nost REIT sharehol ders are subject
to 30 percent tax at source. However, since a relatively small
i ndi vi dual investor who m ght be subject to a U S. tax of 15
percent of the net incone even if he earned the real estate
inconme directly, individuals who hold |l ess than a 10 percent
interest in the REIT remain taxable at source at a 15 percent
rate.

Paragraph 4

Exenption fromtax in the state of source is provided for
di vidends paid to qualified governnental entities in paragraph 3.
Al t hough there is no anal ogous provision in the OECD Mydel, the
exenption of paragraph 4 is anal ogous to that provided to foreign
governnents under section 892 of the Code. Paragraph 4 makes
that exenption reciprocal. A qualified governnental entity is
defined in paragraph 1(j) of Article 3 (General Definitions), and
it includes a governnent pension plan. The definition does not
i nclude a governnental entity that carries on commercial activi-
ty. Further, a dividend paid by a conpany engaged in conmerci al
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activity that is controlled (within the nmeaning of Treas. Reg.
section 1.892-5T) by a qualified governnental entity that is the
beneficial owner of the dividend is not exenpt at source under
par agr aph 4 because ownership of a controlled conmpany is viewed
as a substitute for carrying on a business directly.

Paragraph 5

Par agraph 5 defines the termdividends broadly and fl exibly.
The definition is intended to cover all arrangenents that yield a
return on an equity investnent in a corporation as determ ned
under the tax law of the state of source, as well as arrangenents
that m ght be devel oped in the future.

The term di vidends includes incone fromshares, or other
corporate rights that are not treated as debt under the | aw of
the source State, that participate in the profits of the conpany.
The term al so includes incone that is subjected to the sane tax
treatnment as incone fromshares by the | aw of the State of
source. Thus, a constructive dividend that results froma non-
arms length transacti on between a corporation and a rel ated
party is a dividend. 1In the case of the United States the term
di vidend i ncludes amobunts treated as a dividend under U S. |aw
upon the sale or redenption of shares or upon a transfer of
shares in a reorgani zation. See, e.d., Rev. Rul. 92-85, 1992-2
C.B. 69 (sale of foreign subsidiary’s stock to U S. sister
conpany is a deened dividend to extent of subsidiary's and
sister's earnings and profits). Further, a distribution froma
US. publicly traded limted partnership, which is taxed as a
corporation under U S. law, is a dividend for purposes of Article
10. However, a distribution by alimted liability conpany is not
taxable by the United States under Article 10, provided the
limted liability conpany is not characterized as an associ ation
taxabl e as a corporation under U.S. law. Finally, a paynent
denom nated as interest that is nade by a thinly capitalized
corporation may be treated as a dividend to the extent that the
debt is recharacterized as equity under the |laws of the source
St at e.

Paragraph 6

Par agraph 6 excludes fromthe general source country
l[imtations under paragraph 2 dividends paid with respect to
hol di ngs that form part of the business property of a pernmanent
establishnment or a fixed base. Such dividends will be taxed on a
net basis using the rates and rules of taxation generally
applicable to residents of the State in which the permnent
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establishment or fixed base is |ocated, as nodified by the
Convention. An exanple of dividends paid with respect to the
busi ness property of a permanent establishnment woul d be dividends
derived by a dealer in stock or securities from stock or
securities that the dealer held for sale to custoners.

Paragraph 7

A State's right to tax dividends paid by a conpany that is a
resident of the other State is restricted by paragraph 7 to cases
in which the dividends are paid to a resident of that State or
are attributable to a permanent establishnment or fixed base in
that State. Thus, a State may not inpose a "secondary"
wi t hhol di ng tax on dividends paid by a nonresident conpany out of
earnings and profits fromthat State. |In the case of the United
States, paragraph 7, therefore, overrides the taxes inposed by
sections 871 and 882(a) on dividends paid by foreign corporations
that have a U S. source under section 861(a)(2)(B)

The paragraph also restricts a State's right to inpose
corporate | evel taxes on undistributed profits, other than a
branch profits tax. The accumnul ated earnings tax and the person-
al hol ding conpany taxes are taxes covered in Article 2. Accord-
ingly, under the provisions of Article 7 (Business Profits), the
United States may not inpose those taxes on the inconme of a
resident of the other State except to the extent that incone is
attributable to a permanent establishnment in the United States.
Paragraph 7 also confirnms the denial of the U S. authority to
i npose those taxes. The paragraph does not restrict a State's
right to tax its resident sharehol ders on undi stributed earnings
of a corporation resident in the other State. Thus, the U S
authority to inpose the foreign personal hol ding conmpany tax, its
taxes on subpart F inconme and on an increase in earnings invested
in US. property, and its tax on inconme of a Passive Foreign
| nvest nent Conpany that is a Qualified Electing Fund is in no way
restricted by this provision.

Paragraph 8

Paragraph 8 permts a State to inpose a branch profits tax
on a corporation resident in the other State. The tax is in
addition to other taxes permtted by the Convention. Since the
term*“corporation” is not defined in the Convention, it wll be
defined for this purpose under the |aw of the first-nentioned
(i.e., source) State.
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A State may i npose a branch profits tax on a corporation if
the corporation has inconme attributable to a permanent establish-
ment in that State, derives inconme fromreal property in that
State that is taxed on a net basis under Article 6, or realizes
gains taxable in that State under paragraph 1 of Article 13. The
tax is limted, however, to the aforenentioned itens of incone
that are included in the "dividend equival ent amount."

Paragraph 8 permts the United States generally to inpose
its branch profits tax on a corporation resident in the other
State to the extent of the corporation's (i) business profits
that are attributable to a permanent establishnment in the United
States (ii) incone that is subject to taxation on a net basis
because the corporation has el ected under section 882(d) of the
Code to treat incone fromreal property not otherw se taxed on a
net basis as effectively connected inconme and (iii) gain fromthe
di sposition of a United States Real Property Interest, other than
an interest in a United States Real Property Hol di ng Corporation.
The United States may not inpose its branch profits tax on the
busi ness profits of a corporation resident in the other State
that are effectively connected wwth a U. S. trade or business but
that are not attributable to a permanent establishnent and are
not otherw se subject to U S. taxation under Article 6 or para-
graph 1 of Article 13.

The term "dividend equival ent anmount” used in paragraph 8
has the sanme nmeaning that it has under section 884 of the Code,
as anended fromtine to tine, provided the anendnents are consi s-
tent wwth the purpose of the branch profits tax. Generally, the
di vi dend equi val ent anount for a particular year is the incone
descri bed above that is included in the corporation's effectively
connected earnings and profits for that year, after paynent of
the corporate tax under Articles 6, 7 or 13, reduced for any
increase in the branch's U S. net equity during the year and
increased for any reduction inits US. net equity during the
year. U S. net equity is U S assets less U S liabilities. See,
Treas. Reg. section 1.884-1. The dividend equival ent anmount for
any year approximates the dividend that a U S. branch office
woul d have paid during the year if the branch had been operated
as a separate U. S. subsidiary conpany. |In the case that the
other Contracting State al so inposes a branch profits tax, the
base of its tax nust be [imted to an anount that is anal ogous to
t he di vi dend equi val ent anount.

Paragraph 9

Par agraph 9 provides that the branch profits tax permtted
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by paragraph 8 shall not be inposed at a rate exceedi ng the
direct investnent dividend withholding rate of five percent.

Relation to Other Articles

Not wi t hst andi ng the foregoing Iimtations on source country
taxation of dividends, the saving clause of paragraph 3 of
Article 1 permits the United States to tax dividends received by
its residents and citizens, subject to the special foreign tax
credit rules of paragraph 3 of Article 23 (Relief from Double
Taxation), as if the Convention had not cone into effect.

The benefits of this Article are also subject to the provi-
sions of Article 22 (Limtation on Benefits). Thus, if a resi-
dent of the other Contracting State is the beneficial owner of
di vidends paid by a U S. corporation, the sharehol der nust
qualify for treaty benefits under at |east one of the tests of
Article 22 in order to receive the benefits of this Article.
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ARTICLE 11 (INTEREST)

Article 11 specifies the taxing jurisdictions over interest
i ncone of the States of source and residence and defines the
ternms necessary to apply the article.

Paragraph 1

Thi s paragraph grants to the State of residence the exclu-
sive right, subject to exceptions provided in paragraphs 3 and 5,
to tax interest beneficially owned by its residents and ari sing
in the other Contracting State. The “beneficial owner” of a
paynment of interest is understood generally to refer to any
person resident in a Contracting State to whomthat State
attributes the paynment for purposes of its tax. Paragraph 1(d)
of Article 4 (Residence) nmakes this point explicitly wwth regard
to inconme derived by fiscally transparent persons. Further, in
accordance with paragraph 8 of the OECD Cormentaries to Article
11, the source State nmay disregard as beneficial owner certain
persons that nomnally may receive an interest paynent but in
subst ance do not control it. See also, paragraph 24 of the CECD
Comrentaries to Article 1 (General Scope).

Paragraph 2

The term"interest” as used in Article 11 is defined in
paragraph 2 to include, inter alia, inconme fromdebt clains of
every kind, whether or not secured by a nortgage. Penalty
charges for |late paynent of taxes are excluded fromthe defini-
tion of interest. Interest that is paid or accrued subject to a
contingency is within the anbit of Article 11. This includes
income froma debt obligation carrying the right to participate
in profits. The termdoes not, however, include anmounts, that
are treated as dividends under Article 10 (D vidends).

The terminterest also includes anmobunts subject to the sanme
tax treatnent as incone fromnoney |ent under the | aw of the
State in which the incone arises. Thus, for purposes of the
Convention anmounts that the United States will treat as interest
include (i) the difference between the issue price and the stated
redenption price at maturity of a debt instrunment, i.e., original
i ssue discount (A D), which may be wholly or partially realized
on the disposition of a debt instrunment (section 1273), (ii)
anounts that are inputed interest on a deferred sal es contract
(section 483), (iii) amounts treated as O D under the stripped
bond rul es (section 1286), (iv) anmounts treated as original issue



-53- Article 11

di scount under the bel ownmarket interest rate rules (section
7872), (v) a partner's distributive share of a partnership's
interest income (section 702), (vi) the interest portion of
periodi c paynents nmade under a "finance | ease" or simlar
contractual arrangenent that in substance is a borrow ng by the
nom nal |essee to finance the acquisition of property, (vii)
anmounts included in the income of a holder of a residual interest
in a REM C (section 860E), because these anmobunts generally are
subject to the sane taxation treatnent as interest under U S. tax
law, and (viii) inmbedded interest with respect to notional

princi pal contracts.

Paragraph 3

Par agraph 3 provides an exception to the exclusive residence
taxation rule of paragraph 1 in cases where the beneficial owner
of the interest carries on business through a pernanent estab-
lishment in the State of source or perfornms independent personal
services froma fixed base situated in that State and the inter-
est is attributable to that permanent establishnent or fixed
base. In such cases the provisions of Article 7 (Business Prof-
its) or Article 14 (1 ndependent Personal Services) will apply and
the State of source will retain the right to inpose tax on such
i nterest incone.

In the case of a permanent establishnment or fixed base that
once existed in the State but that no | onger exists, the provi-
sions of paragraph 3 also apply, by virtue of paragraph 8 of
Article 7 (Business Profits), to interest that would be attri but-
able to such a permanent establishnment or fixed base if it did
exist in the year of paynent or accrual. see the Techni cal
Expl anati on of paragraph 8 of Article 7.

Paragraph 4

Par agraph 4 provides that in cases involving special rela-
tionshi ps between persons, Article 11 applies only to that
portion of the total interest paynents that woul d have been nmade
absent such special relationships (i.e., an arm s-length interest
paynment). Any excess anmount of interest paid remains taxable
according to the laws of the United States and the ot her Con-
tracting State, respectively, with due regard to the other
provi sions of the Convention. Thus, if the excess anount woul d
be treated under the source country's law as a distribution of
profits by a corporation, such anmount could be taxed as a divi-
dend rather than as interest, but the tax would be subject, if
appropriate, to the rate limtations of paragraph 2 of Article 10
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(Di vi dends) .

The term "special relationship” is not defined in the
Convention. In applying this paragraph the United States consid-
ers the termto include the rel ationships described in Article 9,
which in turn corresponds to the definition of "control" for
pur poses of section 482 of the Code.

Thi s paragraph does not address cases where, owing to a
speci al rel ationship between the payer and the beneficial owner
or between both of them and sone other person, the anmount of the
interest is less than an arm s-length anount. |In those cases a
transaction may be characterized to reflect its substance and
interest may be inputed consistent wwth the definition of inter-
est in paragraph 2. The United States would apply section 482 or
7872 of the Code to determ ne the amobunt of inputed interest in
t hose cases.

Paragraph 5

Par agraph 5 provi des anti-abuse exceptions to the source-
country exenption in paragraph 1 for two classes of interest
payment s.

The first exception, in subparagraph (a) of paragraph 5,
deals with so-called "contingent interest.” Under this provision
interest arising in one of the Contracting States that is deter-
m ned by reference to the receipts, sales, incone, profits or
ot her cash flow of the debtor or a related person, to any change
in the value of any property of the debtor or a related person or
to any dividend, partnership distribution or simlar paynent nmade
by the debtor to a related person, and paid to a resident of the
other State also may be taxed in the Contracting State in which
it arises, and according to the laws of that State, but if the
beneficial owner is a resident of the other Contracting State,
the gross amount of the interest may be taxed at a rate not
exceeding the rate prescribed in subparagraph b) of paragraph 2
of Article 10 (Dividends).

The second exception, in subparagraph (b) of paragraph 5, is
consistent with the policy of Code sections 860E(e) and 860 b)
that excess inclusions with respect to a real estate nortgage
i nvestnment conduit (REM C) should bear full U S tax in all
cases. Wthout a full tax at source foreign purchasers of
residual interests would have a conpetitive advantage over U S
purchasers at the tine these interests are initially offered.

Al so, absent this rule the U S. fisc would suffer a revenue |oss
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wWith respect to nortgages held in a REM C because of opportuni -
ties for tax avoi dance created by differences in the timng of
t axabl e and econom c i ncone produced by these interests.

Relation to Other Articles

Not wi t hst andi ng the foregoing Iimtations on source country
taxation of interest, the saving clause of paragraph 4 of Article
1 permts the United States to tax its residents and citizens,
subject to the special foreign tax credit rules of paragraph 3 of
Article 23 (Relief from Double Taxation), as if the Convention
had not cone into force.

As with other benefits of the Convention, the benefits of
excl usive residence State taxation of interest under paragraph 1
of Article 11, or limted source taxation under paragraph 5(b),
are available to a resident of the other State only if that
resident is entitled to those benefits under the provisions of
Article 22 (Limtation on Benefits).
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ARTICLE 12 (ROYALTIES)

Article 12 specifies the taxing jurisdiction over royalties
of the States of residence and source and defines the terns
necessary to apply the article.

Paragraph 1

Paragraph 1 grants to the state of residence of the benefi-
cial owner of royalties the exclusive right to tax royalties
arising in the other Contracting State, subject to exceptions
provi ded in paragraph 3 (for royalties taxable as business
profits and i ndependent personal services).

The “beneficial owner” of a royalty paynment is understood
generally to refer to any person resident in a Contracting State
to whomthat State attributes the paynent for purposes of its
tax. Paragraph 1(d) of Article 4 (Residence) makes this point
explicitly wwth regard to incone derived by fiscally transparent
persons. Further, in accordance with paragraph 4 of the OECD
Comrentaries to Article 12, the source State may di sregard as
beneficial owner certain persons that nomnally may receive a
royalty paynment but in substance do not control it. See also,
par agr aph 24 of the OECD Commentaries to Article 1 (Ceneral
Scope) .

Paragraph 2

The term"royalties"” as used in Article 12 is defined in
paragraph 2 to include paynents of any kind received as a consid-
eration for the use of, or the right to use, any copyright of a
literary, artistic, scientific or other work; for the use of, or
the right to use, any patent, trademark, design or nodel, plan,
secret fornula or process, or other |ike right or property; or
for information concerning industrial, commercial, or scientific
experi ence. It does not include incone froml easing personal
property. Unlike the OECD Model, paragraph 1 does not refer to
an amount “paid” to a resident of the other Contracting State.
The deletion of this termis intended to elimnate any inference
that an anmount nust actually be paid to the resident before it is
subject to the provisions of Article 12. Under paragraph 1, an
anount that is accrued but not paid also would fall within
Article 12.

The termroyalties is defined in the Convention and there-
fore is generally independent of donestic law. Certain terns
used in the definition are not defined in the Convention, but
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t hese may be defined under donestic tax |law. For exanple, the
term "secret process or formulas" is found in the Code, and its
meani ng has been el aborated in the context of sections 351 and
367. See Rev. Rul. 55-17, 1955-1 C. B. 388; Rev. Rul. 64-56,
1964-1 C. B. 133; Rev. Proc. 69-19, 1969-2 C B. 301.

Consi deration for the use or right to use cinematographic
films, or works on film tape, or other nmeans of reproduction in
radi o or television broadcasting is specifically included in the
definition of royalties. It is intended that subsequent techno-
| ogi cal advances in the field of radio and tel evision broadcast -
ing wll not affect the inclusion of paynents relating to the use
of such neans of reproduction in the definition of royalties.

If an artist who is resident in one Contracting State
records a performance in the other Contracting State, retains a
copyrighted interest in a recording, and receives paynents for
the right to use the recording based on the sale or public
pl ayi ng of the recording, then the right of such other Contract-
ing State to tax those paynents is governed by Article 12. See
Boul ez v. Conm ssioner, 83 T.C. 584 (1984), aff'd, 810 F.2d 209
(D.C. Gr. 1986).

Conmput er software generally is protected by copyright |aws
around the world. Under the Convention consideration received
for the use or the right to use conputer software is treated
either as royalties or as incone fromthe alienation of tangible
personal property, depending on the facts and circunstances of
the transaction giving rise to the paynent. It is also
under st ood that paynents received in connection with the transfer
of so-called “shrink-wap” conputer software are treated as
busi ness profits.

The term "royalties" also includes gain derived fromthe
alienation of any right or property that would give rise to
royalties, to the extent the gain is contingent on the produc-
tivity, use, or further alienation thereof. Gains that are not
so contingent are dealt with under Article 13 (Gains).

The term"industrial, comrercial, or scientific experience"
(sonetines referred to as "know how') has the meaning ascribed to
it in paragraph 11 of the Cormentary to Article 12 of the COECD
Model Convention. Consistent with that neaning, the term may
include information that is ancillary to a right otherw se giving
rise to royalties, such as a patent or secret process.

Know how al so may include, in limted cases, technical
information that is conveyed through technical or consultancy
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services. It does not include general educational training of
the user's enpl oyees, nor does it include information devel oped
especially for the user, for exanple, a technical plan or design
devel oped according to the user's specifications. Thus, as

provi ded in paragraph 11 of the Conmentaries to Article 12 of the
CECD Model, the term “royalties” does not include paynents

recei ved as consideration for after-sales service, for services
rendered by a seller to a purchaser under a guarantee, or for
pure technical assistance.

The term “royalties” al so does not include paynents for
pr of essi onal services (such as architectural, engineering, |egal,
manageri al, nedical, software devel opnment services). For
exanple, income fromthe design of a refinery by an engi neer
(even if the engi neer enployed know how in the process of
rendering the design) or the production of a |legal brief by a
| awyer is not incone fromthe transfer of know how taxabl e under
Article 12, but is income fromservices taxabl e under either
Article 14 (1 ndependent Personal Services) or Article 15
(Dependent Personal Services). Professional services may be
enbodied in property that gives rise to royalties, however
Thus, if a professional contracts to devel op patentabl e property
and retains rights in the resulting property under the devel -
opnent contract, subsequent |icense paynents nmade for those
rights would be royalties.

Paragraph 3

Thi s paragraph provides an exception to the rule of para-
graph 1 that gives the state of residence exclusive taxing
jurisdiction in cases where the beneficial owner of the royalties
carries business through a permanent establishnent in the state
of source or perforns independent personal services froma fixed
base situated in that state and the royalties are attributable to
t hat permanent establishnment or fixed base. In such cases the
provisions of Article 7 (Business Profits) or Article 14 (Inde-
pendent Personal Services) will apply.

The provisions of paragraph 8 of Article 7 (Business
Profits) apply to this paragraph. For exanple, royalty incone
that is attributable to a permanent establishnent or a fixed base
and that accrues during the existence of the permanent
establishment or fixed base, but is received after the pernmanent
establishment or fixed base no | onger exists, remains taxable
under the provisions of Articles 7 (Business Profits) or 14
(I ndependent Personal Services), respectively, and not under this
Article.
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Paragraph 4

Par agraph 4 provides that in cases involving special rela-
ti onshi ps between the payor and beneficial owner of royalties,
Article 12 applies only to the extent the royalties would have
been pai d absent such special relationships (i.e., an arm s-
length royalty). Any excess amobunt of royalties paid remains
t axabl e according to the laws of the two Contracting States with
due regard to the other provisions of the Convention. |If, for
exanpl e, the excess anount is treated as a distribution of
corporate profits under donestic |aw, such excess anmount wll be
taxed as a dividend rather than as royalties, but the tax inposed
on the dividend paynent will be subject to the rate |imtations
of paragraph 2 of Article 10 (Dividends).

Relation to Other Articles

Not wi t hst andi ng the foregoing Iimtations on source country
taxation of royalties, the saving clause of paragraph 4 of
Article 1 (CGeneral Scope) permts the United States to tax its
residents and citizens, subject to the special foreign tax credit
rules of paragraph 3 of Article 23 (Relief from Double Taxation),
as if the Convention had not conme into force.

As with other benefits of the Convention, the benefits of
excl usive residence State taxation of royalties under paragraph 1
of Article 12 are available to a resident of the other State only
if that resident is entitled to those benefits under Article 22
(Limtation on Benefits).
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ARTICLE 13 (GAINS)

Article 13 assigns either primary or exclusive taxing
jurisdiction over gains fromthe alienation of property to the
State of residence or the State of source and defines the terns
necessary to apply the Article.

Paragraph 1

Paragraph 1 of Article 13 preserves the non-exclusive right
of the State of source to tax gains attributable to the
alienation of real property situated in that State. The
par agraph therefore permts the United States to apply section
897 of the Code to tax gains derived by a resident of the other
Contracting State that are attributable to the alienation of rea
property situated in the United States (as defined in paragraph
2). Gins attributable to the alienation of real property
i nclude gain fromany other property that is treated as a real
property interest within the neaning of paragraph 2.

Paragraph 2

Thi s paragraph defines the term"real property situated in
the other Contracting State.”" The termincludes real property
referred to in Article 6 (i.e., an interest in the real property
itself), a "United States real property interest"” (when the
United States is the other Contracting State under paragraph 1),
and an equivalent interest in real property situated in the other
Contracting State. The OECD Mbdel does not refer to real
property interests other than the real property itself, and the
United States has entered a reservation on this point with
respect to the OECD Model, reserving the right to apply its tax
under FIRPTA to all real estate gains enconpassed by that
provi si on.

Under section 897(c) of the Code the term"United States
real property interest"” includes shares in a U 'S. corporation
that owns sufficient U S. real property interests to satisfy an
asset-ratio test on certain testing dates. The termalso in-
cludes certain foreign corporations that have el ected to be
treated as US corporations for this purpose. Section 897(i). 1In
appl ying paragraph 1 the United States will | ook through distri-
butions made by a REIT. Accordingly, distributions nade by a
REIT are taxable under paragraph 1 of Article 13 (not under
Article 10 (D vidends)) when they are attributable to gains
derived fromthe alienation of real property.
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Paragraph 3

Paragraph 3 of Article 13 deals with the taxation of certain
gains fromthe alienation of novable property formng part of the
busi ness property of a permanent establishnent that an enterprise
of a Contracting State has in the other Contracting State or of
novabl e property pertaining to a fixed base available to a
resident of a Contracting State in the other Contracting State
for the purpose of perform ng i ndependent personal services.

This al so includes gains fromthe alienation of such a permanent
establi shnment (alone or with the whole enterprise) or of such
fixed base. Such gains may be taxed in the State in which the
per manent establishnment or fixed base is |ocated.

A resident of the other Contracting State that is a partner
in a partnership doing business in the United States generally
wi |l have a permanent establishnment in the United States as a
result of the activities of the partnership, assum ng that the
activities of the partnership rise to the level of a pernmanent
establishment. Rev. Rul. 91-32, 1991-1 C.B. 107. Further, under
paragraph 3, the United States generally may tax a partner's
distributive share of incone realized by a partnership on the
di sposition of novable property form ng part of the business
property of the partnership in the United States.

Paragraph 4

This paragraph limts the taxing jurisdiction of the state
of source with respect to gains fromthe alienation of ships,
aircraft, or containers operated in international traffic or
novabl e property pertaining to the operation of such shi ps,
aircraft, or containers. Under paragraph 4 when such incone is
derived by an enterprise of a Contracting State it is taxable
only in that Contracting State. Notw thstandi ng paragraph 3, the
rules of this paragraph apply even if the inconme is attributable
to a permanent establishnment nmaintained by the enterprise in the
other Contracting State. This result is consistent with the
general rule under Article 8 (Shipping and Air Transport) that
confers exclusive taxing rights over international shipping and
air transport income on the state of residence of the enterprise
deriving such incone.

Paragraph 5

Paragraph 5 grants to the State of residence of the alien-
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ator the exclusive right to tax gains fromthe alienation of
property other than property referred to in paragraphs 1 through
4. For exanple, gain derived fromshares, other than shares de-
scri bed in paragraphs 2 or 3, debt instrunents and vari ous
financial instrunments, may be taxed only in the State of resi-
dence, to the extent such incone is not otherw se characterized
as inconme taxable under another article (e.qg., Article 10 (Divi-
dends) or Article 11 (Interest)). Simlarly gain derived from
the alienation of tangi ble personal property, other than tangible
personal property described in paragraph 3, may be taxed only in
the State of residence of the alienator. Gain derived fromthe
al i enation of any property, such as a patent or copyright, that
produces inconme taxable under Article 12 (Royalties) is taxable
under Article 12 and not under this article, provided that such
gain is of the type described in paragraph 2(b) of Article 12
(i.e., it is contingent on the productivity, use, or disposition
of the property). Thus, under either article such gainis
taxable only in the State of residence of the alienator. Sales
by a resident of a Contracting State of real property located in
athird state are not taxable in the other Contracting State,
even if the sale is attributable to a permanent establishnent

| ocated in the other Contracting State.

Relation to Other Articles

Not wi t hstandi ng the foregoing limtations on taxation of
certain gains by the State of source, the saving clause of
paragraph 4 of Article 1 (General Scope) permts the United
States to tax its citizens and residents as if the Convention had
not conme into effect. Thus, any imtation in this Article on
the right of the United States to tax gains does not apply to
gains of a U S. citizens or resident. The benefits of this
Article are also subject to the provisions of Article 22
(Limtation on Benefits). Thus, only a resident of a Contracting
State that satisfies one of the conditions in Article 22 is
entitled to the benefits of this Article.
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ARTICLE 14 (INDEPENDENT PERSONAL SERVICES)

The Convention deals in separate articles with different
cl asses of incone from personal services. Article 14 deals with
the general class of inconme fromindependent personal services
and Article 15 deals with the general class of inconme from
dependent personal services. Articles 16 through 20 provide
exceptions and additions to these general rules for directors
fees (Article 16); performance inconme of artistes and sportsnen
(Article 17); pensions in respect of personal service incone,
soci al security benefits, annuities, alinony, and child support
paynments (Article 18); governnment service salaries and pensions
(Article 19); and certain inconme of students and trainees (Arti-
cle 20).

Paragraph 1

Paragraph 1 of Article 14 provides the general rule that an
i ndividual who is a resident of a Contracting State and who
derives incone fromperform ng personal services in an
i ndependent capacity will be exenpt fromtax in respect of that
income by the other Contracting State. The inconme may be taxed
in the other Contracting State only if the services are perforned
there and the incone is attributable to a fixed base that is
regularly available to the individual in that other State for the
pur pose of perform ng his services.

| ncone derived by persons other than individuals or groups
of individuals fromthe performance of independent personal
services is not covered by Article 14. Such incone generally
woul d be business profits taxable in accordance with Article 7
(Business Profits). Incone derived by enpl oyees of such persons
generally would be taxable in accordance with Article 15
(Dependent Personal Services).

The term "fixed base" is not defined in the Convention, but
its meaning is understood to be simlar, but not identical, to
that of the term "permanent establishnent,” as defined in Article
5 (Permanent Establishnment). The term"regularly avail able" also
is not defined in the Convention. Wether a fixed base is
regularly available to a person will be determ ned based on al

the facts and circunstances. |In general, the term enconpasses
situations where a fixed base is at the disposal of the
i ndi vi dual whenever he perforns services in that State. It is

not necessary that the individual regularly use the fixed base,
only that the fixed base be regularly available to him For
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exanple, a U S. resident partner in a law firmthat has offices
in the other Contracting State woul d be considered to have a
fixed base regularly available to himin the other State if the
law firmhad an office in the other State that was available to
hi m whenever he wi shed to conduct business in the other State,
regardl ess of how frequently he conducted business in the other
State. On the other hand, an individual who had no office in the
other State and occasionally rented a hotel roomto serve as a
tenporary office would not be considered to have a fixed base
regul arly available to him

It is not necessary that the individual actually use the
fixed base. It is only necessary that the fixed base be
regularly available to him For exanple, if an individual has an
office in the other State that he can use if he chooses when he
is present in the other State, that fixed base will be considered
to be regularly available to himregardl ess of whether he
conducts his activities there.

The taxing right conferred by this Article with respect to
i nconme fromindependent personal services can be nore limted
than that provided in Article 7 for the taxation of business
profits. In both articles the incone of a resident of one
Contracting State nust be attributable to a pernmanent estab-
lishment or fixed base in the other State in order for that other
State to have a taxing right. In Article 14 the inconme al so nust
be attributable to services perforned in that other State, while
Article 7 does not require that all of the income generating
activities be perfornmed in the State where the permanent
establishment is |ocated.

The term "personal services of an independent character” is

not defined. It clearly includes those activities listed in
paragraph 2 of Article 14 of the OECD Model, such as independent
scientific, literary, artistic, educational or teaching activi-

ties, as well as the independent activities of physicians,

| awyers, engineers, architects, dentists, and accountants. That
list, however, is not exhaustive. The termincludes all personal
services perfornmed by an individual for his own account, whether
as a sole proprietor or a partner, where he receives the incone
and bears the risk of loss arising fromthe services. The
taxation of inconme of an individual fromthose types of indepen-
dent services which are covered by Articles 16 through 20 is
governed by the provisions of those articles. For exanple,
taxation of the incone of a professional nusician wuld be
governed by Article 17 (Artistes and Athletes) rather than
Article 14.
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This Article applies to incone derived by a partner in a
partnership that provides independent personal services to the
extent that the incone received by such partner is attributable
to personal services perfornmed by the partner. For exanple, if a
partnership agreenent provides that each partner will receive a
share of the partnership's inconme in exchange for perform ng
i ndependent personal services, taxation of the partner's share of
that income will be governed by Article 14. 1In such a case, the
partner would be taxable solely in his state of residence if he
performed all his activities there. On the other hand, if he
traveled to the other State and the partnership made an office
avai lable to himfor the purpose of conducting his activities,
that portion of his incone attributable to the services perforned
in the other State would be taxable in that other State. |If the
partner received inconme in addition to that paid as renmuneration
for his services, the taxation of that inconme would not be
governed by Article 14. For exanple, if the partner has the
right to an annual paynment fromthe partnership with respect to
profits generated by enpl oyees of the firm or with respect to
his capital account in the partnership, the taxation of such
paynments woul d not be governed by Article 14.

Paragraph 8 of Article 7 (Business Profits) refers to
Article 14. That rule clarifies that incone that is attributable
to a permanent establishnment or a fixed base, but that is de-
ferred and received after the permanent establishnment or fixed
base no | onger exists, may neverthel ess be taxed by the State in
whi ch the permanent establishnment or fixed base was | ocated.
Thus, under Article 14, incone derived by an individual resident
of a Contracting State fromservices perforned in the other
Contracting State and attributable to a fixed base there may be
taxed by that other State even if the incone is deferred and
received after there is no longer a fixed base available to the
resident in that other State.

I f an individual resident of the other Contracting State who
is also a US. citizen perforns independent personal services in
the United States, the United States may, by virtue of the saving
cl ause of paragraph 4 of Article 1 (General Scope) tax his incone
w thout regard to the restrictions of this Article, subject to
the special foreign tax credit rules of paragraph 3 of Article 23
(Relief from Doubl e Taxation).

Paragraph 2
Thi s paragraph incorporates the principles of paragraph 3 of

Article 7 into Article 14. Thus, all relevant expenses,
i ncl udi ng expenses not incurred in the Contracting State where
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the fixed base is |located, nmust be allowed as deductions in
conputing the net incone fromservices subject to tax in the
Contracting State where the fixed base is |ocated.
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ARTICLE 15 (DEPENDENT PERSONAL SERVICES)

Article 15 apportions taxing jurisdiction over remuneration
derived by a resident of a Contracting State as an enpl oyee
between the States of source and residence.

Paragraph 1

The general rule of Article 15 is contained in paragraph 1
Renmuneration derived by a resident of a Contracting State as an
enpl oyee may be taxed by the State of residence, and the renmuner-
ation also may be taxed by that other Contracting State to the
extent derived from enpl oynent exercised (i.e., services
performed) in the other Contracting State. Paragraph 1 also
provi des that the nore specific rules of Articles 16 (Directors
Fees), 18 (Pensions, Social Security, Annuities, Alinony and
Child Support), and 19 (Governnment Service) apply in the case of
enpl oynent incone described in one of these articles. Thus, even
t hough the State of source has a right to tax enpl oynent incone
under Article 15, it may not have the right to tax that incone
under the Convention if the inconme is described, e.qg., in Article
18 (Pensions, Social Security, Annuities, Alinony and Child Sup-
port) and is not taxable in the State of source under the
provi sions of that article.

Article 15 of the OECD Model applies to "sal aries, wages
and other simlar remuneration.” The U S. Mdel applies to
"sal ari es, wages and ot her renuneration.” The deletion of
"simlar" is intended to nmake it clear that Article 15 applies to
any form of conpensation for enploynent, including paynents in
ki nd, regardl ess of whether the renmuneration is "simlar" to
sal ari es and wages.

Consistently with section 864(c)(6), Article 15 al so applies
regardl ess of the timng of actual paynent for services. Thus, a
bonus paid to a resident of a Contracting State with respect to
services performed in the other Contracting State with respect to
a particular taxable year would be subject to Article 15 for that
year even if it was paid after the close of the year. Simlarly,
an annuity received for services perforned in a taxable year
woul d be subject to Article 15 despite the fact that it was paid
i n subsequent years. In either case, whether such paynents were
taxable in the State where the enpl oynent was exerci sed woul d
depend on whether the tests of paragraph 2 were satisfied.
Consequently, a person who receives the right to a future paynent
in consideration for services rendered in a Contracting State
woul d be taxable in that State even if the paynent is received at
atime when the recipient is a resident of the other Contracting
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St at e.
Paragraph 2

Paragraph 2 sets forth an exception to the general rule that
enpl oynent incone may be taxed in the State where it is
exerci sed. Under paragraph 2, the State where the enpl oynent is
exercised may not tax the inconme fromthe enploynent if three
conditions are satisfied: (a) the individual is present in the
other Contracting State for a period or periods not exceeding 183
days in any 12-nonth period that begins or ends during the
relevant (i.e., the year in which the services are perforned)
cal endar year; (b) the remuneration is paid by, or on behalf of,
an enpl oyer who is not a resident of that other Contracting
State; and (c) the renuneration is not borne as a deductible
expense by a pernmanent establishnment or fixed base that the
enpl oyer has in that other State. In order for the renuneration
to be exenpt fromtax in the source State, all three conditions
must be satisfied. This exception is identical to that set forth
in the OECD Model

The 183-day period in condition (a) is to be nmeasured using
t he "days of physical presence" nethod. Under this nethod, the
days that are counted include any day in which a part of the day
is spent in the host country. (Rev. Rul. 56-24, 1956-1 C.B
851.) Thus, days that are counted include the days of arrival
and departure; weekends and holidays on which the enpl oyee does
not work but is present within the country; vacation days spent
in the country before, during or after the enploynent period,
unl ess the individual's presence before or after the enpl oynent
can be shown to be independent of his presence there for
enpl oynment purposes; and tine during periods of sickness,
training periods, strikes, etc., when the individual is present
but not working. |If illness prevented the individual from
| eaving the country in sufficient tinme to qualify for the bene-
fit, those days will not count. Also, any part of a day spent in
the host country while in transit between two points outside the
host country is not counted. These rules are consistent with the
description of the 183-day period in paragraph 5 of the Conmen-
tary to Article 15 in the OECD Model .

Conditions (b) and (c) are intended to ensure that a
Contracting State will not be required to allow a deduction to
t he payor for conpensation paid and at the same tine to exenpt
t he enpl oyee on the anount received. Accordingly, if a foreign
person pays the salary of an enpl oyee who is enployed in the host
State, but a host State corporation or permanent establishnent
rei nburses the payor with a paynent that can be identified as a
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rei mbursenent, neither condition (b) nor (c), as the case may be,
wi Il be considered to have been fulfill ed.

The reference to remuneration "borne by" a pernmanent
establishnment or fixed base is understood to enconpass al
expenses that economcally are incurred and not nerely expenses
that are currently deductible for tax purposes. Accordingly, the
expenses referred to include expenses that are capitalizable as
well as those that are currently deductible. Further, salaries
paid by residents that are exenpt fromincone taxation may be
considered to be borne by a pernmanent establishnment or fixed base
notw t hstanding the fact that the expenses will be neither
deducti bl e nor capitalizable since the payor is exenpt fromt ax.

Paragraph 3

Par agraph 3 contains a special rule applicable to remunera-
tion for services perforned by a resident of a Contracting State
as an enpl oyee aboard a ship or aircraft operated in
international traffic. Such renuneration may be taxed only in
the State of residence of the enployee if the services are
performed as a nenber of the regular conplenent of the ship or
aircraft. The "regular conplenent” includes the crew. In the
case of a cruise ship, for exanple, it may al so i nclude others,
such as entertainers, lecturers, etc., enployed by the shipping
conpany to serve on the ship throughout its voyage. The use of
the term"regular conplenent” is intended to clarify that a
person who exerci ses his enploynent as, for exanple, an insurance
sal esman whil e aboard a ship or aircraft is not covered by this
paragraph. This paragraph is inapplicable to persons dealt with
in Article 14 (1 ndependent Personal Services).

The conparabl e paragraph in the OECD Mbdel provides that
such inconme may be taxed (on a non-exclusive basis) in the
Contracting State in which the place of effective managenent of
the enploying enterprise is situated. This rule has not been
adopted by the United States because the United States exercises
its taxing jurisdiction over an enployee only if the enployee is
a US. citizen or resident, or the services are perfornmed by the
enpl oyee in the United States. Tax cannot be inposed sinply
because an enpl oyee works for an enterprise that is a resident of
the United States. The U S. Mddel ensures that, given U S. |aw,
each enployee will be subject to one |evel of tax.

If a U S citizen who is resident in the other Contracting
State perforns services as an enployee in the United States and
nmeets the conditions of paragraph 2 for source country exenption,
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he nevertheless is taxable in the United States by virtue of the
savi ng cl ause of paragraph 4 of Article 1 (General Scope),
subject to the special foreign tax credit rule of paragraph 3 of
Article 23 (Relief from Doubl e Taxation).
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ARTICLE 16 (DIRECTORS® FEES)

This Article provides that a Contracting State may tax the
fees and ot her conpensation paid by a conpany that is a resident
of that State for services perfornmed in that State by a resident
of the other Contracting State in his capacity as a director of
t he conpany. This rule is an exception to the nore general
rules of Article 14 (I ndependent Personal Services) and Article
15 (Dependent Personal Services). Thus, for exanple, in
determ ning whether a director's fee paid to a non-enpl oyee
director is subject to tax in the country of residence of the
corporation, it is not relevant to establish whether the fee is
attributable to a fixed base in that State.

The anal ogous OECD and U.S. provisions reach different
results in certain cases. Under the OECD Model provision, a
resident of one Contracting State who is a director of a
corporation that is resident in the other Contracting State is
subject to tax in that other State in respect of his directors
fees regardl ess of where the services are perforned. The United
States has entered a reservation wth respect to the OECD
provision. The provision in Article 16 of the U S. Model
represents a conprom se between the U S. position reflected in
the 1981 Model and the OECD Mbdel. Under this Model provision,
the State of residence of the corporation may tax nonresident
directors with no tinme or dollar threshold, but only with respect
to remuneration for services perfornmed in that State

This Article is subject to the saving clause of paragraph 4
of Article 1 (General Scope). Thus, if a US. citizen who is a
resident of the other Contracting State is a director of a U S.
corporation, the United States may tax his full renmuneration
regardl ess of where he perfornms his services.
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ARTICLE 17 (ARTISTES AND SPORTSMEN)

This Article deals with the taxation in a Contracting State
of artistes (i.e., performng artists and entertainers) and
sportsnmen resident in the other Contracting State fromthe
performance of their services as such. The Article applies both
to the inconme of an entertainer or sportsman who perforns servic-
es on his own behalf and one who perforns services on behal f of
anot her person, either as an enpl oyee of that person, or pursuant
to any other arrangenent. The rules of this Article take
precedence, in some circunstances, over those of Articles 14
(I ndependent Personal Services) and 15 (Dependent Personal
Servi ces).

This Article applies only with respect to the incone of
performng artists and sportsnen. Qhers involved in a
performance or athletic event, such as producers, directors,

t echni ci ans, managers, coaches, etc., remain subject to the
provisions of Articles 14 and 15. |In addition, except as
provi ded in paragraph 2, incone earned by |egal persons is not
covered by Article 17.

Paragraph 1

Par agraph 1 describes the circunstances in which a Contract-
ing State may tax the performance incone of an entertainer or
sportsman who is a resident of the other Contracting State.
Under the paragraph, inconme derived by an individual resident of
a Contracting State fromactivities as an entertainer or
sportsman exercised in the other Contracting State may be taxed
in that other State if the anpbunt of the gross receipts derived
by the perfornmer exceeds $20,000 (or its equivalent in the
currency of the other Contracting State) for the taxable year.
The $20, 000 i ncl udes expenses rei nbursed to the individual or
borne on his behalf. |If the gross receipts exceed $20, 000, the
full amount, not just the excess, may be taxed in the State of
per f or mance.

The OECD Model provides for taxation by the country of
performance of the renuneration of entertainers or sportsnmen with
no dollar or time threshold. The United States introduces the
dollar threshold test inits treaties to distinguish between two
groups of entertainers and athletes -- those who are paid very
| arge sunms of noney for very short periods of service, and who
woul d, therefore, normally be exenpt from host country tax under
t he standard personal services incone rules, and those who earn
rel atively nodest anmounts and are, therefore, not easily
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di stingui shable fromthose who earn ot her types of personal
service income. The United States has entered a reservation to
t he OECD Mbdel on this point.

Tax may be inposed under paragraph 1 even if the perforner
woul d have been exenpt fromtax under Articles 14 (Il ndependent
Personal Services) or 15 (Dependent Personal Services). On the
other hand, if the performer would be exenpt from host-country
tax under Article 17, but would be taxable under either Article
14 or 15, tax may be inposed under either of those Articles.

Thus, for exanple, if a performer derives renuneration fromhis
activities in an independent capacity, and the renmuneration is
not attributable to a fixed base, he nay be taxed by the host
State in accordance with Article 17 if his renunerati on exceeds
$20, 000 annual Iy, despite the fact that he generally would be
exenpt from host State taxation under Article 14. However, a
performer who receives |ess than the $20, 000 threshold anmount and
therefore is not taxable under Article 17, neverthel ess nay be
subject to tax in the host country under Articles 14 or 15 if the
tests for host-country taxability under those Articles are net.
For exanple, if an entertainer who is an i ndependent contractor
earns $19,000 of income in a State for the cal endar year, but the
incone is attributable to a fixed base regularly available to him
in the State of performance, that State may tax his incone under
Article 14. This interpretation is consistent with the
prevail i ng understandi ng under Article 17 of the 1981 Mdel, but
has been clarified by amendnents to the text of paragraph 1 in

t hi s Model .

Since it frequently is not possible to know until year-end
whet her the inconme an entertainer or sportsman derived froma
performance in a Contracting State will exceed $20, 000, nothing
in the Convention precludes that Contracting State from w t hhol d-
ing tax during the year and refunding after the close of the year
if the taxability threshold has not been net.

As expl ained in paragraph 9 of the OECD Commentaries to

Article 17, Article 17 applies to all incone connected with a
performance by the entertai ner, such as appearance fees, award or
prize noney, and a share of the gate receipts. Incone derived

froma Contracting State by a performer who is a resident of the
other Contracting State from other than actual performance, such
as royalties fromrecord sal es and paynents for product
endorsenments, is not covered by this Article, but by other
articles of the Convention, such as Article 12 (Royalties) or
Article 14 (1 ndependent Personal Services). For exanple, if an
entertainer receives royalty inconme fromthe sale of live
recordings, the royalty income woul d be exenpt from source
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country tax under Article 12, even if the performance was

conducted in the source country, although he could be taxed in
the source country with respect to income fromthe performnce
itself under this Article if the dollar threshold is exceeded.

In determ ning whether incone falls under Article 17 or
another article, the controlling factor will be whether the
income in question is predomnantly attributable to the
performance itself or other activities or property rights. For
instance, a fee paid to a perforner for endorsenent of a
performance in which the perfornmer will participate would be
considered to be so closely associated with the perfornmance
itself that it normally would fall within Article 17. Simlarly,
a sponsorship fee paid by a business in return for the right to
attach its nanme to the performance woul d be so cl osely associ ated
with the performance that it would fall under Article 17 as well.
As indicated in paragraph 9 of the Comentaries to Article 17 of
t he OECD Model, a cancellation fee would not be considered to
fall within Article 17 but would be dealt wth under Article 7,
14 or 15.

As indicated in paragraph 4 of the Comentaries to Article
17 of the OECD Model, where an individual fulfills a dual role as
performer and non-performer (such as a player-coach or an actor-
director), but his role in one of the two capacities is
negligi ble, the predom nant character of the individual's
activities should control the characterization of those
activities. In other cases there should be an apportionnment
bet ween the performance-rel ated conpensati on and ot her
conpensati on.

Consistently with Article 15 (Dependent Personal Services),
Article 17 al so applies regardless of the timng of actual
paynment for services. Thus, a bonus paid to a resident of a
Contracting State with respect to a performance in the other
Contracting State with respect to a particul ar taxable year would
be subject to Article 17 for that year even if it was paid after
the cl ose of the year

Paragraph 2

Paragraph 2 is intended to deal with the potential for abuse
when a perforner's incone does not accrue directly to the
performer hinself, but to another person. Foreign performers
commonly performin the United States as enpl oyees of, or under
contract with, a conpany or other person.

The relationship may truly be one of enpl oyee and enpl oyer,
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Wi th no abuse of the tax systemeither intended or realized. On
the ot her hand, the "enployer" may, for exanple, be a conpany
establ i shed and owned by the performer, which is nerely acting as
the nom nal inconme recipient in respect of the renuneration for
the performance (a “star conpany”). The perfornmer may act as an
"enpl oyee," receive a nodest salary, and arrange to receive the
remai nder of the inconme fromhis performance in another formor
at a later tinme. 1In such case, absent the provisions of
paragraph 2, the inconme arguably could escape host-country tax
because it earns business profits but has no permanent
establishment in that country. The performer may |argely or
entirely escape host-country tax by receiving only a small salary
in the year the services are perfornmed, perhaps snall enough to
pl ace him bel ow the dollar threshold in paragraph 1. The
performer mght arrange to receive further paynents in a later
year, when he is not subject to host-country tax, perhaps as
deferred sal ary paynents, dividends or liquidating distributions.

Par agraph 2 seeks to prevent this type of abuse while at the
sane tinme protecting the taxpayers' rights to the benefits of the
Convention when there is a legitimte enpl oyee-enpl oyer rel ation-
ship between the perforner and the person providing his services.
Under paragraph 2, when the inconme accrues to a person other than
the perfornmer, and the perforner or related persons partici pate,
directly or indirectly, in the receipts or profits of that other
person, the incone may be taxed in the Contracting State where
the perforner's services are exercised, wthout regard to the
provi sions of the Convention concerning business profits (Article
7) or independent personal services (Article 14). Thus, even if
the "enpl oyer” has no permanent establishnent or fixed base in
the host country, its incone nay be subject to tax there under
t he provisions of paragraph 2. Taxation under paragraph 2 is on
t he person providing the services of the perfornmer. This
par agr aph does not affect the rules of paragraph 1, which apply
to the perfornmer hinself. The incone taxable by virtue of
paragraph 2 is reduced to the extent of salary paynents to the
performer, which fall under paragraph 1.

For purposes of paragraph 2, incone is deened to accrue to
anot her person (i.e., the person providing the services of the
performer) if that other person has control over, or the right to
receive, gross incone in respect of the services of the perform
er. Direct or indirect participation in the profits of a person
may include, but is not limted to, the accrual or receipt of
deferred remuneration, bonuses, fees, dividends, partnership
i ncome or other incone or distributions.

Par agraph 2 does not apply if it is established that neither
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the performer nor any persons related to the perforner
participate directly or indirectly in the receipts or profits of
t he person providing the services of the performer. Assune, for
exanple, that a circus owmed by a U S. corporation perforns in
the other Contracting State, and pronoters of the performance in
the other State pay the circus, which, in turn, pays salaries to
the circus perforners. The circus is determ ned to have no

per manent establishnment in that State. Since the circus
performers do not participate in the profits of the circus, but
merely receive their salaries out of the circus' gross receipts,
the circus is protected by Article 7 and its inconme is not

subj ect to host-country tax. Wether the salaries of the circus
performers are subject to host-country tax under this Article
depends on whet her they exceed the $20, 000 threshold in paragraph
1

Since pursuant to Article 1 (General Scope) the Convention
only applies to persons who are residents of one of the
Contracting States, if the star conpany is not a resident of one
of the Contracting States then taxation of the inconme is not
affected by Article 17 or any other provision of the Convention.

Thi s exception from paragraph 2 for non-abusive cases is not
found in the OECD Mbdel. The United States has entered a
reservation to the OECD Model on this point.

Relationship to other articles

This Article is subject to the provisions of the saving
cl ause of paragraph 4 of Article 1 (General Scope). Thus, if an
entertainer or a sportsman who is resident in the other Contract-
ing State is a citizen of the United States, the United States
may tax all of his inconme fromperformances in the United States
w thout regard to the provisions of this Article, subject,
however, to the special foreign tax credit provisions of para-
graph 3 of Article 23 (Relief from Double Taxation). In addi-
tion, benefits of this Article are subject to the provisions of
Article 22 (Limtation on Benefits).
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ARTICLE 18 (PENSIONS, SOCIAL SECURITY, ANNUITIES, ALIMONY, AND
CHILD SUPPORT)

This Article deals with the taxation of private (i.e.,
non- governnent service) pensions and annuities, social security
benefits, alinmony and child support paynments and with the tax
treatnment of contributions to pension plans.

Paragraph 1

Paragraph 1 provides that distributions from pensions and
other simlar remuneration beneficially owed by a resident of a
Contracting State in consideration of past enploynent are taxable
only in the State of residence of the beneficiary. This Model,
unli ke the OECD Mbdel and the 1981 Model, nakes explicit the fact
that the term "pension distributions and other simlar
remuneration” includes both periodic and single sum paynents.
The sane result is understood to apply in U.S. treaties that do
not meke this point explicitly.

The phrase “pension distributions and other simlar
remuneration” is intended to enconpass paynents nmade by private
retirement plans and arrangenents in consideration of past
enploynent. In the United States, the plans enconpassed by
Paragraph 1 include: qualified plans under section 401(a),

i ndi vidual retirenment plans (including individual retirenent

pl ans that are part of a sinplified enpl oyee pension plan that
satisfies section 408(k), individual retirenment accounts and
section 408(p) accounts), non-discrimnatory section 457 pl ans,
section 403(a) qualified annuity plans, and section 403(b) plans.
The Conpetent Authorities nmay agree that distributions from other
pl ans that generally neet simlar criteria to those applicable to
ot her plans established under their respective |laws also qualify
for the benefits of Paragraph 1. 1In the United States, these
criteria are as follows:

a) The plan nust be witten;

b) In the case of an enpl oyer-maintai ned plan, the plan
must be nondi scrimnatory insofar as it (alone or in conbination
wi th ot her conparable plans) nust cover a w de range of
enpl oyees. including rank and file enpl oyees, and actually
provi de significant benefits for the entire range of covered
enpl oyees;

c) In the case of an enpl oyer-naintai ned plan the plan nust
contain provisions that severely limt the enployees’ ability to
use plan assets for purposes other than retirenent, and in al
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cases be subject to tax provisions that discourage participants
fromusing the assets for purposes other than retirenent; and

d) The plan nust provide for paynent of a reasonable |evel
of benefits at death, a stated age, or an event related to work
status, and otherw se require m nimumdistributions under rules
designed to ensure that any death benefits provided to the
participants’ survivors are nerely incidental to the retirenent
benefits provided to the participants.

In addition, certain distribution requirenents nust be net
before distributions fromthese plans would fall under paragraph
1. To qualify as a pension distribution or simlar remuneration
froma U S. plan the enpl oyee nmust have been either enpl oyed by
the sane enployer for five years or be at |east 62 years old at
the tinme of the distribution. |In addition, the distribution nust
be made either (A) on account of death or disability, (B) as part
of a series of substantially equal paynents over the enployee’s
Iife expectancy (or over the joint |ife expectancy of the
enpl oyee and a beneficiary), or (C) after the enpl oyee attained
the age of 55. Finally, the distribution nust be nade either
after separation fromservice or on or after attainment of age
65. A distribution froma pension plan solely due to term nation
of the pension plan is not a distribution falling under paragraph
1

Pensions in respect of governnent service are not covered by
this paragraph. They are covered either by paragraph 2 of this
Article, if they are in the formof social security benefits, or
by paragraph 2 of Article 19 (Governnment Service). Thus, Article
19 covers section 457, 401(a) and 403(b) plans established for
governnent enployees. |If a pension in respect of governnment
service is not covered by Article 19 solely because the service
is not “in the discharge of functions of a governnental nature,”
the pension is covered by this article.

The excl usive residence-based taxation provided under this
paragraph is limted to taxation of anobunts that were not
previously included in taxable inconme in the other Contracting
State. For exanple, if a Contracting State had i nposed tax on
the resident with respect to sone portion of a pension plan’s
ear ni ngs, subsequent distributions to a resident of the other
State would not be taxable in that State to the extent the
distributions were attributable to such amounts. |In determ ning
the amount of a distribution that is attributable to previously
taxed anmounts, the ordering rules of the residence State will be
applied. The United States will treat any anount that has
increased the recipient’s “investnment in the contract” (as
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defined in section 72) as having been previously included in
t axabl e i ncone.

Paragraph 2

The treatnment of social security benefits is dealt with in
paragraph 2. This paragraph provides that, notw thstanding the
provi sion of paragraph 1 under which private pensions are taxable
exclusively in the State of residence of the beneficial owner,
paynments made by one of the Contracting States under the provi-
sions of its social security or simlar legislation to a resident
of the other Contracting State or to a citizen of the United
States will be taxable only in the Contracting State making the
paynment. This paragraph applies to social security beneficiaries
whet her they have contributed to the systemas private sector or
Gover nnent enpl oyees.

The phrase "simlar legislation" is intended to refer to
United States tier 1 Railroad Retirenent benefits. The reference
to U S. citizens is necessary to insure that a social security
paynment by the other Contracting State to a U.S. citizen who is
not resident in the United States will not be taxable by the
United States.

Paragraph 3

Under paragraph 3, annuities that are derived and benefi -
cially owned by a resident of a Contracting State are taxable
only in that State. An annuity, as the termis used in this
par agraph, nmeans a stated sumpaid periodically at stated tines
during a specified nunber of years, under an obligation to make
the paynent in return for adequate and full consideration (other
than for services rendered). An annuity received in
consideration for services rendered would be treated as deferred
conpensati on and generally taxable in accordance with Article 15
(Dependent Personal Services).

Paragraphs 4 and 5

Paragraphs 4 and 5 deal with alinony and child support
paynments. Both alinony, under paragraph 4, and child support
paynments, under paragraph 5, are defined as periodic paynents
made pursuant to a witten separati on agreenent or a decree of
di vorce, separate maintenance, or conpul sory support. Paragraph
4, however, deals only with paynents of that type that are
deductible to the payor and taxable to the payee. Under that
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paragraph, alinmony (i.e., a deductible paynent that is taxable in
the hands of the recipient) paid by a resident of a Contracting
State to a resident of the other Contracting State is taxable
under the Convention only in the State of residence of the
recipient. Paragraph 5 deals with those periodic paynents that
are for the support of a child and that are not covered by
paragraph 4 (i.e., those paynents that either are not deductible
to the payor or not taxable to the payee). These types of
paynments by a resident of a Contracting State to a resident of
the other Contracting State are taxable in neither Contracting
St at e.

Paragraph 6

Par agraph 6 deals with various aspects of cross-border
pension contributions. There is no such rule in the OECD or U N
Model s, nor was there one in any of the previous U S. Models.

The 1992 CECD Model, however, deals extensively in the Comentary
with this matter, providing both a nodel text and a di scussion of
the issues. Paragraph 6 has been included in this Mdel to
ensure that certain differences between the two Contracting
States' |aws regardi ng pension contributions and pension pl ans
will not inhibit the flow of personal services between the
Contracting States.

Par agraph 6 essentially provides three types of benefits:
deductions (or exclusions) at the enployee and enpl oyer |evel for
contributions to a pension plan (subparagraph (a)), exenption
fromtax on undistributed earnings realized by the plan
(subparagraph (b)), and exenption fromtax on rollovers from one
pl an to anot her (subparagraph (c)).

Subpar agraph 6(a) allows for the deductibility (or
excludibility) in one State of contributions to a plan in the
other State if certain conditions are satisfied. Subparagraph
6(a) al so provides that contributions to the plan will be
deducti bl e for purposes of conmputing the enployer's taxable
incone in the State where the individual renders services to the
extent allowable in that State for contributions to plans
establ i shed and recogni zed under that State's | aws.

Where the United States is the host country, the exclusion
of enpl oyee contributions fromthe enployee’ s inconme under this
paragraph is limted to elective contributions not in excess of
the anount specified in section 402(g). Deduction of enployer
contributions is subject to the limtations of sections 415 and
404. The section 404 limtation on deductions would be
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calculated as if the individual were the only enpl oyee covered by
t he pl an.

Subpar agraph 6(b) provides that inconme earned by the plan
w Il not be taxable in the other State until the earnings are
di stri but ed.

Subpar agraph 6(c) permts the individual to w thdraw funds
fromthe plan in the first-nmentioned (hone) State for the purpose
of rolling over the anbunts to a plan established in the other
(host) Contracting State wi thout being subjected to tax in the
other State with respect to such anobunts. This benefit is
subject to any restrictions on rollovers under the |aws of the
other State. For instance, in the United States a rollover
ordinarily nmust be made wthin 60 days of the withdrawal fromthe
first plan under section 408(d)(3)(A) (i) and section 402(c).
Rol | overs from plans covered by Article 19 (Governnent Service)
woul d not be covered by this provision. It is understood that,
for the purposes of maintaining the tax-exenpt status of a
pensi on arrangenent receiving rolled-over anpbunts, the assets
received will be treated as assets rolled over froma qualified
pl an.

The benefits of this paragraph are allowed to an i ndividual
who is present in one of the Contracting States to performeither
dependent or independent personal services. The individual,
however, nust be a visitor to the host country. Subparagraph
6(d) provides that the individual can receive the benefits of
this paragraph only if he was contributing to the plan in his
home country, or to a plan that was replaced by the plan to which
he is contributing, before comng to the host country. The
al | omance of a successor plan would apply if, for exanple, the
enpl oyer has been taken over by another corporation that replaces
the existing plan with its own plan, rolling nenbership in the
old plan over into the new pl an.

In addition, the host-country conpetent authority nust
determ ne that the recognized plan to which a contribution is
made in the home country of the individual generally corresponds
to the plan in the host country. It is understood that United
States plans eligible for the benefits of paragraph 6 include
qual i fied plans under section 403(a), individual retirenment plans
(it ncluding individual retirement plans that are part of a
sinplified enployee pension plan that satisfies section 408(k),
| RAs and section 408(p) accounts), section 403(a) qualified
annuity plans, individual retirenent accounts, and section 403(b)
plans. Finally, the benefits under this paragraph are limted to
the benefits that the host country accords under its law, to the



-82- Article 18

host country plan nost simlar to the hone country plan, even if
t he honme country woul d have afforded greater benefits under its
law. Thus, for exanple, if the host country has a cap on
contributions equal to, say, five percent of the remuneration,
and the hone country has a seven percent cap, the deduction is
limted to five percent, even though if the individual had

remai ned in his honme country he would have been allowed to take
the | arger deducti on.

Relationship to other Articles

Paragraphs 1, 3 and 4 of Article 18 are subject to the
savi ng cl ause of paragraph 4 of Article 1 (General Scope). Thus,
a US citizen who is resident in the other Contracting State,
and receives either a pension, annuity or alinony paynment from
the United States, may be subject to U S. tax on the paynent,
notw thstanding the rules in those three paragraphs that give the
State of residence of the recipient the exclusive taxing right.
Paragraphs 2 and 5 are excepted fromthe saving clause by virtue
of paragraph 5(a) of Article 1. Thus, the United States w ||
allow U.S. citizens and residents the benefits of paragraph 5.
Paragraph 6 is excepted fromthe saving clause with respect to
permanent residents and citizens by virtue of paragraph 5(b) of
Article 1.
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ARTICLE 19 (GOVERNMENT SERVICE)

Paragraph 1

Subpar agraphs (a) and (b) of paragraph 1 deal with the
taxati on of governnment conpensation (other than a pension
addressed i n paragraph 2). Subpar agraph (a) provides that
remuneration paid fromthe public funds of one of the States or
its political subdivisions or |ocal authorities to any individual
who is rendering services to that State, political subdivision or
| ocal authority, which are in the discharge of governnenta
functions, is exenpt fromtax by the other State. Under
subpar agraph (b), such paynents are, however, taxable exclusively
in the other State (i.e., the host State) if the services are
rendered in that other State and the individual is a resident of
that State who is either a national of that State or a person who
di d not becone resident of that State solely for purposes of
rendering the services. The paragraph applies both to governnent
enpl oyees and to i ndependent contractors engaged by governnents
to performservices for them

The renuneration described in paragraph 1 is subject to the
provi sions of this paragraph and not to those of Articles 14
(I ndependent Personal Services), 15 (Dependent Personal
Services), 16 (Director's Fees) or 17 (Artistes and Sportsnen).
| f, however, the conditions of paragraph 1 are not satisfied,
those other Articles will apply. Thus, if a local governnent
sponsors a basketball teamin an international tournanent, and
pays the athletes from public funds, the conpensation of the
pl ayers is covered by Article 17 and not Article 19, because the
athl etes are not engaging in a governnmental function when they
pl ay basketbal |l .

Paragraph 2

Paragraph 2 deals with the taxation of a pension paid from
the public funds of one of the States or a political subdivision
or a local authority thereof to an individual in respect of
services rendered to that State or subdivision or authority in
t he di scharge of governnental functions. Subparagraph (a)
provi des that such a pension is taxable only in that State.
Subpar agraph (b) provides an exception under which such a pension
is taxable only in the other State if the individual is a resi-
dent of, and a national of, that other State. Pensions paid to
retired civilian and mlitary enployees of a Governnent of either
State are intended to be covered under paragraph 2. \Wen bene-
fits paid by a State in respect of services rendered to that
State or a subdivision or authority are in the form of soci al
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security benefits, however, those paynents are covered by para-
graph 2 of Article 18 (Pensions, Social Security, Annuities,
Alinony, and Child Support). As a general matter, the result
wll be the sane whether Article 18 or 19 applies, since socia
security benefits are taxable exclusively by the source country
and so are governnent pensions. The result will differ only when
the paynent is made to a citizen and resident of the other
Contracting State, who is not also a citizen of the paying State.
In such a case, social security benefits continue to be taxable
at source while governnent pensions becone taxable only in the
resi dence country.

The phrase "functions of a governnental nature" is not
defined. In general it is understood to enconpass functions
traditionally carried on by a governnment. It would not include
functions that comonly are found in the private sector (e.q.,
education, health care, utilities). Rather, it islimted to
functions that generally are carried on solely by the governnent
(e.qg., mlitary, diplomatic service, tax admnistrators) and
activities that directly support the carrying out of those
functions.

The use of the phrase "paid fromthe public funds of a
Contracting State" is intended to clarify that renuneration and
pensions paid by such entities as governnent-owned corporations
are covered by the Article, as long as the other conditions of
the Article are satisfied.

Relation to other Articles

Under paragraph 5(b) of Article 1 (General Scope), the
savi ng cl ause (paragraph 4 of Article 1) does not apply to the
benefits conferred by one of the States under Article 19 if the
reci pient of the benefits is neither a citizen of that State, nor
a person who has been admtted for permanent residence there
(i.e., inthe United States, a "green card" holder). Thus, a
resident of a Contracting State who in the course of performng
functions of a governnental nature becones a resident of the
other State (but not a permanent resident), would be entitled to
the benefits of this Article. However, an individual who
recei ves a pension paid by the Governnent of the other
Contracting State in respect of services rendered to that
Governnment shall be taxable on this pension only in the other
Contracting State unless the individual is a U S. citizen or
acquires a U. S. green card.



-85- Article 20
ARTICLE 20 (STUDENT AND TRAINEES)

This Article provides rules for host-country taxation of
visiting students, apprentices or business trainees. Persons who
nmeet the tests of the Article will be exenpt fromtax in the
State that they are visiting with respect to designated cl asses
of income. Several conditions nust be satisfied in order for an
individual to be entitled to the benefits of this Article.

First, the visitor nmust have been, either at the tine of his
arrival in the host State or imedi ately before, a resident of
the other Contracting State.

Second, the purpose of the visit nust be the full-tine
education or training of the visitor. Thus, if the visitor cones
principally to work in the host State but also is a part-tine
student, he would not be entitled to the benefits of this
Article, even with respect to any paynents he may receive from
abroad for his maintenance or education, and regardl ess of
whet her or not he is in a degree program \Wether a student is
to be considered full-time will be determ ned by the rules of the
educational institution at which he is studying. Simlarly, a
person who visits the host State for the purpose of obtaining
busi ness training and who al so receives a salary fromhis
enpl oyer for providing services would not be considered a trainee
and woul d not be entitled to the benefits of this Article.

Third, a student nust be studying at an accredited
educational institution. (This requirenment does not apply to
busi ness trai nees or apprentices.) An educational institution is
understood to be an institution that normally maintains a regul ar
faculty and normally has a regul ar body of students in attendance
at the place where the educational activities are carried on. An
educational institution wll be considered to be accredited if it
is accredited by an authority that generally is responsible for
accreditation of institutions in the particular field of study.

The host-country exenption in the Article applies only to
paynments received by the student, apprentice or business trainee
for the purpose of his naintenance, education or training that
ari se outside the host State. A paynent will be considered to
arise outside the host State if the payor is |ocated outside the
host State. Thus, if an enployer fromone of the Contracting
States sends an enployee to the other Contracting State for
training, the paynents the trainee receives fromabroad fromhis
enpl oyer for his maintenance or training while he is present in
the host State will be exenpt from host-country tax. 1In al
cases substance over form should prevail in determning the
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identity of the payor. Consequently, paynents made directly or
indirectly by the U S. person wwth whomthe visitor is training,
but which have been routed through a non-host-country source,
such as, for exanple, a foreign bank account, should not be
treated as arising outside the United States for this purpose.

In the case of an apprentice or business trainee, the
benefits of the Article will extend only for a period of one year
fromthe tinme that the visitor first arrives in the host country.
| f, however, an apprentice or trainee remains in the host country
for a second year, thus losing the benefits of the Article, he
woul d not retroactively |ose the benefits of the Article for the
first year.

The saving cl ause of paragraph 4 of Article 1 (General
Scope) does not apply to this Article with respect to an individ-
ual who is neither a citizen of the host State nor has been
admtted for permanent residence there. The saving cl ause,
however, does apply with respect to citizens and pernanent
residents of the host State. Thus, a U S citizen who is a
resident of the other Contracting State and who visits the United
States as a full-tinme student at an accredited university wll
not be exenpt fromU. S. tax on remttances from abroad t hat
otherwi se constitute U S. taxable incone. A person, however, who
is not a US. citizen, and who visits the United States as a
student and remains | ong enough to becone a resident under U. S.
| aw, but does not becone a permanent resident (i.e., does not
acquire a green card), will be entitled to the full benefits of
the Article.
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ARTICLE 21 (OTHER INCOME)

Article 21 generally assigns taxing jurisdiction over incone
not dealt with in the other articles (Articles 6 through 20) of
the Convention to the State of residence of the beneficial owner
of the incone and defines the terns necessary to apply the
article. An itemof incone is "dealt with" in another article if
it is the type of incone described in the article and it has its
source in a Contracting State. For exanple, all royalty incone
that arises in a Contracting State and that is beneficially owned
by a resident of the other Contracting State is "dealt with" in
Article 12 (Royalties).

Exanpl es of itens of inconme covered by Article 21 include
i ncone fromganbling, punitive (but not conpensatory) damages,
covenants not to conpete, and incone fromcertain financial
instrunments to the extent derived by persons not engaged in the
trade or business of dealing in such instrunents (unless the
transaction giving rise to the incone is related to a trade or
busi ness, in which case it is dealt with under Article 7
(Business Profits)). The article also applies to itens of incone
that are not dealt with in the other articles because of their
source or sone other characteristic. For exanple, Article 11
(Interest) addresses only the taxation of interest arising in a
Contracting State. |Interest arising in a third State that is not
attributable to a permanent establishnment, therefore, is subject
to Article 21.

Di stributions from partnerships and distributions from
trusts are not generally dealt wth under Article 21 because
partnership and trust distributions generally do not constitute
income. Under the Code, partners include in incone their
distributive share of partnership incone annually, and
partnership distributions thenselves generally do not give rise
to inconme. Also, under the Code, trust inconme and distributions
have the character of the associated distributable net income and
therefore woul d generally be covered by another article of the
Convention. See Code section 641 et seq.

Paragraph 1

The general rule of Article 21 is contained in paragraph 1
Itenms of incone not dealt with in other articles and beneficially
owned by a resident of a Contracting State will be taxable only
in the State of residence. This exclusive right of taxation
appl i es whether or not the residence State exercises its right to
tax the inconme covered by the Article.
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Thi s paragraph differs in one respect from paragraph 1 in
the 1981 Mbdel and the OECD Model, by referring to "itens of
i ncome beneficially owned by a resident of a Contracting State"
rather than sinply "itens of income of a resident of a Contract-
ing State." This is not a substantive change. It is intended
merely to make explicit the inplicit understanding in other
treaties that the exclusive residence taxation provided by para-
graph 1 applies only when a resident of a Contracting State is
t he beneficial owner of the incone. This should al so be under-
stood fromthe phrase "incone of a resident of a Contracting
State." The addition of a reference to beneficial ownership
nmerely renoves any possible anmbiguity. Thus, source taxation of
income not dealt with in other articles of the Convention is not
l[imted by paragraph 1 if it is nomnally paid to a resident of
the other Contracting State, but is beneficially owned by a
resident of a third State.

Paragraph 2

Thi s paragraph provides an exception to the general rule of
paragraph 1 for incone, other than inconme fromreal property,
that is attributable to a permanent establishnment or fixed base
mai ntained in a Contracting State by a resident of the other
Contracting State. The taxation of such inconme is governed by
the provisions of Articles 7 (Business Profits) and 14 (I ndepen-
dent Personal Services). Therefore, inconme arising outside the
United States that is attributable to a permanent establi shnent
mai ntained in the United States by a resident of the other
Contracting State generally would be taxable by the United States
under the provisions of Article 7. This would be true even if
the incone is sourced in a third State.

There is an exception to this general rule with respect to
income a resident of a Contracting State derives fromrea
property | ocated outside the other Contracting State (whether in
the first-nentioned Contracting State or in a third State) that
is attributable to the resident's permanent establishnent or
fixed base in the other Contracting State. |In such a case, only
the first-nentioned Contracting State (i.e., the State of
resi dence of the person deriving the inconme) and not the host
State of the permanent establishnent or fixed base may tax that
income. This special rule for foreign-situs property is
consistent with the general rule, also reflected in Article 6
(I'nconme from Real Property (lInmovable Property)), that only the
situs and residence States may tax real property and real
property income. Even if such property is part of the property
of a permanent establishnment or fixed base in a Contracting
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State, that State may not tax if neither the situs of the
property nor the residence of the owner is in that State.

Relation to Other Articles

This Article is subject to the saving clause of paragraph 4
of Article 1 (General Scope). Thus, the United States may tax
the incone of a resident of the other Contracting State that is
not dealt with el sewhere in the Convention, if that resident is a
citizen of the United States. The Article is also subject to the
provisions of Article 22 (Limtation on Benefits). Thus, if a
resident of the other Contracting State earns incone that falls
wi thin the scope of paragraph 1 of Article 21, but that is
taxable by the United States under U S. law, the inconme would be
exenpt fromU. S. tax under the provisions of Article 21 only if
the resident satisfies one of the tests of Article 22 for enti-
tlement to benefits.
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ARTICLE 22 (LIMITATION ON BENEFITS)

Purpose of Limitation on Benefits Provisions

The United States views an incone tax treaty as a vehicle
for providing treaty benefits to residents of the two Contracting
States. This statenent begs the question of who is to be treated
as a resident of a Contracting State for the purpose of being
granted treaty benefits. The Comentaries to the OECD Model
authorize a tax authority to deny benefits, under substance-over-
formprinciples, to a nomnee in one State deriving incone from
the other on behalf of a third-country resident. In addition,
al t hough the text of the OECD Mbdel does not contain express
anti -abuse provisions, the Commentaries to Article 1 contain an
ext ensi ve di scussion approving the use of such provisions in tax
treaties in order to limt the ability of third state residents
to obtain treaty benefits. The United States holds strongly to
the view that tax treaties should include provisions that
specifically prevent msuse of treaties by residents of third
countries. Consequently, all recent U S. incone tax treaties
contain conprehensive Limtation on Benefits provisions.

A treaty that provides treaty benefits to any resident of a
Contracting State permts "treaty shopping": the use, by
residents of third states, of legal entities established in a
Contracting State with a principal purpose to obtain the benefits
of a tax treaty between the United States and the other
Contracting State. It is inportant to note that this definition
of treaty shoppi ng does not enconpass every case in which a third
state resident establishes an entity in a U S. treaty partner,
and that entity enjoys treaty benefits to which the third state
resident would not itself be entitled. |If the third country
resi dent had substantial reasons for establishing the structure
that were unrelated to obtaining treaty benefits, the structure
would not fall within the definition of treaty shopping set forth
above.

O course, the fundamental problem presented by this
approach is that it is based on the taxpayer's intent, which a
tax admnistration is normally ill-equipped to identify. In
order to avoid the necessity of making this subjective
determnation, Article 22 sets forth a series of objective tests.
The assunption underlying each of these tests is that a taxpayer
that satisfies the requirenents of any of the tests probably has
a real business purpose for the structure it has adopted, or has
a sufficiently strong nexus to the other Contracting State (e.qg.,
a resident individual) to warrant benefits even in the absence of
a business connection, and that this business purpose or



-91- Article 22

connection outwei ghs any purpose to obtain the benefits of the
Treaty.

For instance, the assunption underlying the active trade or
busi ness test under paragraph 3 is that a third country resident
that establishes a "substantial" operation in the other State and
that derives incone froma simlar activity in the United States
would not do so primarily to avail itself of the benefits of the
Treaty; it is presuned in such a case that the investor had a
val i d busi ness purpose for investing in the other State, and that
the link between that trade or business and the U S. activity
that generates the treaty-benefitted incone mani fests a business
purpose for placing the U S. investnents in the entity in the
other State. It is considered unlikely that the investor would
i ncur the expense of establishing a substantial trade or business
in the other State sinply to obtain the benefits of the
Convention. A simlar rationale underlies the other tests in
Article 22.

Wil e these tests provide useful surrogates for identifying
actual intent, these nechanical tests cannot account for every
case in which the taxpayer was not treaty shopping. Accordingly,
Article 22 also includes a provision (paragraph 4) authorizing
the conpetent authority of a Contracting State to grant benefits.
Wil e an anal ysis under paragraph 4 may well differ fromthat
under one of the other tests of Article 22, its objective is the
sane: to identify investors whose residence in the other State
can be justified by factors other than a purpose to derive treaty
benefits.

Article 22 and the anti-abuse provisions of donestic |aw
conpl ement each other, as Article 22 effectively determ nes
whet her an entity has a sufficient nexus to the Contracting State
to be treated as a resident for treaty purposes, while donestic
anti-abuse provisions (e.qg., business purpose, substance-over-
form step transaction or conduit principles) determ ne whether a
particul ar transaction should be recast in accordance with its
substance. Thus, internal |aw principles of the source State may
be applied to identify the beneficial owner of an item of
income, and Article 22 then wll be applied to the benefici al
owner to determine if that person is entitled to the benefits of
the Convention with respect to such incone.

Structure of the Article
Article 22 follows the formused in other recent U.S. incone

tax treaties. (See. e.qg., the Convention between the United
State of Anerica and the Federal Republic of Germany for the
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Avoi dance of Doubl e Taxation and the Prevention of Fiscal Evasion
Wi th Respect to Taxes on Incone and Capital and to Certain O her
Taxes.) The structure of the Article is as follows: Paragraph 1
states the general rule that residents are entitled to benefits
ot herw se accorded to residents only to the extent provided in
the Article. Paragraph 2 lists a series of attributes of a
resident of a Contracting State, the presence of any one of which
will entitle that person to all the benefits of the Convention.
Par agraph 3 provides that, with respect to a person not entitled
to benefits under paragraph 2, benefits nonethel ess may be
granted to that person with regard to certain types of incone.

Par agraph 4 provides that benefits also may be granted if the
conpetent authority of the State from which benefits are clai ned
determnes that it is appropriate to provide benefits in that
case. Paragraph 5 defines the term"recogni zed stock exchange"
as used in paragraph 2(c).

Paragraph 1

Paragraph 1 provides that a resident of a Contracting State
will be entitled to the benefits otherw se accorded to residents
of a Contracting State under the Convention only to the extent
provided in the Article. The benefits otherw se accorded to
resi dents under the Convention include all limtations on source-
based taxation under Articles 6 through 21, the treaty-based
relief fromdouble taxation provided by Article 23 (Relief from
Doubl e Taxation), and the protection afforded to residents of a
Contracting State under Article 24 (Non-Di scrimnation). Sone
provi sions do not require that a person be a resident in order to
enjoy the benefits of those provisions. These include paragraph
1 of Article 24 (Non-Discrimnation), Article 25 (Mitual
Agreenent Procedure), and Article 27 (D plomatic Agents and
Consul ar O ficers). Article 22 accordingly does not |imt the
avai lability of the benefits of these provisions.

Paragraph 2

Par agraph 2 has six subparagraphs, each of which describes a
category of residents that are entitled to all benefits of the
Conventi on.

Individuals -- Subparagraph 2(a)

Subpar agraph a) provides that individual residents of a
Contracting State will be entitled to all treaty benefits. |If
such an individual receives incone as a nom nee on behalf of a
third country resident, benefits may be denied under the
respective articles of the Convention by the requirenent that the
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beneficial owner of the inconme be a resident of a Contracting
St at e.

Qualified Governmental Entities -- Subparagraph 2(b)

Subpar agraph b) provides that qualified governnental
entities, as defined in subparagraph 3(i) of Article 3
(Definitions), also will be entitled to all benefits of the
Convention. As described in Article 3, in addition to federal,
state and | ocal governnents, the term"qualified governnental
entity" enconpasses certain governnent-owned corporations and
other entities, and certain pension trusts or funds that
adm ni ster pension benefits described in Article 19 (Gover nnent
Servi ce).

Publicly-Traded Corporations -- Subparagraph 2(c) (1)

Subpar agraph c) applies to two categories of corporations:
publicly-traded corporations and subsidiaries of publicly-traded
corporations. Cause i) of subparagraph 2(c) provides that a
conpany will be entitled to all the benefits of the Convention if
all the shares in the class or classes of shares that represent
nmore than 50 percent of the voting power and val ue of the conpany
are regularly traded on a "recogni zed stock exchange" |l ocated in
either State. The term "recogni zed stock exchange" is defined in
paragraph 5. This provision differs from correspondi ng
provisions in earlier treaties in that it states that “all of the
shares” in the principal class of shares nust be regularly traded
on a recogni zed stock exchange. This |anguage was added to make
it clear that all shares in the principal class or classes of
shares (as opposed to only a portion of such shares) nust satisfy
the requirenents of this subparagraph.

| f a conpany has only one class of shares, it is only
necessary to consi der whether the shares of that class are
regularly traded on a recogni zed stock exchange. |f the conpany
has nore than one class of shares, it is necessary as an initial
matter to determ ne whether one of the classes accounts for nore
than half of the voting power and value of the conmpany. |If so,
then only those shares are considered for purposes of the regul ar
trading requirenent. |If no single class of shares accounts for
nore than half of the conmpany's voting power and value, it is
necessary to identify a group of two or nore classes of the
conpany's shares that account for nore than half of the conpany's
voting power and value, and then to determ ne whether each cl ass
of shares in this group satisfies the regular trading
requirenent. Although in a particular case involving a conpany
w th several classes of shares it is conceivable that nore than
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one group of classes could be identified that account for nore
than 50% of the shares, it is only necessary for one such group
to satisfy the requirenents of this subparagraph in order for the
conpany to be entitled to benefits. Benefits would not be denied
to the conpany even if a second, non-qualifying, group of shares
with nore than half of the conpany's voting power and val ue coul d
be identified.

The term"regularly traded" is not defined in the
Convention. In accordance with paragraph 2 of Article 3 (General
Definitions), this termw | be defined by reference to the
donmestic tax laws of the State fromwhich treaty benefits are
sought, generally the source State. In the case of the United
States, this termis understood to have the nmeaning it has under
Treas. Reg. section 1.884-5(d)(4)(i)(B), relating to the branch
tax provisions of the Code. Under these regulations, a class of
shares is considered to be "regularly traded" if two requirenments
are net: trades in the class of shares are nmade in nore than de
mnims quantities on at |east 60 days during the taxable year,
and the aggregate nunber of shares in the class traded during the
year is at |least 10 percent of the average nunber of shares
out standing during the year. Sections 1.884-5(d)(4)(i)(A), (ii)
and (iii) will not be taken into account for purposes of defining
the term"regularly traded" under the Conventi on.

The regul ar trading requirement can be net by trading on any
recogni zed exchange or exchanges |ocated in either State.
Tradi ng on one or nore recogni zed stock exchanges nay be
aggregated for purposes of this requirenent. Thus, a U S
conpany could satisfy the regularly traded requi renent through
trading, in whole or in part, on a recogni zed stock exchange
| ocated in the other Contracting State. Authorized but uni ssued
shares are not considered for purposes of this test.

Subsidiaries of Publicly-Traded Corporations -- Subparagraph

2(c) (1)

Cl ause (ii) of subparagraph 2(c) provides a test under which
certain conpanies that are directly or indirectly controlled by
conpani es satisfying the publicly-traded test of subparagraph
2(c)(i) may be entitled to the benefits of the Convention. Under
this test, a conpany will be entitled to the benefits of the
Convention if 50 percent or nore of each class of shares in the
conpany is directly or indirectly owed by conpanies that are
descri bed in subparagraph 2(c)(i).

This test differs fromthat under subparagraph 2(c)(i) in
that 50 percent of each class of the conpany's shares, not nerely
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the class or classes accounting for nore than 50 percent of the
conpany's votes and val ue, nust be held by publicly-traded
conpani es described in subparagraph 2(c)(i). Thus, the test
under subparagraph 2(c)(ii) considers the ownership of every

cl ass of shares outstanding, while the test under subparagraph
2(c)(i) only considers those classes that account for a majority
of the conpany's voting power and val ue.

Clause (ii) permts indirect ownership. Consequently, the
ownership by publicly-traded conpani es described in clause (i)
need not be direct. However, any internediate owers in the
chain of ownership nust thenselves be entitled to benefits under
par agr aph 2.

Tax Exempt Organizations -- Subparagraph 2(d)

Subpar agraph 2(d) provides that the tax exenpt organi zations
descri bed in subparagraph 1(b)(i) of Article 4 (Residence) wll
be entitled to all the benefits of the Convention. These
entities are entities that generally are exenpt fromtax in their
State of residence and that are organi zed and operated
exclusively to fulfill religious, educational, scientific and
ot her charitable purposes. Unlike sone recent U S. treaties,
there is no requirenent that specified percentages of the
beneficiaries of these organi zati ons be residents of one of the
Contracting States.

Pension Funds -- Subparagraph 2(e)

Subpar agraph 2(e) provides that organizations described in
subparagraph 1(b)(ii) of Article 4 (Residence) will be entitled
to all the benefits of the Convention, as long as nore than half
of the beneficiaries, nmenbers or participants of the organization
are individual residents of either Contracting State. The
organi zations referred to in this provision are tax-exenpt
entities that provide pension and other benefits to enpl oyees
pursuant to a plan. For purposes of this provision, the term
"beneficiaries" should be understood to refer to the persons
receiving benefits fromthe organization.

Ownership/Base Erosion -- Subparagraph 2(f)

Subpar agraph 2(f) provides a two part test, the so-called
ownership and base erosion test. This test applies to any form
of legal entity that is a resident of a Contracting State. Both
prongs of the test nust be satisfied for the resident to be
entitled to benefits under subparagraph 2(f).
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The ownership prong of the test, under clause i), requires
that 50 percent or nore of each class of beneficial interests in
the person (in the case of a corporation, 50 percent or nore of
each class of its shares) be owned on at |east half the days of
t he person's taxabl e year by persons who are thenselves entitled
to benefits under the other tests of paragraph 2 (i.e.,
subpar agraphs a), b), c), d), or e)). The ownership may be
i ndi rect through other persons thenselves entitled to benefits
under paragraph 2.

Trusts may be entitled to benefits under this provision if
they are treated as residents under Article 4 (Residence) and
t hey otherwi se satisfy the requirements of this subparagraph.
For purposes of this subparagraph, the beneficial interests in a
trust will be considered to be owned by its beneficiaries in
proportion to each beneficiary's actuarial interest in the trust.
The interest of a renainder beneficiary will be equal to 100
percent |ess the aggregate percentages held by incone
beneficiaries. A beneficiary's interest in a trust will not be
considered to be owned by a person entitled to benefits under the
ot her provisions of paragraph 2 if it is not possible to
determ ne the beneficiary's actuarial interest. Consequently, if
it is not possible to determine the actuarial interest of any
beneficiaries in a trust, the ownership test under clause i)
cannot be satisfied, unless all beneficiaries are persons
entitled to benefits under the other subparagraphs of paragraph
2.

The base erosion prong of the test under subparagraph 2(f)
requires that |ess than 50 percent of the person's gross incone
for the taxable year be paid or accrued, directly or indirectly,
to non-residents of either State (unless inconme is attributable
to a permanent establishnment |ocated in either Contracting
State), in the formof paynents that are deductible for tax
purposes in the entity's State of residence. To the extent they
are deductible fromthe taxable base, trust distributions wuld
be consi dered deducti bl e paynents. Depreciation and anorti zation
deductions, which are not "paynents," are disregarded for this
purpose. This provision differs in sone respects from anal ogous
provisions in other treaties. |Its purpose is to determ ne
whet her the inconme derived fromthe source State is in fact
subject to the tax regine of that other State. Consequently,
paynments to any resident of either State, as well as paynents
that are attributable to permanent establishnments in either
State, are not considered base eroding paynents for this purpose
(to the extent that these recipients do not thensel ves base erode
to non-residents).
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The term "gross incone"” is not defined in the Convention.
Thus, in accordance wth paragraph 2 of Article 3 (CGeneral
Definitions), in determ ning whether a person deriving incone
fromUnited States sources is entitled to the benefits of the
Convention, the United States will ascribe the nmeaning to the
termthat it has in the United States. |In such cases, "gross
inconme” will be defined as gross receipts | ess cost of goods
sol d.

It is intended that the provisions of paragraph 2 will be
self executing. Unlike the provisions of paragraph 4, discussed
bel ow, claimng benefits under paragraph 2 does not require
advance conpetent authority ruling or approval. The tax
authorities may, of course, on review, determne that the
t axpayer has inproperly interpreted the paragraph and is not
entitled to the benefits clained.

Paragraph 3

Paragraph 3 sets forth a test under which a resident of a
Contracting State that is not generally entitled to benefits of
t he Convention under paragraph 2 may receive treaty benefits with
respect to certain itens of inconme that are connected to an
active trade or business conducted in its State of residence.

Subpar agraph 3(a) sets forth a three-pronged test that nust
be satisfied in order for a resident of a Contracting State to be
entitled to the benefits of the Convention with respect to a
particular itemof inconme. First, the resident nmust be engaged
in the active conduct of a trade of business in its State of
resi dence. Second, the incone derived fromthe other State nust
be derived in connection with, or be incidental to, that trade or
business. Third, the trade or business nust be substantial in
relation to the activity in the other State that generated the
itemof inconme. These determ nations are nmade separately for
each itemof incone derived fromthe other State. It therefore
is possible that a person would be entitled to the benefits of
the Convention with respect to one itemof incone but not with
respect to another. |If a resident of a Contracting State is
entitled to treaty benefits with respect to a particular item of
i ncone under paragraph 3, the resident is entitled to al
benefits of the Convention insofar as they affect the taxation of
that itemof incone in the other State. Set forth belowis a
di scussion of each of the three prongs of the test under
par agr aph 3.

Trade or Business -- Subparagraphs 3(a) (1) and (b)
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The term "trade or business"” is not defined in the
Convention. Pursuant to paragraph 2 of Article 3 (General
Definitions), when determ ning whether a resident of the other
State is entitled to the benefits of the Convention under
paragraph 3 with respect to inconme derived fromU.S. sources, the
United States will ascribe to this termthe neaning that it has
under the law of the United States. Accordingly, the United
States conpetent authority will refer to the regulations issued
under section 367(a) for the definition of the term"trade or
business.” 1In general, therefore, a trade or business wll be
considered to be a specific unified group of activities that
constitute or could constitute an i ndependent econom c enterprise
carried on for profit. Furthernore, a corporation generally wll
be considered to carry on a trade or business only if the
of ficers and enpl oyees of the corporation conduct substanti al
manageri al and operational activities. See, Code section
367(a)(3) and the regul ati ons thereunder.

Not wi t hstandi ng this general definition of trade or
busi ness, subparagraph 3(b) provides that the business of nmaking
or managi ng i nvestnents, when part of banking, insurance or
Ssecurities activities conducted by a bank, insurance conpany, or
regi stered securities dealer, wll be considered to be a trade or
busi ness. Conversely, such activities conducted by a person
ot her than a bank, insurance conpany or registered securities
dealer will not be considered to be the conduct of an active
trade or business, nor would they be considered to be the conduct
of an active trade or business if conducted by a banking or
i nsurance conpany but not as part of the conpany's banking or
I nsurance busi ness.

Because a headquarters operation is in the business of
managi ng i nvestnents, a conpany that functions solely as a
headquarter conpany will not be considered to be engaged in an
active trade or business for purposes of paragraph 3.

Derived i1n Connection With Requirement - Subparagraphs

3(a)(ii) and (d)

Subpar agraph 3(d) provides that incone is derived in
connection with a trade or business if the incone-producing
activity in the other State is a line of business that forns a
part of or is conplenentary to the trade or business conducted in
the State of residence by the incone recipient. Al though no
definition of the terns "forns a part of" or "conplenentary" is
set forth in the Convention, it is intended that a business
activity generally will be considered to "forma part of" a
busi ness activity conducted in the other State if the two
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activities involve the design, manufacture or sale of the sane
products or type of products, or the provision of simlar
services. In order for two activities to be considered to be
"conplementary,"” the activities need not relate to the sanme types
of products or services, but they should be part of the sane

overall industry and be related in the sense that the success or
failure of one activity will tend to result in success or failure
for the other. 1In cases in which nore than one trade or business

is conducted in the other State and only one of the trades or
busi nesses fornms a part of or is conplenentary to a trade or

busi ness conducted in the State of residence, it is necessary to
identify the trade or business to which an itemof inconme is
attributable. Royalties generally wll be considered to be
derived in connection with the trade or business to which the
underlying intangi ble property is attributable. D vidends wll
be deened to be derived first out of earnings and profits of the
treaty-benefitted trade or business, and then out of other
earnings and profits. Interest incone may be all ocated under any
reasonabl e nmet hod consistently applied. A nethod that conforns
to U S. principles for expense allocation will be considered a
reasonabl e nethod. The follow ng exanples illustrate the
application of subparagraph 3(d).

Exanple 1. USCo is a corporation resident in the United
States. USCo is engaged in an active manufacturing business in
the United States. USCo owns 100 percent of the shares of FCo, a
corporation resident in the other Contracting State. FCo
di stributes USCo products in the other Contracting State. Since
t he busi ness activities conducted by the two corporations involve
t he sane products, FCo's distribution business is considered to
forma part of USCo's manufacturing business within the neaning
of subparagraph 3(d).

Exanple 2. The facts are the sane as in Exanple 1, except
t hat USCo does not manufacture. Rather, USCo operates a |arge
research and devel opnent facility in the United States that
licenses intellectual property to affiliates worldw de, including
FCo. FCo and other USCo affiliates then manufacture and market
t he USCo-desi gned products in their respective narkets. Since
the activities conducted by FCo and USCo invol ve the sanme product
lines, these activities are considered to forma part of the sane
trade or business.

Exanple 3. Anericair is a corporation resident in the
United States that operates an international airline. FSub is a
whol | y-owned subsidiary of Americair resident in the other
Contracting State. FSub operates a chain of hotels in the other
Contracting State that are | ocated near airports served by
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Anmericair flights. Anericair frequently sells tour packages that
include air travel to the other Contracting State and | odgi ng at
FSub hotels. Although both conpanies are engaged in the active
conduct of a trade or business, the businesses of operating a
chain of hotels and operating an airline are distinct trades or
busi nesses. Therefore FSub's business does not forma part of
Anericair's business. However, FSub's business is considered to
be conplenentary to Americair's business because they are part of
the sane overall industry (travel) and the |inks between their
operations tend to make them i nt erdependent.

Exanple 4. The facts are the sanme as in Exanple 3, except
that FSub owns an office building in the other Contracting State
instead of a hotel chain. No part of Americair's business is
conducted through the office building. FSub's business is not
considered to forma part of or to be conplenentary to
Anericair's business. They are engaged in distinct trades or
busi nesses in separate industries, and there is no econom c
dependence between the two operations.

Exanple 5. USFlower is a corporation resident in the United
States. USFl ower produces and sells flowers in the United States
and other countries. USFlower owns all the shares of ForHol di ng,
a corporation resident in the other Contracting State.

ForHol ding is a holding conpany that is not engaged in a trade or
busi ness. ForHol ding owns all the shares of three corporations
that are resident in the other Contracting State: ForFl ower,

For Lawn, and ForFi sh. ForFl ower distributes USFI ower flowers
under the USFI ower trademark in the other State. ForLawn markets
a line of lawn care products in the other State under the

USFl ower trademark. |In addition to being sold under the sane
trademar k, ForLawn and For Fl ower products are sold in the sanme
stores and sal es of each conpany's products tend to generate

i ncreased sales of the other's products. ForFish inports fish
fromthe United States and distributes it to fish wholesalers in
the other State. For purposes of paragraph 3, the business of
For Fl oner forns a part of the business of USFl ower, the business
of ForLawn is conplenmentary to the business of USFl ower, and the
busi ness of ForFish is neither part of nor conplenentary to that
of USFI ower .

Finally, a resident in one of the States also will be
entitled to the benefits of the Convention with respect to incone
derived fromthe other State if the incone is "incidental" to the
trade or business conducted in the recipient's State of
resi dence. Subparagraph 3(d) provides that inconme derived froma
State will be incidental to a trade or business conducted in the
other State if the production of such incone facilitates the
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conduct of the trade or business in the other State. An exanple
of incidental income is the tenporary investnent of working
capital derived froma trade or business.

Substantiality -- Subparagraphs 3(a)(ii1) and (c)

As indicated above, subparagraph 3(a)(iii) provides that
incone that a resident of a State derives fromthe other State
will be entitled to the benefits of the Convention under
paragraph 3 only if the inconme is derived in connection with a
trade or business conducted in the recipient's State of residence
and that trade or business is "substantial” in relation to the
i nconme-producing activity in the other State. Subparagraph 3(c)
provi des that whether the trade or business of the incone
recipient is substantial will be determ ned based on all the
facts and circunstances. These circunstances generally woul d
include the relative scale of the activities conducted in the two
States and the relative contributions made to the conduct of the
trade or businesses in the two States.

In addition to this subjective rule, subparagraph 3(c)
provi des a safe harbor under which the trade or business of the
i nconme recipient may be deened to be substantial based on three
rati os that conpare the size of the recipient's activities to
those conducted in the other State. The three ratios conpare:
(1) the value of the assets in the recipient's State to the
assets used in the other State; (ii) the gross incone derived in
the recipient's State to the gross incone derived in the other
State; and (iii) the payroll expense in the recipient's State to
the payroll expense in the other State. The average of the three
ratios with respect to the preceding taxable year nmust exceed 10
percent, and each individual ratio nmust exceed 7.5 percent. |If
any individual ratio does not exceed 7.5 percent for the
precedi ng taxabl e year, the average for the three preceding
taxabl e years may be used instead. Thus, if the taxable year is
1998, the preceding year is 1997. |If one of the ratios for 1997
IS not greater than 7.5 percent, the average ratio for 1995,
1996, and 1997 with respect to that item may be used.

The term "value" also is not defined in the Conventi on.
Therefore, this termalso will be defined under U S. |aw for
pur poses of determ ning whether a person deriving inconme from
United States sources is entitled to the benefits of the
Convention. In such cases, "value" generally wll be defined
using the nethod used by the taxpayer in keeping its books for
purposes of financial reporting inits country of residence.
See, Treas. Reg. 81.884-5(e)(3)(ii)(A).
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Only itens actually located or incurred in the two
Contracting States are included in the conputation of the ratios.
| f the person fromwhomthe incone in the other State is derived
is not wholly-owned by the recipient (and parties rel ated
thereto) then the itens included in the conputation with respect
to such person nmust be reduced by a percentage equal to the
percentage control held by persons not related to the recipient.
For instance, if a United States corporation derives incone from
a corporation in the other State in which it holds 80 percent of
the shares, and unrelated parties hold the remaining shares, for
pur poses of subparagraph 3(c) only 80 percent of the assets,
payrol |l and gross inconme of the conpany in the other State woul d
be taken into account.

Consequently, if neither the recipient nor a person rel ated
to the recipient has an ownership interest in the person from
whom the incone is derived, the substantiality test always wll
be satisfied (the denom nator in the conputation of each ratio
wll be zero and the nunerator will be a positive nunber). O
course, the other two prongs of the test under paragraph 3 would
have to be satisfied in order for the recipient of the item of
income to receive treaty benefits with respect to that incone.
For exanple, assume that a resident of a Contracting State is in
t he busi ness of banking in that State. The bank | oans noney to
unrel ated residents of the United States. The bank woul d satisfy
the substantiality requirenent of this subparagraph with respect
to interest paid on the | oans because it has no ownership
interest in the payors.

Paragraph 4

Par agraph 4 provides that a resident of one of the States
that is not otherwi se entitled to the benefits of the Convention
may be granted benefits under the Convention if the conpetent
authority of the State fromwhich benefits are clainmed so
determ nes. This discretionary provision is included in
recognition of the fact that, with the increasing scope and
diversity of international economc relations, there nmay be cases
where significant participation by third country residents in an
enterprise of a Contracting State is warranted by sound busi ness
practice or |ong-standing business structures and does not
necessarily indicate a notive of attenpting to derive unintended
Conventi on benefits.

The conpetent authority of a State will base a determ nation
under this paragraph on whether the establishnent, acquisition,
or mai ntenance of the person seeking benefits under the
Convention, or the conduct of such person's operations, has or
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had as one of its principal purposes the obtaining of benefits
under the Convention. Thus, persons that establish operations in
one of the States with the principal purpose of obtaining the
benefits of the Convention ordinarily will not be granted relief
under paragraph 4.

The conpetent authority may determne to grant all benefits
of the Convention, or it may determine to grant only certain
benefits. For instance, it may determne to grant benefits only
Wth respect to a particular itemof inconme in a manner simlar
to paragraph 3. Further, the conpetent authority may set tine
l[imts on the duration of any relief granted.

It is assunmed that, for purposes of inplenenting paragraph
4, a taxpayer will not be required to wait until the tax
authorities of one of the States have determ ned that benefits
are denied before he will be permtted to seek a determ nation
under this paragraph. |In these circunstances, it is also
expected that if the conpetent authority determ nes that benefits
are to be allowed, they will be allowed retroactively to the tine
of entry into force of the relevant treaty provision or the
establishment of the structure in question, whichever is |later.

Finally, there may be cases in which a resident of a
Contracting State may apply for discretionary relief to the
conpetent authority of his State of residence. For instance, a
resident of a State could apply to the conpetent authority of his
State of residence in a case in which he had been denied a
treaty-based credit under Article 23 on the grounds that he was
not entitled to benefits of the article under Article 22.

Paragraph 5

Paragraph 5 provides that the term "recogni zed stock
exchange" neans (i) the NASDAQ System owned by the Nationa
Associ ation of Securities Dealers, and any stock exchange
registered with the Securities and Exchange Conm ssion as a
nati onal securities exchange for purposes of the Securities
Exchange Act of 1934; and (ii) [certain exchanges |ocated in the
other Contracting State].
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ARTICLE 23 (RELIEF FROM DOUBLE TAXATION)

This Article describes the manner in which each Contracting
State undertakes to relieve double taxation. The United States
uses the foreign tax credit nmethod under its internal |aw, and by
treaty. The other Contracting State may al so use a foreign tax
credit, or a conbination of foreign tax credit and exenption
met hods, depending on the nature of the inconme involved. 1In rare
cases of treaties with countries enploying pure territorial
systens, the other Contracting State will use only an exenption
system for relieving double taxation.

Paragraph 1

The United States agrees, in paragraph 1, to allowto its
citizens and residents a credit against U S. tax for incone taxes
paid or accrued to the other Contracting State. Paragraph 1 also
provi des that the other Contracting State’'s covered taxes are
i ncone taxes for U S. purposes. This provision is based on the
Treasury Departnent’s review of the other Contracting State’s
| aws.

The credit under the Convention is allowed in accordance
with the provisions and subject to the [imtations of U S. |[|aw,
as that | aw may be anended over tine, so long as the general
principle of this Article, i.e., the allowance of a credit, is
retai ned. Thus, although the Convention provides for a foreign
tax credit, the terns of the credit are determ ned by the
provisions, at the tinme a credit is given, of the U S. statutory
credit.

Subpar agraph (b) provides for a deened-paid credit, consis-
tent with section 902 of the Code, to a U. S. corporation in
respect of dividends received froma corporation resident in the
other Contracting State of which the U. S. corporation owns at
| east 10 percent of the voting stock. This credit is for the tax
paid by the corporation of the other Contracting State on the
profits out of which the dividends are considered paid.

As indicated, the U S <credit under the Convention is
subject to the various limtations of U S. |aw (see Code sections
901 - 908). For exanple, the credit against U S. tax generally
islimted to the anount of U S. tax due with respect to net
foreign source incone within the relevant foreign tax credit
limtation category (see Code section 904(a) and (d)), and the
dol I ar anmpbunt of the credit is determ ned in accordance with U S
currency translation rules (see, e.qg., Code section 986).
Simlarly, US. law applies to determ ne carryover periods for
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excess credits and other inter-year adjustnments. \Wen the
alternative mninmnumtax is due, the alternative m ninumtax
foreign tax credit generally is limted in accordance with U S
law to 90 percent of alternative mnimumtax liability. Further-
nmore, nothing in the Convention prevents the limtation of the
US credit frombeing applied on a per-country basis (should
internal | aw be changed), an overall basis, or to particular
categories of incone (see. e.qg., Code section 865(h)).

Paragraph 2

Specific rules will be provided in paragraph 2 of each
treaty under which the other Contracting State, in inposing tax
on its residents, provides relief for U S. taxes paid by those
residents. Although the Mbdel Article is drafted as though the
other Contracting State uses a credit system in bilateral
Conventions the relief may be in the formof a credit, exenption,
or a conbi nation of the two.

Paragraph 3

The rul es of paragraph 3 were not in the 1981 Model, but
they are found in a nunber of U S. treaties entered into after
publication of that Mdel. Paragraph 3 provides special rules
for the tax treatnent in both States of certain types of incone
derived fromU. S. sources by U S. citizens who are resident in
the other Contracting State. Since U S. citizens, regardl ess of
resi dence, are subject to United States tax at ordinary progres-
sive rates on their worldw de incone, the U S. tax on the U S
source incone of a U S. citizen resident in the other Contracting
State may exceed the U S. tax that may be i nposed under the
Convention on an itemof U S. source incone derived by a resident
of the other Contracting State who is not a U S. citizen.

Subpar agraph (a) of paragraph 3 provides special credit
rules for the other Contracting State with respect to itens of
income that are either exenpt fromU. S. tax or subject to reduced
rates of U S. tax under the provisions of the Convention when
received by residents of the other Contracting State who are not
U S citizens. The tax credit of the other Contracting State
al | oned by paragraph 3(a) under these circunstances, to the
extent consistent with the law of that State, need not exceed the
U. S tax that may be inposed under the provisions of the Conven-
tion, other than tax inposed solely by reason of the U S citi-
zenship of the taxpayer under the provisions of the saving clause
of paragraph 4 of Article 1 (General Scope). Thus, if a U S
citizen resident in the other Contracting State receives U S
source portfolio dividends, the foreign tax credit granted by
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that other State would be limted to 15 percent of the dividend -
- the U S tax that may be inposed under subparagraph 2(b) of
Article 10 (D vidends) -- even if the shareholder is subject to
U.S. net incone tax because of his U S. citizenship. Wth
respect to royalty or interest inconme, the other Contracting
State would allow no foreign tax credit, because its residents
are exenpt fromU. S. tax on these classes of incone under the
provisions of Articles 11 (Interest) and 12 (Royalties).

Par agraph 3(b) elimnates the potential for double taxation
that can ari se because subparagraph 3(a) provides that the other
Contracting State need not provide full relief for the U S tax
i nposed on its citizens resident in the other Contracting State.
The subparagraph provides that the United States will credit the
inconme tax paid or accrued to the other Contracting State, after
the application of subparagraph 3(a). It further provides that
inallowng the credit, the United States will not reduce its tax
bel ow t he anmbunt that is taken into account in the other
Contracting State in applying subparagraph 3(a). Since the
i ncone described in paragraph 3 is U S. source incone, special
rules are required to resource sone of the incone to the other
Contracting State in order for the United States to be able to
credit the other State’'s tax. This resourcing is provided for in
subpar agraph 3(c), which deens the itens of inconme referred to in
subparagraph 3(a) to be fromforeign sources to the extent
necessary to avoi d doubl e taxation under paragraph 3(b). The
rul es of paragraph 3(c) apply only for purposes of determ ning
US. foreign tax credits with respect to taxes referred to in
paragraphs 2(b) and 3 of Article 2 (Taxes Covered).

The followng two exanples illustrate the application of
paragraph 3 in the case of a U S. source portfolio dividend
received by a U S. citizen resident in the other Contracting

State. In both exanples, the U S. rate of tax on residents of
the other State under paragraph 2(b) of Article 10 (D vidends) of
the Convention is 15 percent. |In both exanples the U S. incone
tax rate on the U S. citizen is 36 percent. 1In exanple I, the
incone tax rate on its resident (the U S <citizen) is 25 percent
(below the U.S. rate), and in exanple Il, the rate on its
resident is 40 percent (above the U S. rate).
Exanple | Exanpl e ||

Par agr aph 3(a)

U. S. dividend decl ared $100. 00 $100. 00

Notional U S. w thhol ding tax
per Article 10(2)(b) 15. 00 15. 00
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QG her State taxable incone 100. 00 100. 00
QG her State tax before credit 25.00 40. 00
QO her State foreign tax credit 15. 00 15. 00
Net post-credit other State tax 10. 00 25. 00

Par agr aphs 3(b) and (c)

U S. pre-tax incone $100. 00 $100. 00
US. pre-credit citizenship tax 36. 00 36. 00
Notional U S. w thhol ding tax 15. 00 15. 00
U S. tax available for credit 21. 00 21. 00
| ncome resourced fromU. S. to

the other State 27. 77 58. 33
U. S. tax on resourced incone 10. 00 21.00
US. credit for other State tax 10. 00 21. 00
Net post-credit U S. tax 11. 00 0.00
Total U. S. tax 26. 00 15. 00

In both exanples, in the application of paragraph 3(a), the
other Contracting State credits a 15 percent U S. tax against its
residence tax on the U S. citizen. 1In exanple |I the net other
State tax after foreign tax credit is $10.00; in the second
exanple it is $25.00. |In the application of paragraphs 3(b) and
(c), fromthe U S. tax due before credit of $36.00, the United
States subtracts the ambunt of the U S. source tax of $15.00,
agai nst which no U S. foreign tax credit is to be allowed. This
provi sion assures that the United States will collect the tax
that it is due under the Convention as the source country. In
bot h exanpl es, the maxi mum anount of U.S. tax against which
credit for other State tax may be clainmed is $21.00. Initially,
all of the inconme in these exanples was U. S. source. |n order
for a US. credit to be allowed for the full anmunt of the other
State tax, an appropriate anmount of the inconme nust be resourced.
The anpbunt that nust be resourced depends on the anount of other
State tax for which the U S. citizen is claimng a U S. foreign
tax credit. In exanple |, the other State tax was $10.00. In
order for this amobunt to be creditable against U S tax, $27.77
($10 divided by .36) nmust be resourced as foreign source. Wen
the other State tax is credited against the U S. tax on the
resourced incone, there is a net U S. tax of $11.00 due after
credit. 1In exanple Il, other State tax was $25 but, because the
anount available for credit is reduced under subparagraph 3(c) by
t he amount of the U S. source tax, only $21.00 is eligible for
credit. Accordingly, the anount that nust be resourced is
limted to the anpbunt necessary to ensure a foreign tax credit
for $21 of other State tax, or $58.33 ($21 divided by .36).

Thus, even though other State tax was $25.00 and the U. S. tax
avail abl e for credit was $21.00, there is no excess credit
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avai |l abl e for carryover.

Relation to other articles

By virtue of the exceptions in subparagraph 5(a) of Article
1 this Article is not subject to the saving clause of paragraph 4
of Article 1 (General Scope). Thus, the United States wll allow
a credit toits citizens and residents in accordance with the
Article, even if such credit were to provide a benefit not
avai | abl e under the Code.
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ARTICLE 24 (NONDISCRIMINATION)

This Article assures that nationals of a Contracting
State, in the case of paragraph 1, and residents of a Contracting
State, in the case of paragraphs 2 through 4, will not be
subject, directly or indirectly, to discrimnatory taxation in
the other Contracting State. For this purpose, nondiscrimnation
means providing national treatnment. Not all differences in tax
treatnment, either as between nationals of the two States, or
bet ween residents of the two States, are violations of this
national treatnent standard. Rather, the national treatnent
obligation of this Article applies only if the nationals or
residents of the two States are conparably situated.

Each of the rel evant paragraphs of the Article provides
that two persons that are conparably situated nust be treated
simlarly. Although the actual words differ from paragraph to
par agraph (e.qg., paragraph 1 refers to two nationals "in the sane
ci rcunst ances, " paragraph 2 refers to two enterprises "carrying
on the same activities" and paragraph 4 refers to two enterprises
that are "simlar"), the common underlying premise is that if the
difference in treatnent is directly related to a tax-rel evant
difference in the situations of the donestic and foreign persons
bei ng conpared, that difference is not to be treated as discrim -
natory (e.qg., if one person is taxable in a Contracting State on
wor | dwi de i nconme and the other is not, or tax may be collectible
fromone person at a |ater stage, but not fromthe other,
distinctions in treatnment would be justified under paragraph 1).
O her exanpl es of such factors that can | ead to non-discrim -
natory differences in treatnent will be noted in the discussions
of each paragraph.

The operative paragraphs of the Article al so use different
| anguage to identify the kinds of differences in taxation
treatnent that will be considered discrimnatory. For exanple,
paragraphs 1 and 4 speak of "any taxation or any requirenment
connected therewth that is other or nore burdensone,"” while
paragraph 2 specifies that a tax "shall not be |ess favorably
levied." Regardless of these differences in | anguage, only
differences in tax treatnent that materially di sadvantage the
foreign person relative to the donestic person are properly the
subj ect of the Article.

Paragraph 1
Paragraph 1 provides that a national of one Contracting

State may not be subject to taxation or connected requirenents in
the other Contracting State that are nore burdensone than the
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t axes and connected requirenments inposed upon a national of that
other State in the sane circunstances. The OECD Model prohibits
taxation that is “other than or nore burdensonme” than that

i nposed on U S. persons. The U S. Mdel omts the reference to
taxation that is “other than” U S. persons because the only

rel evant question under this provision should be whether the
requi renent inposed on a national of the other State is nore
burdensonme. A requirenent may be different fromthe requirenents
i nposed on U. S. nationals w thout being nore burdensone.

As noted above, whether or not the two persons are both
taxabl e on worldwi de incone is a significant circunstance for
this purpose. The 1992 revision of the CECD Model added after
the words "in the sanme circunstances, the phrase "in particular
with respect to residence,” reflecting the fact that under nost
countries' laws residents are taxable on worldw de i ncome and
nonresidents are not. Since in the United States nonresident
citizens are also taxable on worl dw de i ncone, this Mdel expands
the phrase to refer, not to residence, but to taxation on
wor | dwi de i nconme. The underlying concept, however, is
essentially the sane in the two Mdels.

A national of a Contracting State is afforded protection
under this paragraph even if the national is not a resident of
either Contracting State. Thus, a U S. citizen who is resident
inathird country is entitled, under this paragraph, to the sane
treatnment in the other Contracting State as a national of the
other Contracting State who is in simlar circunstances (i.e.,
presumably one who is resident in athird State). The term "na-
tional" in relation to a Contracting State is defined in subpara-
graph 1(h) of Article 3 (General Definitions).

Because the relevant circunstances referred to in the
par agraph rel ate, anong other things, to taxation on worl dw de
i ncone, paragraph 1 does not obligate the United States to apply
the same taxing regine to a national of the other Contracting
State who is not resident in the United States and a U. S.
national who is not resident in the United States. United States
citizens who are not residents of the United States but who are,
neverthel ess, subject to United States tax on their worldw de
incone are not in the same circunstances with respect to United
States taxation as citizens of the other Contracting State who
are not United States residents. Thus, for exanple, Article 24
woul d not entitle a national of the other Contracting State
resident in a third country to taxation at graduated rates of
U. S. source dividends or other investnent incone that applies to
a US. citizen resident in the sane third country.
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The scope of paragraph 1 is broader than that in the 1981
Model , because of the expanded definition of the term"national"
in Article 3 (General Definitions). 1In order to conformthe U. S.
Model definition to that in the CECD Model, the definition of
"national" extends beyond citizens to cover juridical persons
that are nationals of a Contracting State as well. This expanded
definition, however, generally may add little as a practical
matter to the scope of the Article. A corporation that is a
national of the other Contracting State and is doing business in
the United States is already protected, vis-a-vis a U S. corpora-
tion, by paragraph 2. |If a foreign corporation is not doing
business in the United States it is, in relevant respect, in
different circunstances froma U S. corporation, and is,
therefore, not entitled to national treatnent in the United
States. Wth respect to U S. nationals claimng
nondi scrimnation protection fromthe treaty partner, U S.
juridical persons that are "nationals" of the United States are
also U S residents (e.g., U S. corporations but not
partnerships), and are, therefore, protected by paragraphs 2 and
4 in any event.

Paragraph 2

Paragraph 2 of the Article, Iike the conparabl e paragraphs
in the OECD and 1981 Mbdel s, provides that a Contracting State
may not tax a permanent establishnment or fixed base of an
enterprise of the other Contracting State | ess favorably than an
enterprise of that first-nentioned State that is carrying on the
sanme activities. This provision, however, does not obligate a
Contracting State to grant to a resident of the other Contracting
State any tax allowances, reliefs, etc., that it grants to its
own residents on account of their civil status or famly
responsibilities. Thus, if a sole proprietor who is a resident
of the other Contracting State has a permanent establishnent in
the United States, in assessing incone tax on the profits attrib-
utable to the permanent establishnment, the United States is not
obligated to allow to the resident of the other Contracting State
t he personal allowances for hinself and his famly that he would
be permtted to take if the pernmanent establishment were a sole
proprietorship owed and operated by a U. S. resident, despite the
fact that the individual income tax rates woul d apply.

The fact that a U S. permanent establishnment of an
enterprise of the other Contracting State is subject to U S. tax
only on incone that is attributable to the permanent
establishnment, while a U S. corporation engaged in the sane
activities is taxable on its worldw de incone is not, in itself,
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a sufficient difference to deny national treatnent to the pernma-
nent establishnent. There are cases, however, where the two
enterprises would not be simlarly situated and differences in
treatment may be warranted. For instance, it would not be a

vi ol ation of the nondiscrimnation protection of paragraph 2 to
require the foreign enterprise to provide information in a
reasonabl e manner that may be different fromthe information
requi renents i nposed on a resident enterprise, because
information may not be as readily available to the Internal
Revenue Service froma foreign as froma donestic enterprise.
Simlarly, it would not be a violation of paragraph 2 to inpose
penal ties on persons who fail to conmply with such a requirenent
(see, e.qg., sections 874(a) and 882(c)(2)). Further, a

determ nation that incone and expenses have been attributed or
all ocated to a permanent establishnment in conformty with the
principles of Article 7 (Business Profits) inplies that the
attribution or allocation was not discrimnatory.

Section 1446 of the Code inposes on any partnership with
incone that is effectively connected with a U S. trade or busi-
ness the obligation to withhold tax on anounts allocable to a
foreign partner. |In the context of the Mddel Convention, this
obligation applies with respect to a share of the partnership
inconme of a partner resident in the other Contracting State, and
attributable to a U S. permanent establishnment. There is no
simlar obligation with respect to the distributive shares of
U. S resident partners. It is understood, however, that this
distinction is not a formof discrimnation within the nmeaning of
paragraph 2 of the Article. No distinction is made between U. S
and non-U. S. partnerships, since the |law requires that partner-
ships of both U S. and non-U. S. domcile withhold tax in respect
of the partnership shares of non-U S. partners. Furthernore, in
di stingui shing between U.S. and non-U.S. partners, the require-
ment to withhold on the non-U S. but not the U S. partner's share
is not discrimnatory taxation, but, |ike other w thhol ding on
nonresident aliens, is nerely a reasonable nethod for the collec-
tion of tax from persons who are not continually present in the
United States, and as to whomit otherwi se may be difficult for
the United States to enforce its tax jurisdiction. |[If tax has
been over-wi thheld, the partner can, as in other cases of over-
wi thholding, file for a refund. (The relationship between
paragraph 2 and the inposition of the branch tax is dealt with
bel ow i n the di scussion of paragraph 5.)

Paragraph 2 in this Mddel goes beyond the conparabl e para-
graphs in other Models. It obligates the host State to provide
national treatnent not only to permanent establishnments of an
enterprise of the partner, but also to other residents of the
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partner that are taxable in the host State on a net basis because
t hey derive income fromindependent personal services perforned
in the host State that is attributable to a fixed base in that
State. Thus, an individual resident of the other Contracting
State who perforns i ndependent personal services in the U S., and
who is subject to U S. inconme tax on the inconme fromthose
services that is attributable to a fixed base in the United
States, is entitled to no less favorable tax treatnment in the
United States than a U S. resident engaged in the sanme kinds of
activities. Wth such arule in a treaty, the host State cannot
tax its own residents on a net basis, but disallow deductions

(ot her than personal allowances, etc.) wth respect to the incone
attributable to the fixed base. Simlarly, in accordance with
paragraph 5 of Article 6 (Inconme from Real Property (I movable
Property)), the situs State would be required to all ow deductions
to a resident of the other State with respect to incone derived
fromreal property located in the situs State to the sanme extent
t hat deductions are allowed to residents of the situs State with
respect to inconme derived fromreal property located in the situs
St at e.

Paragraph 3

Paragraph 3 prohibits discrimnation in the allowance of
deductions. Wen an enterprise of a Contracting State pays
interest, royalties or other disbursenents to a resident of the
other Contracting State, the first-nmentioned Contracting State
must all ow a deduction for those paynents in conputing the
taxable profits of the enterprise as if the paynent had been nmade
under the sane conditions to a resident of the first-nentioned
Contracting State. An exception to this rule is provided for
cases where the provisions of paragraph 1 of Article 9 (Associ at -
ed Enterprises), paragraph 4 of Article 11 (Interest) or para-
graph 4 of Article 12 (Royalties) apply, because all of these
provisions permt the denial of deductions in certain circum
stances in respect of transactions between related persons. This
exception would include the denial or deferral of certain inter-
est deductions under Code section 163(j).

The term "ot her disbursenents” is understood to include a
reasonabl e all ocati on of executive and general adm nistrative
expenses, research and devel opnent expenses and ot her expenses
incurred for the benefit of a group of related persons that
i ncl udes the person incurring the expense.

Par agraph 3 al so provides that any debts of an enterprise
of a Contracting State to a resident of the other Contracting
State are deductible in the first-nentioned Contracting State for
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conputing the capital tax of the enterprise under the sane
conditions as if the debt had been contracted to a resident of
the first-nmentioned Contracting State. Even though, for general
pur poses, the Convention covers only incone taxes, under para-
graph 6 of this Article, the nondi scrimnation provisions apply
to all taxes levied in both Contracting States, at all |evels of
government. Thus, this provision may be rel evant for both
States. The other Contracting State nmay have capital taxes and
in the United States such taxes are inposed by |ocal governnents.

Paragraph 4

Paragraph 4 requires that a Contracting State not inpose
nor e burdensone taxation or connected requirenents on an
enterprise of that State that is wholly or partly owned or
controlled, directly or indirectly, by one or nore residents of
the other Contracting State, than the taxation or connected
requirenents that it inposes on other simlar enterprises of that
first-mentioned Contracting State. For this purpose it is
understood that “simlar” refers to simlar activities or
ownership of the enterprise. As in paragraph 1, the OECD Mdel’s
reference to requirenments “other” than those inposed with respect
to enterprises owed by donestic persons has not been included.

The Tax Reform Act of 1986 changed the rules for taxing
corporations on certain distributions they make in |iquidation.
Prior to 1986, corporations were not taxed on distributions of
appreci ated property in conplete |liquidation, although non-
liquidating distributions of the same property, with several
exceptions, resulted in corporate-level tax. In part to elim-
nate this disparity, the | aw now generally taxes corporations on
the liquidating distribution of appreciated property. The Code
provi des an exception in the case of distributions by 80 percent
or nore controlled subsidiaries to their parent corporations, on
the theory that the built-in gain in the asset will be recognized
when the parent sells or distributes the asset. This exception
does not apply to distributions to parent corporations that are
t ax- exenpt organi zations or, except to the extent provided in
regul ations, foreign corporations. The policy of the |legislation
is to collect one corporate-level tax on the liquidating distri-

bution of appreciated property. If, and only if, that tax can be
coll ected on a subsequent sale or distribution does the |egisla-
tion defer the tax. It is understood that the inapplicability of

the exception to the tax on distributions to foreign parent
corporations under section 367(e)(2) does not conflict with
paragraph 4 of the Article. Wiile a liquidating distribution to
a US parent will not be taxed, and, except to the extent
provided in regulations, a liquidating distribution to a foreign
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parent will, paragraph 4 nerely prohibits discrimnation anong
corporate taxpayers on the basis of U S. or foreign stock
ownership. Eligibility for the exception to the tax on
[iquidating distributions for distributions to non-exenpt, U.S.
corporate parents is not based upon the nationality of the owners
of the distributing corporation, but rather is based upon whet her
such owners woul d be subject to corporate tax if they
subsequently sold or distributed the sane property. Thus, the
exception does not apply to distributions to persons that would
not be so subject -- not only foreign corporations, but also

t ax- exenpt organi zations. A simlar analysis applies to the
treatnent of section 355 distributions subject to section
367(e)(1).

For the reasons given above in connection with the discus-
sion of paragraph 2 of the Article, it is also understood that
the provision in section 1446 of the Code for w thhol ding of tax
on non-U.S. partners does not violate paragraph 4 of the Article.

It is further understood that the ineligibility of a U S.
corporation with nonresident alien sharehol ders to nmake an
el ection to be an "S" corporation does not violate paragraph 4 of
the Article. If a corporation elects to be an S corporation
(requiring 35 or fewer shareholders), it is generally not subject
to inconme tax and the sharehol ders take into account their pro
rata shares of the corporation's itens of income, |oss, deduction
or credit. (The purpose of the provision is to allow an individ-
ual or small group of individuals to conduct business in corpo-
rate formwhile paying taxes at individual rates as if the
busi ness were conducted directly.) A nonresident alien does not
pay U.S. tax on a net basis, and, thus, does not generally take
into account itens of |oss, deduction or credit. Thus, the S
corporation provisions do not exclude corporations wth nonresi-
dent alien sharehol ders because such sharehol ders are foreign
but only because they are not net-basis taxpayers. Simlarly,
t he provisions exclude corporations with other types of
shar ehol ders where the purpose of the provisions cannot be
fulfilled or their mechanics inplenmented. For exanpl e,
corporations wth corporate sharehol ders are excluded because the
pur pose of the provisions to permt individuals to conduct a
business in corporate format individual tax rates would not be
furthered by their inclusion.

Paragraph 5
Paragraph 5 of the Article confirns that no provision of

the Article will prevent either Contracting State from i nposing
the branch tax described in paragraph 8 of Article 10 (Divi-
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dends). Since inposition of the branch tax under the Model
Convention is specifically sanctioned by paragraph 8 of Article
10 (Dividends), its inposition could not be precluded by Article
24, even w thout paragraph 5. Under the generally accepted rule
of construction that the specific takes precedence over the nore
general, the specific branch tax provision of Article 10 would

t ake precedence over the nore general national treatnent

provi sion of Article 24.

Paragraph 6

As noted above, notw thstanding the specification of taxes
covered by the Convention in Article 2 (Taxes Covered) for
general purposes, for purposes of providing nondiscrimnation
protection this Article applies to taxes of every kind and
description inposed by a Contracting State or a political subdi-
vision or local authority thereof. Custons duties are not
considered to be taxes for this purpose.

Relation to Other Articles

The saving cl ause of paragraph 4 of Article 1 (General
Scope) does not apply to this Article, by virtue of the excep-
tions in paragraph 5(a) of Article 1. Thus, for exanple, a U S.
citizen who is a resident of the other Contracting State may
claimbenefits in the United States under this Article.

Nationals of a Contracting State may claimthe benefits of
paragraph 1 regardl ess of whether they are entitled to benefits
under Article 22 (Limtation on Benefits), because that paragraph
applies to nationals and not residents. They may not claimthe
benefits of the other paragraphs of this Article with respect to
an itemof inconme unless they are generally entitled to treaty
benefits with respect to that inconme under a provision of Article
22.
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ARTICLE 25 (MUTUAL AGREEMENT PROCEDURE)

This Article provides the nechanismfor taxpayers to bring
to the attention of conpetent authorities issues and probl ens
that may arise under the Convention. It also provides a
mechani sm for cooperation between the conpetent authorities of
the Contracting States to resolve disputes and clarify issues
that may arise under the Convention and to resol ve cases of
doubl e taxation not provided for in the Convention. The
conpetent authorities of the two Contracting States are
identified in paragraph 1(e) of Article 3 (CGeneral Definitions).

Paragraph 1

Thi s paragraph provides that where a resident of a
Contracting State considers that the actions of one or both
Contracting States will result in taxation that is not in
accordance wth the Convention he may present his case to the
conpetent authority of either Contracting State. All standard
Model s and nearly all current U S. treaties allow taxpayers to
bring conpetent authority cases only to the conpetent authority
of their country of residence, or citizenship/nationality.

Par agraph 16 of the CECD Commentary to Article 25 suggests,
however, that countries nmay agree to allow a case to be brought
to either conpetent authority. Because there seens to be no
apparent reason why a resident of a Contracting State nust take
its case to the conpetent authority of its State of residence and
not to that of the partner, the Mddel adopts the approach
suggested in the OECD Cormentary. Under this approach, a U S.
per manent establishnment of a corporation resident in the treaty
partner that faces inconsistent treatnment in the two countries
woul d be able to bring its conplaint to the conpetent authority
in either Contracting State.

Al t hough the typical cases brought under this paragraph
wi Il involve econom ¢ double taxation arising fromtransfer
pricing adjustnents, the scope of this paragraph is not limted
to such cases. For exanple, if a Contracting State treats incone
derived by a conpany resident in the other Contracting State as
attributable to a permanent establishnment in the first-nmentioned
Contracting State, and the resident believes that the incone is
not attributable to a permanent establishnment, or that no
per manent establishnment exists, the resident may bring a
conpl ai nt under paragraph 1 to the conpetent authority of either
Contracting State.

It is not necessary for a person bringing a conplaint first
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to have exhausted the renedi es provided under the national |aws
of the Contracting States before presenting a case to the
conpetent authorities, nor does the fact that the statute of
[imtations may have passed for seeking a refund preclude
bringing a case to the conpetent authority. Like previous U. S.
Model s, but unlike the CECD Model, no tinme limt is provided

wi thin which a case nust be brought.

Paragraph 2

Thi s paragraph instructs the conpetent authorities in
dealing with cases brought by taxpayers under paragraph 1. It
provides that if the conpetent authority of the Contracting State
to which the case is presented judges the case to have nerit, and
cannot reach a unilateral solution, it shall seek an agreenent
with the conpetent authority of the other Contracting State
pursuant to which taxation not in accordance with the Convention
will be avoided. During the period that a proceeding under this
Article is pending, any assessnent and col |l ection procedures
shal | be suspended. Any agreenent is to be inplenented even if
such inpl enentation otherwi se would be barred by the statute of
[imtations or by sone other procedural limtation, such as a
closing agreenent. 1In a case where the taxpayer has entered a
cl osing agreenent (or other witten settlenment) with the United
States prior to bringing a case to the conpetent authorities, the
U S. conpetent authority will endeavor only to obtain a
correlative adjustment fromthe other Contracting State. See,
Rev. Proc. 96-13, 1996-3 |.R B. 31, section 7.05. Because, as
specified in paragraph 2 of Article 1 (CGeneral Scope), the
Convention cannot operate to increase a taxpayer's liability,
time or other procedural limtations can be overridden only for
t he purpose of making refunds and not to inpose additional tax.

Paragraph 3

Par agraph 3 authorizes the conpetent authorities to resolve
difficulties or doubts that nmay arise as to the application or
interpretation of the Convention. The paragraph includes a
non- exhaustive list of exanples of the kinds of matters about
whi ch the conpetent authorities may reach agreenment. This |ist
is purely illustrative; it does not grant any authority that is
not inplicitly present as a result of the introductory sentence
of paragraph 3. The conpetent authorities may, for exanple,
agree to the sane attribution of inconme, deductions, credits or
al | omances between an enterprise in one Contracting State and its
per manent establishnent in the other (subparagraph (a)) or
bet ween rel at ed persons (subparagraph (b)). These allocations
are to be made in accordance with the arms Iength principle
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underlying Article 7 (Business Profits) and Article 9 (Associ ated
Enterprises). Agreenents reached under these subparagraphs may

i ncl ude agreenent on a net hodol ogy for determ ning an appropriate
transfer price, comon treatnent of a taxpayer's cost sharing
arrangenent, or upon an acceptable range of results under that

met hodol ogy. Subparagraph (g) nakes clear that they may al so
agree to apply this nethodol ogy and range of results prospect-
ively to future transactions and tinme periods pursuant to advance
pricing agreenents.

As indicated in subparagraphs (c), (d), (e) and (f), the
conpetent authorities also nmay agree to settle a variety of
conflicting applications of the Convention. They may agree to
characterize particular itens of incone in the sane way (subpara-
graph (c)), to characterize entities in a particular way
(subparagraph (d)), to apply the sane source rules to particular
itenms of incone (subparagraph (e)), and to adopt a compn neani ng
of a term (subparagraph f)).

Subpar agraph (h) nmakes clear that the conpetent authorities
can agree to the common application, consistent wth the
obj ective of avoiding double taxation, of procedural provisions
of the internal |aws of the Contracting States, including those
regardi ng penalties, fines and interest.

Since the list under paragraph 3 is not exhaustive, the
conpetent authorities nmay reach agreenent on issues not
enunerated in paragraph 3 if necessary to avoid double taxation.
For exanple, the conpetent authorities my seek agreenment on a
uni form set of standards for the use of exchange rates, or agree
on consistent timng of gain recognition with respect to a
transaction to the extent necessary to avoid double taxation.

Finally, paragraph 3 authorizes the conpetent authorities
to consult for the purpose of elimnating double taxation in
cases not provided for in the Convention and to resol ve any
difficulties or doubts arising as to the interpretation or
application of the Convention. This provision is intended to
permt the conpetent authorities to inplenment the treaty in
particular cases in a manner that is consistent with its
expressed general purposes. It permts the conpetent authorities
to deal with cases that are within the spirit of the provisions
but that are not specifically covered. An exanple of such a case
m ght be double taxation arising froma transfer pricing
adj ust nrent between two pernmanent establishnments of a
third-country resident, one in the United States and one in the
other Contracting State. Since no resident of a Contracting
State is involved in the case, the Convention does not apply, but
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the conpetent authorities nevertheless may use the authority of
the Convention to prevent the double taxation.

Agreenents reached by the conpetent authorities under
paragraph 3 need not conformto the internal |aw provisions of
either Contracting State. Paragraph 3 is not, however, intended
to authorize the conpetent authorities to resolve problens of
maj or policy significance that normally woul d be the subject of
negoti ati ons between the Contracting States thensel ves. For
exanple, this provision would not authorize the conpetent
authorities to agree to allow a U S. foreign tax credit under the
treaty for a tax inposed by the other country where that tax is
not otherw se a covered tax and is not an identical or
substantially simlar tax inposed after the date of signature of
the treaty. Whether or not the tax is creditable under the Code
IS a separate matter

Paragraph 4

Par agraph 4 authorizes the conpetent authorities to
i ncrease any dollar amounts referred to in the Convention to
refl ect econom c and nonetary devel opments. Under the Moddel,
this refers only to Article 17 (Artistes and Sportsnen). The
rul e under paragraph 4 is intended to operate as follows: if, for
exanple, after the Convention has been in force for sone tine,
inflation rates have been such as to nmake the $20, 000 exenption
threshold for entertainers unrealistically lowin terns of the
original objectives intended in setting the threshold, the
conpetent authorities nmay agree to a higher threshold w thout the
need for formal anmendnent to the treaty and ratification by the
Contracting States. This authority can be exercised, however,
only to the extent necessary to restore those original
obj ectives. Because of paragraph 2 of Article 1 (General Scope),
it is clear that this provision can be applied only to the
benefit of taxpayers, i.e., only to increase thresholds, not to
reduce them

Paragraph 5

Par agraph 5 provides that the conpetent authorities my
communi cate with each other for the purpose of reaching an
agreenent. This makes clear that the conpetent authorities of
the two Contracting States may comruni cate wi t hout goi ng through
di pl omati ¢ channels. Such communi cation may be in various forns,
i ncl udi ng, where appropriate, through face-to-face neetings of
representatives of the conpetent authorities.
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Other Issues

Treaty effective dates and termination in relation to
competent authority dispute resolution

A case may be raised by a taxpayer under a treaty with
respect to a year for which a treaty was in force after the
treaty has been term nated. |In such a case the ability of the
conpetent authorities to act is limted. They may not exchange
confidential information, nor may they reach a solution that
varies fromthat specified inits |aw

A case also may be brought to a conpetent authority under a
treaty that is in force, but wwth respect to a year prior to the
entry into force of the treaty. The scope of the conpetent
authorities to address such a case is not constrained by the fact
that the treaty was not in force when the transactions at issue
occurred, and the conpetent authorities have available to them
the full range of renedies afforded under this Article.

Triangular competent authority solutions

I nternational tax cases may involve nore than two taxing
jurisdictions (e.qg., transactions anong a parent corporation
resident in country A and its subsidiaries resident in countries
Band C. As long as there is a conplete network of treaties
anong the three countries, it should be possible, under the ful
conbi nation of bilateral authorities, for the conpetent
authorities of the three States to work together on a three-sided
solution. Although country A may not be able to give information
recei ved under Article 26 (Exchange of Information) fromcountry
Bto the authorities of country C, if the conpetent authorities
of the three countries are working together, it should not be a
problemfor themto arrange for the authorities of country B to
give the necessary information directly to the tax authorities of
country C, as well as to those of country A Each bilateral part
of the trilateral solution nust, of course, not exceed the scope
of the authority of the conpetent authorities under the rel evant
bilateral treaty.

Relation to Other Articles

This Article is not subject to the saving clause of
paragraph 4 of Article 1 (General Scope) by virtue of the
exceptions in paragraph 5(a) of that Article. Thus, rules,
definitions, procedures, etc. that are agreed upon by the
conpetent authorities under this Article may be applied by the
United States with respect to its citizens and residents even if
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they differ fromthe conparable Code provisions. Simlarly, as

i ndi cated above, U.S. law may be overridden to provide refunds of
tax to a U. S. citizen or resident under this Article. A person
may seek relief under Article 25 regardl ess of whether he is
generally entitled to benefits under Article 22 (Limtation on
Benefits). As in all other cases, the conpetent authority is
vested with the discretion to decide whether the claimfor relief
is justified.
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ARTICLE 26 (EXCHANGE OF INFORMATION AND ADMINISTRATIVE
ASSISTANCE)

Paragraph 1

This Article provides for the exchange of information
bet ween the conpetent authorities of the Contracting States. The
information to be exchanged is that which is relevant for carry-
ing out the provisions of the Convention or the donestic |aws of
the United States or of the other Contracting State concerning
t he taxes covered by the Convention. Previous U S. Mdels, and
the OECD Model, refer to information that is "necessary" for
carrying out the provisions of the Convention, etc. This term
consistently has been interpreted as being equivalent to
"relevant,” and as not requiring a requesting State to
denonstrate that it would be disabled fromenforcing its tax | aws
unless it obtained a particular itemof information. To renove
any potential msinpression that the term "necessary" created a
hi gher threshold than rel evance, the Mddel adopts the term
"rel evant."

The taxes covered by the Convention for purposes of this
Article constitute a broader category of taxes than those
referred to in Article 2 (Taxes Covered). As provided in para-
graph 5, for purposes of exchange of information, covered taxes
include all taxes inposed by the Contracting States. Exchange of
information with respect to donestic law is authorized insofar as
the taxation under those donestic laws is not contrary to the
Convention. Thus, for exanple, information may be exchanged with
respect to a covered tax, even if the transaction to which the
information relates is a purely donestic transaction in the
requesting State and, therefore, the exchange is not nade for the
pur pose of carrying out the Convention.

An exanple of such a case is provided in the OECD
Commentary: A conpany resident in the United States and a
conpany resident in the partner transact business between
t hensel ves through a third-country resident conpany. Neither
Contracting State has a treaty with the third State. In order to
enforce their internal laws wth respect to transactions of their
residents with the third-country conpany (since there is no
relevant treaty in force), the Contracting State nay exchange
information regarding the prices that their residents paid in
their transactions with the third-country resident.

Paragraph 1 states that information exchange is not re-
stricted by Article 1 (General Scope). Accordingly, information
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may be requested and provided under this Article with respect to
persons who are not residents of either Contracting State. For
exanple, if a third-country resident has a permanent
establishnment in the other Contracting State which engages in
transactions with a U S. enterprise, the United States could
request information with respect to that permanent establishnent,
even though it is not a resident of either Contracting State.
Simlarly, if athird-country resident maintains a bank account
in the other Contracting State, and the Internal Revenue Service
has reason to believe that funds in that account shoul d have been
reported for U S. tax purposes but have not been so reported,

i nformati on can be requested fromthe other Contracting State
wWth respect to that person's account.

Paragraph 1 al so provi des assurances that any information
exchanged will be treated as secret, subject to the sane disclo-
sure constraints as information obtained under the | aws of the
requesting State. Information received may be disclosed only to
persons, including courts and adm nistrative bodies, concerned
with the assessnent, collection, enforcenment or prosecution in
respect of the taxes to which the information relates, or to
persons concerned with the adm nistration of these taxes. The
i nformati on must be used by these persons in connection with
t hese designated functions. Persons in the United States con-
cerned with the adm nistration of taxes include |egislative
bodi es, such as the tax-witing commttees of Congress and the

General Accounting Ofice. Information received by these bodies
must be for use in the performance of their role in overseeing
the admnistration of U S. tax laws. Information received nay be

di sclosed in public court proceedings or in judicial decisions.

The Article authorizes the conpetent authorities to ex-
change information on a routine basis, on request in relation to
a specific case, or spontaneously. It is contenplated that the
Contracting States wll utilize this authority to engage in al
of these forns of information exchange, as appropriate.

Paragraph 2

Paragraph 2 is identical to paragraph 2 of Article 26 of
the OECD Model. It provides that the obligations undertaken in
paragraph 1 to exchange information do not require a Contracting
State to carry out adm nistrative neasures that are at variance
with the laws or admnistrative practice of either State. Nor is
a Contracting State required to supply information not obtainable
under the laws or admi nistrative practice of either State, or to
di scl ose trade secrets or other information, the disclosure of
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whi ch woul d be contrary to public policy. Thus, a requesting
State cannot obtain information fromthe other State if the

i nformati on woul d be obtai ned pursuant to procedures or neasures
that are broader than those available in the requesting State.

Wi | e paragraph 2 states conditions under which a Contract-
ing State is not obligated to conply with a request fromthe
other Contracting State for information, the requested State is
not precluded from providing such information, and may, at its
di scretion, do so subject to the limtations of its internal |aw.

Paragraph 3

Par agraph 3 does not have an analog in the OECD Model. It
sets forth two exceptions fromthe di spensations described in
paragraph 2. First, the first sentence of the paragraph provides
that information nust be provided to the requesting State
notw t hstanding the fact that disclosure of the information is
precl uded by bank secrecy or simlar legislation relating to
di scl osure of financial information by financial institutions or
internediaries. This includes the disclosure of information
regardi ng the beneficial owner of an interest in a person, such
as the identity of a beneficial owner of bearer shares.

Second, paragraph 3 provides that when information is
requested by a Contracting State in accordance with this Article,
the other Contracting State is obligated to obtain the requested
information as if the tax in question were the tax of the
requested State, even if that State has no direct tax interest in
the case to which the request relates. The CECD Model does not
state explicitly in the Article that the requested State is
obligated to respond to a request even if it does not have a
direct tax interest in the information. The OECD Comrentary,
however, nmakes clear that this is to be understood as inplicit in
the CECD Mbdel. (See paragraph 16 of the OECD Commentary to
Article 26.)

Paragraph 3 further provides that the requesting State may
specify the formin which information is to be provided (e.q.,
depositions of w tnesses and authenticated copies of original
docunents) so that the information can be usable in the judicial
proceedi ngs of the requesting State. The requested State shoul d,
i f possible, provide the information in the formrequested to the
same extent that it can obtain information in that formunder its
own |aws and adm nistrative practices with respect to its own
t axes.
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Paragraph 4

Par agraph 4 provides for assistance in collection of taxes
to the extent necessary to ensure that treaty benefits are
enjoyed only by persons entitled to those benefits under the
terms of the Convention. Under paragraph 4, a Contracting State
w Il endeavor to collect on behalf of the other State only those
anobunts necessary to ensure that any exenption or reduced rate of
tax at source granted under the Convention by that other State is
not enjoyed by persons not entitled to those benefits. For
exanple, if a U S source dividend is paid to an addressee in a
treaty partner, the w thhol ding agent probably will w thhold at
the treaty's portfolio dividend rate of 15 percent. |f, however,
the addressee is nerely acting as a nonm nee on behalf of a third-
country resident, paragraph 4 would obligate the other
Contracting State to withhold and remt to the United States the
additional tax that should have been collected by the U S
wi t hhol di ng agent.

Thi s paragraph al so nakes clear that the Contracting State
asked to collect the tax is not obligated, in the process of
providing coll ection assistance, to carry out adm nistrative
measures that are different fromthose used in the collection of
its own taxes, or that would be contrary to its sovereignty,
security or public policy.

Paragraph 5

As noted above in the discussion of paragraph 1, the
exchange of information provisions of the Convention apply to al
taxes inposed by a Contracting State, not just to those taxes
desi gnated as covered taxes under Article 2 (Taxes Covered). The
U S. conpetent authority may, therefore, request information for
pur poses of, for exanple, estate and gift taxes or federal excise
t axes.

Paragraph 6

Finally, paragraph 6 provides that the conpetent authority
of the requested State shall allow representatives of the
applicant State to enter the requested State to interview
i ndi vi dual s and exam ne books and records with the consent of the
persons subject to exam nation.

Treaty effective dates and termination in relation to competent
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authority dispute resolution

A tax admnistration may seek information with respect to a
year for which a treaty was in force after the treaty has been
termnated. |In such a case the ability of the other tax
admnistration to act is limted. The treaty no | onger provides
authority for the tax admnistrations to exchange confidenti al
information. They may only exchange i nformation pursuant to
donestic | aw.

The conpetent authority also may seek information under a
treaty that is in force, but wth respect to a year prior to the
entry into force of the treaty. The scope of the conpetent
authorities to address such a case is not constrained by the fact
that a treaty was not in force when the transactions at issue
occurred, and the conpetent authorities have available to them
the full range of information exchange provisions afforded under
this Article. Were a prior treaty was in effect during the
years in which the transaction at issue occurred, the exchange of
informati on provisions of the current treaty apply.
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ARTICLE 27 (DIPLOMATIC AGENTS AND CONSULAR OFFICERS)

This Article confirns that any fiscal privileges to which
di plomatic or consular officials are entitled under general
provi sions of international |aw or under special agreenents wll
apply notw thstandi ng any provisions to the contrary in the
Convention. The text of this Article is identical to the
correspondi ng provision of the OECD Mbdel. The agreenents
referred to include any bilateral agreenents, such as consul ar
conventions, that affect the taxation of diplomats and consul ar
officials and any nultil ateral agreenents dealing wth these
i ssues, such as the Vienna Convention on D plomatic Relations and
t he Vi enna Convention on Consul ar Relations. The U S. generally
adheres to the latter because its terns are consistent with
customary international |aw

The Article does not independently provide any benefits to
di plomatic agents and consul ar officers. Article 19 (Governnent
Service) does so, as do Code section 893 and a nunber of
bilateral and nultilateral agreenents. Rather, the Article
specifically reconfirnms in this context the statenent in
paragraph 2 of Article 1 (General Scope) that nothing in the tax
treaty wll operate to restrict any benefit accorded by the
general rules of international law or with any of the other
agreenents referred to above. In the event that there is a
conflict between the tax treaty and international |aw or such
other treaties, under which the diplomatic agent or consul ar
official is entitled to greater benefits under the latter, the
latter |aws or agreenents shall have precedence. Conversely, if
the tax treaty confers a greater benefit than another agreenent,
the affected person could claimthe benefit of the tax treaty.

Pursuant to subparagraph 5(b) of Article 1, the saving
cl ause of paragraph 4 of Article 1 (CGeneral Scope) does not apply
to override any benefits of this Article available to an
i ndividual who is neither a citizen of the United States nor has
i mm grant status there.
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ARTICLE 28 (ENTRY INTO FORCE)

This Article contains the rules for bringing the Convention
into force and giving effect to its provisions.

Paragraph 1

Paragraph 1 provides for the ratification of the Convention
by both Contracting States according to their constitutional and
statutory requirenents. Each State nust notify the other as soon
as its requirenents for ratification have been conplied wth.

In the United States, the process leading to ratification
and entry into force is as follows: Once a treaty has been
signed by authorized representatives of the two Contracting
States, the Departnment of State sends the treaty to the President
who formally transmts it to the Senate for its advice and
consent to ratification, which requires approval by two-thirds of
the Senators present and voting. Prior to this vote, however, it
generally has been the practice for the Senate Conmttee on
Foreign Relations to hold hearings on the treaty and nake a
recommendation regarding its approval to the full Senate. Both
Governnent and private sector wtnesses nay testify at these
hearings. After receiving the advice and consent of the Senate
to ratification, the treaty is returned to the President for his
signature on the ratification docunent. The President's
signature on the docunent conpletes the process in the United
St at es.

Paragraph 2

Par agraph 2 provides that the Convention will enter into
force on the date on which the second of the two notifications of
the conpletion of ratification requirements has been received.
The date on which a treaty enters into force is not necessarily
the date on which its provisions take effect. Paragraph 2,
therefore, also contains rules that determ ne when the provisions
of the treaty will have effect. Under paragraph 2(a), the
Convention wll have effect with respect to taxes w thheld at
source (principally dividends, interest and royalties) for
anounts paid or credited on or after the first day of the second
month follow ng the date on which the Convention enters into
force. For exanple, if instrunents of ratification are exchanged
on April 25 of a given year, the withholding rates specified in
paragraph 2 of Article 10 (D vidends) would be applicable to any
di vidends paid or credited on or after June 1 of that year. This
rule allows the benefits of the w thholding reductions to be put
into effect as soon as possible, without waiting until the
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follow ng year. The delay of one to two nonths is required to
allow sufficient tinme for wi thholding agents to be infornmed about
t he change in w thhol ding rates.

For all other taxes, paragraph 2(b) specifies that the
Convention will have effect for any taxable year or assessnent
period beginning on or after January 1 of the year follow ng
entry into force.

As di scussed under Articles 25 (Miutual Agreenent Procedure)
and 26 (Exchange of Information), the powers afforded the
conpetent authority under these articles apply retroactively to
t axabl e periods preceding entry into force.
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ARTICLE 29 (TERMINATION)

This provision generally corresponds to its counterpart in
the OECD Mbdel. The Convention is to remain in effect
indefinitely, unless term nated by one of the Contracting States
in accordance with the provisions of Article 29. The Convention
may be termnated at any tinme after the year in which the
Convention enters into force. |If notice of termnation is given
the provisions of the Convention with respect to w thhol ding at
source wll cease to have effect after the expiration of a period
of 6 nonths beginning with the delivery of notice of term nation.
For other taxes, the Convention will cease to have effect as of
t axabl e periods beginning after the expiration of this 6 nonth
peri od.

A treaty perforns certain specific and necessary functions

regardi ng i nformati on exchange and nmutual agreenent. |In the case
of information exchange the treaty's function is to override
confidentiality rules relating to taxpayer information. 1In the

case of nutual agreement its function is to allow conpetent
authorities to nodify internal law in order to prevent double
taxation and tax avoidance. Wth respect to the effective term -
nation dates for these aspects of the treaty, therefore, if a
treaty is termnated as of January 1 of a given year, no other-
wi se confidential information can be exchanged after that date,
regardl ess of whether the treaty was in force for the taxable
year to which the request relates. Simlarly, no nutual agree-
ment departing frominternal |aw can be inplenented after that
date, regardl ess of the taxable year to which the agreenent
relates. Therefore, for the conpetent authorities to be allowed
to exchange ot herw se confidential information or to reach a

nmut ual agreenent that departs frominternal law, a treaty nust be
in force at the tine those actions are taken and any existing
conpetent authority agreenent ceases to apply.

Article 29 relates only to unilateral term nation of the
Convention by a Contracting State. Nothing in that Article
shoul d be construed as preventing the Contracting States from
concluding a new bilateral agreenent, subject to ratification,
t hat supersedes, anends or term nates provisions of the Conven-
tion without the six-nonth notification period.

Customary international |aw observed by the United States
and other countries, as reflected in the Vienna Convention on
Treaties, allows termnation by one Contracting State at any tine
in the event of a "material breach" of the agreenment by the other
Contracting State.



