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TITLE AND PREAMBLE
PURPOSE OF MODEL CONVENTION AND TECHNICAL EXPLANATION
[1] Set forth below is an explanation of the purposes for publishing a Model
Convention and Technical Explanation.
[2] The Model is drawn from a number of sources. Instrumental in its
development was the U.S. Treasury Department's draft Model Income Tax Convention,
published on June 16, 1981 ("the 1981 Model") and withdrawn as an official U.S.
Model on July 17, 1992, the Model Double Taxation Convention on Income and
Capital, and its Commentaries, published by the OECD, as updated in 1995 ("the OECD
Model"), existing U.S. income tax treaties, recent U.S. negotiating experience,
current U.S. tax laws and policies and comments received from tax practitioners and
other interested parties.
[3] For over thirty years the United States has actively participated in the
development of the OECD Model, and the United States continues its support of that
process. Accordingly, the publication of a U.S. Model does not represent a lack of
support for the work of the OECD in developing and refining its Model treaty. To the
contrary, the strong identity between the provisions of the OECD and U.S. Models
reflects the fact that the United States drew heavily on the work of the OECD in the
development of the U.S. Model. References are made in the Technical Explanation to
the OECD commentaries, where appropriate, to note similarities and differences.
[4] Like the OECD Model, the Model is intended to be an ambulatory document
that may be updated from time to time to reflect further consideration of various
provisions in light of experience, subsequent treaty negotiations, economic, judicial,
legislative or regulatory developments 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 ambulatory, and may be expanded to
deal with new issues that may arise in the future. The Model will be more useful if it
is understood which developments have given rise to alterations in the Model, rather
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than leaving such judgements to be inferred from actual treaties concluded after the
release of the Model. The manner and timing of such updates will be subsequently
determined.
[5] The Model does not present alternative provisions that might be included
in a particular treaty under a particular set of circumstances. For example, a treaty
with a country that has a remittance basis or an integrated system of corporate
taxation might have to depart significantly in several respects from the Model.
[6] For this reason and others, the Model is not intended to represent an ideal
United States income tax treaty. Rather, a principal function of the Model is to
facilitate negotiations by helping the negotiators identify differences between
income tax policies in the two countries. In this regard, the Model can be especially
valuable with respect to the many countries that are conversant with the OECD
Model. Such countries can compare the Model with the OECD Model and very quickly
identify issues for discussion 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 move more quickly to the most
important issues that must be resolved. Reconciling these differences will lead to an
agreed text that will differ from the Model in numerous respects. Another purpose of
the Model and the Technical Explanation is to provide a basic explanation of U.S.
treaty policy for all interested parties, regardless of whether they are prospective
treaty partners.
[7] Since the Model is intended to facilitate negotiations and not to provide a
text that the United States would propose that the treaty partner accept without
variation, it should not be assumed that a departure from the Model text in an actual
treaty represents an undesirable departure from U.S. treaty policy. The United States
would not negotiate a treaty with a country without thoroughly analyzing the tax
laws and administrative practices of the other country. For these reasons, it is
unlikely that the United States ever will sign an income tax convention that is
identical to the Model.
[8] Therefore, variations from the Model text in a particular case may
represent a modification that the United States views as necessary to address a
particular aspect of the treaty partner's tax law, or even represent a substantive
concession by the treaty partner in favor of the United States. Time is another
relevant consideration, as treaty policies evolve in other countries just as they do in
the United States. Furthermore, language differences (even with English-speaking
countries) sometimes necessitate changes in Model language. Consequently, it would
not be appropriate to base an evaluation of an actual treaty simply on the number of
differences between the treaty and the Model. Rather, such an evaluation must be
based on a firm understanding of the treaty partner's tax laws and policies, how that
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law interacts with the treaty and the provisions of U.S. tax law, precedents in the
partner's other treaties, the relative economic positions of the two treaty partners,
the considerations that gave rise to the negotiations, and the numerous other
considerations that give rise to any agreement between two sovereign nations.
TECHNICAL EXPLANATION
Article 1
[9] Paragraph 1 of Article 1 provides that the Convention applies to residents
of the United States or the other Contracting State except where the terms 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 domicile or other similar criteria. If,
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.
[10] Certain provisions are applicable to persons who may not be residents of
either Contracting State. For example, Article 19 (Government Service) may apply to
an employee of a Contracting State who is resident in neither State. Paragraph 1 of
Article 24 (Nondiscrimination) applies to nationals of the Contracting States. Under
Article 26 (Exchange of Information and Administrative Assistance), information may
be exchanged with respect to residents of third states.
[11] Paragraph 2 states the generally accepted relationship both between the
Convention and domestic law and between the Convention and other agreements
between the Contracting States (i.e., that no provision in the Convention may
restrict any exclusion, exemption, deduction, credit or other benefit accorded by the
tax laws of the Contracting States, or by any other agreement between the
Contracting States). For example, if a deduction would be allowed under the U.S.
Internal Revenue Code (the "Code") in computing the U.S. taxable income of a
resident of the other Contracting State, the deduction also is allowed to that person
in computing taxable income under the Convention. Paragraph 2 also means that the
Convention may not increase the tax burden on a resident of a Contracting States
[sic] beyond the burden determined under domestic 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- discrimination provisions of the Convention
and other agreements is not addressed in paragraph 2 but in paragraph 3.
[12] It follows that under the principle of paragraph 2 a tax-payer's liability to
U.S. tax need not be determined under the Convention if the Code would produce a
more favorable result. A taxpayer may not, however, choose among the provisions of
the Code and the Convention in an inconsistent manner in order to minimize tax. For
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example, assume that a resident of the other Contracting State has three separate
businesses in the United States. One is a profitable permanent establishment and the
other two are trades or businesses that would earn taxable income under the Code
but that do not meet the permanent establishment threshold tests of the
Convention. One is profitable and the other incurs a loss. Under the Convention, the
income of the permanent establishment is taxable, and both the profit and loss of
the other two businesses are ignored. Under the Code, all three would be subject to
tax, but the loss would be offset against 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 claim the loss of the loss trade or business
against the profit of the permanent establishment. (See Rev. Rul. 84-17, 1984-1 C.B.
308.) If, however, the taxpayer invokes the Code for the taxation of all three
ventures, he would not be precluded from invoking the Convention with respect, for
example, to any dividend income he may receive from the United States that is not
effectively connected with any of his business activities in the United States.
[13] Similarly, nothing in the Convention can be used to deny any benefit
granted by any other agreement between the United States and the other
Contracting State. For example, if certain benefits are provided for military personnel
or military contractors under a Status of Forces Agreement between the United States
and the other Contracting State, those benefits or protections will be available to
residents of the Contracting States regardless of any provisions to the contrary (or
silence) in the Convention.
[14] Paragraph 3 specifically relates to non-discrimination obligations of the
Contracting States under other agreements. The provisions of paragraph 3 are an
exception to the rule provided in paragraph 2 of this Article under which the
Convention shall not restrict in any manner any benefit now or hereafter accorded by
any other agreement between the Contracting States.
[15] Subparagraph (a) of paragraph 3 provides that, notwithstanding any
other agreement to which the Contracting States may be parties, a dispute
concerning whether a measure is within the scope of this Convention shall be
considered only by the competent authorities of the Contracting States, and the
procedures under this Convention exclusively shall apply to the dispute. Thus,
procedures for dealing with disputes that may be incorporated into trade,
investment, or other agreements between the Contracting States shall not apply for
the purpose of determining the scope of the Convention.
[16] Subparagraph (b) of paragraph 3 provides that, unless the competent
authorities determine that a taxation measure is not within the scope of this
Convention, the nondiscrimination obligations of this Convention exclusively shall
apply with respect to that measure, except for such national treatment or
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most-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 agreement shall apply with respect to that measure. Thus,
unless the competent authorities agree otherwise, any national treatment and MFN
obligations undertaken by the Contracting States under agreements other than the
Convention shall not apply to a taxation measure, with the exception of GATT as
applicable to trade in goods.
[17] Subparagraph (c) of paragraph 3 defines a "measure" broadly. It would
include, for example, a law, regulation, rule, procedure, decision, administrative
action or guidance, or any other form of measure.
[18] Paragraph 4 contains the traditional saving clause found in all U.S.
treaties. The Contracting States reserve their rights, except as provided in paragraph
Z, to tax their residents and citizens as provided in their internal laws,
notwithstanding any provisions of the Convention to the contrary. For example, if a
resident of the other Contracting State performs independent personal services in the
United States and the income from the services is not attributable to a fixed base in
the United States, Article 14 (Independent Personal Services) would normally prevent
the United States from taxing the income. If, however, the resident of the other
Contracting State is also a citizen of the United States, the saving clause permits the
United States to include the remuneration in the worldwide income of the citizen
and subject it to tax under the normal Code rules (i.e., without regard to Code
section 894(a)). For special foreign tax credit rules applicable to the U.S. taxation of
certain U.S. income of its citizens resident in the other Contracting State, see
paragraph 3 of Article 23 (Relief from Double Taxation).
[19] For purposes of the saving clause, "residence" is determined under Article
4 (Residence). Thus, if an individual who is not a U.S. citizen is 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 home available to him in the
other Contracting State and not in the United States, he would 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 permitted to apply its statutory rules to that
person if they are inconsistent with the treaty. Thus, an individual who is a U.S.
resident under the Internal Revenue Code but who is deemed to be a resident of the
other Contracting State under the tie-breaker rules of Article 4 (Residence) would be
subject to U.S. tax only to the extent permitted by the Convention. However, the
person would be treated as a U.S. resident for U.S. tax purposes other than
determining the individual's U.S. tax liability. For example, in determining 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 might be deemed to be
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United States shareholders of a controlled foreign corporation subject to current
inclusion of Subpart F income recognized by the corporation. See, Treas. Reg. section
301.7701(b)-7(a)(3).
[20] Under paragraph 4 each Contracting State also reserves its right to tax
former citizens and long-term residents whose loss of citizenship or long-term
residence had as one of its principal purposes the avoidance of tax. The United States
treats an individual as having a principal purpose to avoid tax if (a) the average
annual net income tax of such individual for the period of 5 taxable years ending
before the date of the loss of status is greater than $100,000, or (b) the net worth of
such individual as of such date is $500,000 or more. The United States defines
"long-term resident" as an individual (other than a U.S. citizen) who is a lawful
permanent resident of the United States in at least 8 of the prior 15 taxable years.
An individual shall not be treated as a lawful 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 long-term resident is
taxable in accordance with the provisions of section 877 of the Code.
[21] Some provisions are intended to provide benefits to citizens and residents
that do not exist under internal law. Paragraph 5 sets forth certain exceptions to the
saving clause that preserve these 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 (Associated
Enterprises) grants the right to a correlative adjustment with respect to income tax
due on profits reallocated under Article 9. (2) Paragraphs 2 and 5 of Article 18
(Pensions, Social Security, Annuities, Alimony and Child Support) deal with social
security benefits and child support payments, respectively. The inclusion of
paragraph 2 in the exceptions to the saving clause means that the grant of exclusive
taxing right of social security benefits to the paying country applies to deny, for
example, to the United States the right to tax its citizens and residents on social
security benefits paid by the other Contracting State. The inclusion of paragraph 5,
which exempts child support payments from taxation by the State of residence of the
recipient, means 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 Double Taxation) confirms the benefit of a credit
to citizens and residents of one Contracting State for income taxes paid to the other.
(3) Article 24 (Nondiscrimination) requires one Contracting State to grant national
treatment to residents and citizens of the other Contracting State in certain
circumstances. Excepting this Article from the saving clause requires, for example,
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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
(Mutual Agreement Procedure) may confer benefits on citizens and residents of the
Contracting States. For example, the statute of limitations may be waived for refunds
and the competent authorities are permitted to use a definition of a term that differs
from the internal law definition. As with the foreign tax credit, these benefits are
intended to be granted by a Contracting State to its citizens and residents.
[22] Subparagraph (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
temporary residents of a Contracting State (for example, in the case of the United
States, holders of non- immigrant visas), but not to citizens or to persons who have
acquired permanent residence in that State. If beneficiaries of these provisions travel
from one of the Contracting States to the other, and remain in the other long
enough to become residents under its internal law, but do not acquire permanent
residence status (i.e., in the U.S. context, they do not become "green card" holders)
and are not citizens of that State, the host State will continue to grant these
benefits even if they conflict with the statutory rules. The benefits preserved by this
paragraph are the host country exemptions for the following items of income: tax
treatment of pension fund contributions under paragraph 6 of Article 18 (Pensions,
Social Security , Annuities, Alimony, and Child Support), government service salaries
and pensions under Article 19 (Government Service); certain income of visiting
students and trainees under Article 20 (Students and Trainees); and the income of
diplomatic agents and consular officers under Article 27 (Diplomatic Agents and
Consular Officers).
Article 2 (Taxes Covered)
[23] 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 Model, this
Article does not contain a general description of the types of taxes that are covered
i.e., income taxes), but only a listing of the specific taxes covered for both of the
Contracting States. With two exceptions, the taxes specified in Article 2 are the
covered taxes for all purposes of the Convention. A broader coverage applies,
however, for purposes of Articles 24 (Nondiscrimination) and 26 (Exchange of
Information and Administrative Assistance). Article 24 (Nondiscrimination) applies
with respect to all taxes, including those imposed by state and local governments.
Article 26 (Exchange of Information and Administrative Assistance) applies with
respect to all taxes imposed at the national level.
[24] Subparagraph 1(a) provides that the United States covered taxes are the
Federal income taxes imposed by the Code, together with the excise taxes imposed
with respect to private foundations (Code sections 4940 through 4948). Although
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they may be regarded as income taxes, social security taxes (Code sections 1401,
3101, 3111 and 3301) are specifically excluded from coverage. It is expected that
social security taxes will be dealt with in bilateral Social Security Totalization
Agreements, which are negotiated and administered by the Social Security
Administration. Except with respect to Article 24 (Nondiscrimination), state and local
taxes in the United States are not covered by the Convention.
[25] In this Model, unlike some U.S. treaties, the Accumulated Earnings Tax
and the Personal Holding Companies Tax are covered taxes because they are income
taxes and they are not otherwise excluded from coverage. Under the Code, these
taxes will not apply to most foreign corporations because of a statutory exclusion or
the corporation's failure to meet a statutory requirement. 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 corporations.
[26] Subparagraph 1(b) specifies the existing taxes of the other Contracting
State that are covered by the Convention.
[27] Under paragraph 2, the Convention will apply to any taxes that are
identical, or substantially similar, to those enumerated in paragraph 1, and which are
imposed in addition to, or in place of, the existing taxes after the date of signature
of the Convention. The paragraph also provides that the competent authorities of the
Contracting States will notify each other of significant changes in their taxation laws
or of other laws that affect their obligations under the Convention. The use of the
term "significant" means that changes must be reported that are of significance to
the operation of the Convention. Other laws that may affect a Contracting State's
obligations under the Convention may include, for example, laws affecting bank
secrecy.
[28] The competent authorities are also obligated to notify each other of
official published materials concerning the application of the Convention. This
requirement encompasses materials such as technical explanations, regulations,
rulings and judicial decisions relating to the Convention.
Article 3 (General Definitions)
[29] Paragraph 1 defines a number of basic terms used in the Convention.
Certain others are defined in other articles of the Convention. For example, the term
"resident of a Contracting State" is defined in Article 4 (Residence). The term
"permanent establishment" is defined in Article 5 (Permanent Establishment). The
terms "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 all purposes of the Convention, unless the context requires otherwise. This
latter condition allows flexibility in the interpretation of the treaty in order to avoid
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results not intended by the treaty's negotiators. Terms that are not defined in the
Convention are dealt with in paragraph 2.
[30] Subparagraph 1(a) defines the term "person" to include an individual, a
trust, a partnership, a company and any other body of persons. The definition is
significant for a variety of reasons. For example, under Article 4, only a "person" can
be a "resident" and therefore eligible for most benefits under the treaty. Also, all
"persons" are eligible to claim relief under Article 25 (Mutual Agreement Procedure).
[31] This definition is more specific but not substantively different from the
corresponding provision in the OECD Model. Unlike the OECD Model, 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," partnerships would
be included, consistent with paragraph 2 of the Article, to the extent that they are
treated as "bodies of persons." Furthermore, because the OECD Model uses the term
"includes," trusts and estates would be persons. Under Article 3(2) the meaning of
the terms "partnership," "trust" and "estate" would be determined by reference to
the law of the Contracting State whose tax is being applied.
[32] The term "company" 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
organized.
[33] The terms "enterprise of a Contracting State" and "enterprise 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 Commentaries. Despite the absence of a clear,
generally accepted meaning for the term "enterprise," the term is understood to refer
to any activity or set of activities that constitute a trade or business.
[34] Unlike the OECD Model, subparagraph 1(c) also provides that these terms
also encompass 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 Model in order to address
more explicitly some of the problems presented by fiscally transparent entities. In
accordance with Article 4 (Residence), entities that are fiscally transparent in the
country in which their owners are resident are not considered to be residents of a
Contracting State (although income derived by such entities may be taxed as the
income of a resident, if taxed in the hands of resident partners or other owners).
Given 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 OECD
Model because the OECD definition of enterprise requires that the enterprise be
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conducted by a resident, although most countries would attribute the enterprise to
the owners of the entity in such circumstances. The definition in the Model is
intended to make 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 with 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.
[35] 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).
[36] Subparagraph 1(d) defines the term "international traffic." The term
means 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 OECD
Model refers to the operator of the ship or aircraft having its place of effective
management in a Contracting State (i.e., being a resident of that State). The U.S.
Model does not include this limitation. The broader definition combines with
paragraphs 2 and 3 of Article 8 to exempt from tax by the source State income from
the rental of ships, aircraft or containers that is earned both by lessors that are
operators of ships and aircraft and by those lessors that are not (e.g., a bank or a
container leasing company).
[37] The exclusion from international traffic of transport solely between places
within a Contracting State means, for example, that carriage of goods or passengers
solely between New York and Chicago would 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 income from transport, principally Article 8
(Shipping and Air Transport), therefore, would not apply to income from such
carriage. Thus, if the carrier engaged in internal U.S. traffic were a resident of the
other Contracting State (assuming that were possible under U.S. law), the United
States would not be required to exempt the income from that transport under Article
8. The income would, 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 establishment of the foreign carrier, and then only
on a net basis. The gross basis U.S. tax imposed by section 887 would never apply
under the circumstances described. If, however, goods or passengers are carried by a
carrier resident in the other Contracting State from a non-U.S. port to, for example,
New York, and some of the goods or passengers continue on to Chicago, the entire
transport would be international traffic. This would be true if the international
carrier transferred the goods at the U.S. port of entry from a ship to a land vehicle,
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from a ship to a lighter, or even if the overland portion of the trip in the United
States was handled by an independent 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. Model refers, in the definition of "international
traffic," to "such transport" being solely between places in the other Contracting
State, while the OECD Model refers to the ship or aircraft being operated solely
between such places. The U.S. Model language is intended to make clear that, as in
the above example, 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.
[38] 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.
[39] Subparagraphs 1(e)(i) and (ii) define the term "competent authority" for
the United States and the other Contracting State, respectively. The U.S. competent
authority is the Secretary of the Treasury or his delegate. The Secretary of the
Treasury has delegated the competent authority function to the Commissioner of
Internal Revenue, who in turn has delegated the authority to the Assistant
Commissioner (International). With respect to interpretative issues, the Assistant
Commissioner acts with the concurrence of the Associate Chief Counsel
(International) of the Internal Revenue Service.
[40] The term "United States" is defined in subparagraph 1(f) to mean the
United States of America, including the states, the District of Columbia and the
territorial sea of the United States. The term does not include Puerto Rico, the Virgin
Islands, Guam or any other U.S. possession or territory. Unlike the 1981 Model, this
Model 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 which the Convention is being applied is
connected with such natural resource exploration or exploitation. Thus, it would not
include any activity involving the sea floor of an area over which the United States
exercised sovereignty for natural 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).
[41] This result is consistent with the result that would be obtained under the
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sometimes less precise definitions in some U.S. treaties. In the absence of a precise
definition incorporating the continental shelf, the term "United States of America"
would be interpreted by reference to the U.S. internal law definition. Section 638
treats the continental shelf as part of the United States.
[42] 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 term is relevant
for purposes of Articles 19 (Government Service) and 24 (Non-discrimination). A
national of one of the Contracting States is (1) an individual who is a citizen or
national of that State, and (2) any legal person, partnership or association deriving
its status, as such, from the law in force in the State where it is established. This
definition is closely analogous to that found in the OECD Model.
[43] The definition differs in two substantive respects from that in the 1981
Model. First, in the 1981 Model 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
(Nondiscrimination), which provides that nationals of one Contracting State may not
be subject in the other to any taxes or connected requirements that are other or
more burdensome than those applicable to nationals of that other State who are in
the same circumstances. Second, the 1981 Model (and the 1977 OECD Model) included
the definition of the term "national" in Article 24 (Nondiscrimination) rather than in
Article 3. Since the term has application in other articles as well (e.g., Article 19
(Government Service)), the definition has been moved to Article 3 (as it has been in
the current OECD Model).
[44] This Model adds a definition that was not included in previous U.S.
Models, 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 (Limitation on Benefits). A portion of this definition (i.e.,
sub-subparagraph (iii) dealing with governmental pension funds) also is relevant for
purposes of Article 10 (Dividends). The term means: (i) the Government of a
Contracting State or of a political subdivision or local authority of the Contracting
State; (ii) A person wholly owned by a governmental entity described in
subparagraph (i), that satisfies certain organizational and funding standards; and
(iii) a pension fund that meets the standards of subparagraphs (i) and (ii) and that
provides government service pension benefits, described in Article 19 (Government
Service). A qualified governmental entity described in subparagraphs (ii) and (iii)
may not engage in any commercial activity.
[45] Paragraph 2 provides that in the application of the Convention, any term
used but not defined in the Convention will have the meaning that it has under the
law of the Contracting State whose tax is being applied, unless the context requires
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otherwise. The text of the paragraph has been amended from previous Models to
clarify that if the term is 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 multiple definitions of the same term. In such a case, the definition
used for purposes of the particular provision at issue, if any, should be used.
[46] If the meaning of a term cannot be readily determined under the law of a
Contracting State, or if there is a conflict in meaning under the laws of the two
States that creates difficulties in the application of the Convention, the competent
authorities, as indicated in paragraph 3(f) of Article 25 (Mutual Agreement
Procedure), may establish a common meaning in order to prevent double taxation or
to further any other purpose of the Convention. This common meaning need not
conform to the meaning of the term under the laws of either Contracting State.
[47] It has been understood implicitly in previous U.S. Models and in the OECD
Model that the reference in paragraph 2 to the internal law of a Contracting State
means the law in effect at the time the treaty is being applied, not the law as in
effect at the time the treaty was signed. This use of "ambulatory definitions" has
been clarified in the text of this Model.
[48] The use of an ambulatory definition, however, may lead to results that
are at variance with the intentions of the negotiators and of the Contracting States
when the treaty was negotiated and ratified. The reference in both paragraphs 1 and
2 to the "context otherwise requiring" a definition different from the treaty
definition, in paragraph 1, or from the internal law definition of the Contracting
State whose tax is being imposed, under paragraph 2, refers to a circumstance where
the result intended by the Contracting States is different from the result that would
obtain under either the paragraph 1 definition or the statutory definition. For
example, the Technical Explanation to paragraph 2(b) of Article 15 (Dependent
Personal Services) suggests a definition of the term "employer," which is not defined
in the Article. This definition may or may not conform to the statutory definitions in
the Contracting States, but is consistent with the text and the intent of the Article,
and is intended to prevent a practice known as the "hiring out of labor." (See the
discussion of this issue on page __ of the Technical Explanation to Article 15
(Dependent Personal Services).) This case therefore may be one in which the context
requires a definition different from that of the internal law of one of the States.
Thus, some flexibility is permitted in defining terms.
Article 4 (Residence)
[49] This Article sets forth rules for determining whether a person is a resident
of a Contracting State for purposes of the Convention. As a general matter only
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residents of the Contracting States may claim the 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 determined to be a resident of a Contracting State under Article
4 does not necessarily entitle that person to the benefits of the Convention. In
addition to being a resident, a person also must qualify for benefits under Article 22
(Limitation on Benefits) in order to receive benefits conferred on residents of a
Contracting State.
[50] The determination of residence for treaty purposes looks 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 look no further. That person is a
resident for purposes of the Convention of the State in which he is resident under
internal law. If, however, a person is resident in both Contracting States under their
respective 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
[51] 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 domicile,
residence, citizenship, place of management, place of incorporation or any other
similar criterion. Thus, residents of the United States include aliens who are
considered U.S. residents under Code section 7701(b). Subparagraphs (a) through (d)
each address special cases that may arise in the context of Article 4.
[52] Certain entities that are nominally subject to tax but that in practice
rarely pay tax also would generally be treated as residents and therefore accorded
treaty benefits. For example, RICs, REITs and REMICs are all residents of the United
States for purposes of the treaty. Although the income earned by these entities
normally is not subject to U.S. tax in the hands of the entity, they are taxable to the
extent that they do not currently distribute their profits, and therefore may be
regarded as "liable to tax." They also must satisfy a number of requirements under
the Code in order to be entitled to special tax treatment.
[53] Subparagraph (a) provides that a person who is liable to tax in a
Contracting State only in respect of income from sources within that State will not be
treated as a resident of that Contracting State for purposes of the Convention. Thus,
a consular official of the other Contracting State who is posted in the United States,
who may be subject to U.S. tax on U.S. source investment income, but is not taxable
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in the United States on non-U.S. source income, would not be considered a resident
of the United States for purposes of the Convention. (See Code section
7701(b)(5)(B)). Similarly, an enterprise of the other Contracting State with a
permanent establishment in the United States is not, by virtue of that permanent
establishment, a resident of the United States. The enterprise generally is subject to
U.S. tax only with respect to its income that is attributable to the U.S. permanent
establishment, not with respect to its worldwide income, as is a U.S. resident.
[54] Subparagraph (b) provides that certain tax-exempt entities such as
pension funds and charitable organizations will be regarded as residents regardless of
whether they are generally liable for income tax in the State where they are
established. An entity will be described in this subparagraph if it is generally exempt
from tax by reason of the fact that it is organized and operated exclusively to
perform a charitable or similar purpose or to provide pension or similar benefits to
employees. The reference to "similar benefits" is intended to encompass employee
benefits such as health and disability benefits.
[55] The inclusion of this provision is intended to clarify the generally
accepted practice of treating an entity that would be liable for tax as a resident
under the internal law of a state but for a specific exemption from tax (either
complete or partial) as a resident of that state for purposes of paragraph 1. The
reference to a general exemption is intended to reflect the fact that under U.S. law,
certain organizations that generally are considered to be tax- exempt entities may be
subject to certain excise taxes or to income tax on their unrelated business income.
Thus, a U.S. pension trust, or an exempt section 501(c) organization (such as a U.S.
charity) that is generally exempt from tax under U.S. law is considered a resident of
the United States for all purposes of the treaty.
[56] Subparagraph (c) specifies that a qualified governmental 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. Models, 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 Model is to make this understanding explicit.
Article 4 of the OECD Model was amended in 1995 to adopt a similar approach.
[57] Subparagraph (d) addresses special problems presented by fiscally
transparent entities such as partnerships and certain estates and trusts that are not
subject to tax at the entity level. 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 would include partnerships, common
investment trusts under section 584 and grantor trusts. This paragraph also applies
to U.S. limited liability companies ("LLC's") that are treated as partnerships for U.S.
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tax purposes.
[58] Subparagraph (d) provides that an item of income derived through 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 item of income. For example, if a U.S.
corporation distributes a dividend to an entity that is treated as fiscally transparent
in the other State, the dividend will be considered to be derived by a resident of that
State to the extent that the taxation law of that State treats residents of that State
as deriving the income 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.
[59] The taxation laws of a Contracting State may treat an item of income,
profit or gain as income, profit or gain of a resident of that State even if the resident
is not subject to tax on that particular item of income, profit or gain. For example, if
a Contracting State has a participation exemption for certain foreign- source
dividends and capital gains, such income or gains would be regarded as income or
gain of a resident of that State who otherwise derived the income or gain, despite
the fact that the resident could be exempt from tax in that State on the income or
gain.
[60] Income 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 of any source State anti-abuse principles based on
substance over form and similar analyses. For example, if a partnership with U.S.
partners receives income arising in the other Contracting State, that income 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 lack of economic
substance. In such a case, the partners would be considered to be the beneficial
owners of the income.
[61] Where income 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 determining whether the
resident is entitled to treaty benefits with respect to income derived by the entity.
[62] This rule also applies to trusts to the extent that they are fiscally
transparent in their beneficial owner's State of residence. For example, if X, a
resident of the other Contracting State, creates a revocable trust and names persons
resident in a third country as the beneficiaries of the trust, X would be treated as the
beneficial owner of income derived from the United States under the Code's rules. If
the other State had no rules comparable to those in sections 671 through 679 then it
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is possible that under the laws of the other State neither X nor the trust would be
taxed on the income derived from the 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 income for tax purposes.
Paragraph 2
[63] If, under the laws of the two Contracting States, and, thus, under
paragraph 1, an individual is deemed to be a resident of both Contracting States, a
series of tie-breaker rules are provided in paragraph 3 to determine 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 individual has a permanent home. If
that test is inconclusive because the individual has a permanent home available to
him in both States, he will be considered to be a resident of the Contracting State
where his personal and economic 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
permanent home available to him in either State, he will be treated as a resident of
the Contracting State where he maintains an habitual abode. If 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 competent authorities, who will attempt to agree to
assign a single State of residence.
Paragraph 3
[64] Paragraph 3 seeks to settle dual-residence issues for companies. A
company is treated as resident in the United States if it is created or organized under
the laws of the United States or a political subdivision. If the same test is used to
determine corporate residence under the laws of the other Contracting State, dual
corporate residence will not occur. If, however, as is frequently the case, a company
is treated as a resident of the other Contracting State if it is either incorporated or
managed and controlled there, dual residence can arise in the case of a U.S. company
that is managed and controlled in the other Contracting State. Under paragraph 3,
the residence of such a company will be in the Contracting State under the laws of
which it is created or organized (i.e., the United States, in the example).
Paragraph 4
[65] Dual residents other than individuals or companies (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 competent authorities shall
seek to determine a single State of residence for that person for purposes of the
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Convention.
Article 5 (Permanent Establishment)
[66] This Article defines the term "permanent establishment," a term that is
significant for several articles of the Convention. The existence 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 (Independent Personal
Services) is understood by reference to the definition of "permanent establishment,"
this Article is also relevant 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 payments of these items of income to a resident of the other State only
when the income is not attributable to a permanent establishment or fixed base that
the recipient has in the source State. The concept is also relevant in determining
which Contracting State may tax certain gains under Article 13 (Gains) and certain
"other income" under Article 21 (Other Income).
[67] The Article follows closely both the OECD Model and the 1981 U.S. Model
provisions.
Paragraph 1
[68] The basic definition of the term "permanent establishment" 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
[69] Paragraph 2 lists a number of types of fixed places of business that
constitute a permanent establishment. This list is illustrative and non-exclusive.
According to paragraph 2, the term permanent establishment includes a place of
management, a branch, an office, a factory, a workshop, and a mine, oil or gas well,
quarry or other place of extraction of natural resources. As indicated in the OECD
Commentaries (see paragraphs 4 through 8), a general principle to be observed in
determining whether a permanent establishment exists is that the place of business
must be "fixed" in the sense that a particular building or physical location is used by
the enterprise for the conduct of its business, and that it must be foreseeable that
the enterprise's use of this building or other physical location will be more than
temporary.
Paragraph 3
[70] This paragraph provides rules to determine whether a building site or a
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construction, assembly or installation project, or a drilling rig or ship used for the
exploration of natural resources constitutes a permanent establishment for the
contractor, driller, etc. An activity is merely preparatory and does not create a
permanent establishment under paragraph 4(e) unless the site, project, etc. lasts or
continues for more than twelve months. It is only necessary to refer to "exploration"
and not "exploitation" in this context because exploitation activities are defined to
constitute a permanent establishment under subparagraph (f) of paragraph 2. Thus, a
drilling rig does not constitute a permanent establishment if a well is drilled in only
six months, but if production begins in the following month the well becomes a
permanent establishment as of that date.
[71] The twelve-month test applies separately to each site or project. The
twelve-month period begins 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
geographically are to be treated as a single project for purposes of applying the
twelve- month threshold test. For example, the construction of a housing
development would 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 also normally would be treated
as a single project.
[72] If the twelve-month threshold is exceeded, the site or project constitutes
a permanent establishment from the first day of activity. In applying this paragraph,
time spent by a subcontractor on a building site is counted as time spent by the
general contractor at the site for purposes of determining whether the general
contractor has a permanent establishment. However, for the sub- contractor itself to
be treated as having a permanent establishment, the sub-contractor's activities at the
site must last for more than 12 months. If a sub-contractor is on a site intermittently
time is measured from the first day the sub-contractor is on the site until the last
day (i.e., intervening days that the sub-contractor is not on the site are counted) for
purposes of applying the 12-month rule.
[73] These interpretations of the Article are based on the Commentary to
paragraph 3 of Article 5 of the OECD Model, which contains language almost identical
to that in the Convention (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 language in paragraph 3 of Article 5 of the
Convention.
Paragraph 4
[74] This paragraph contains exceptions to the general rule of paragraph 1,
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listing a number of activities that may be carried on through a fixed place of
business, but which nevertheless do not create a permanent establishment. The use
of facilities solely to store, display or deliver merchandise belonging to an enterprise
does not constitute a permanent establishment of that enterprise. The maintenance
of a stock of goods belonging to an enterprise solely for the purpose of storage,
display or delivery, or solely for the purpose of processing by another enterprise does
not give rise to a permanent establishment of the first-mentioned enterprise. The
maintenance of a fixed place of business solely for the purpose of purchasing goods
or merchandise, 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 information do not constitute a permanent
establishment of the enterprise. Thus, as explained in paragraph 22 of the OECD
Commentaries, an employee of a news organization engaged merely in gathering
information would not constitute a permanent establishment of the news
organization.
[75] Further, a combination of these activities will not give rise to a
permanent establishment: unlike the OECD Model, the Model provides that the
maintenance of a fixed place of business for a combination of the activities listed in
subparagraphs (a) through (e) of the paragraph does not give rise to a permanent
establishment, without the OECD Model's qualification that the overall combination of
activities must be of a preparatory or auxiliary character. The United States position
is that a combination of activities that are each preparatory or auxiliary always will
result in an overall activity that is also preparatory or auxiliary.
Paragraph 5
[76] Paragraphs 5 and 6 specify when activities carried on by an agent on
behalf of an enterprise create a permanent establishment of that enterprise. Under
paragraph 5, a dependent agent of an enterprise is deemed to be a permanent
establishment of the enterprise if the agent has and habitually exercises an authority
to conclude contracts that are biding on the enterprise. If, however, for example, his
activities are limited to those activities specified in paragraph 4 which would not
constitute a permanent establishment if carried on by the enterprise through a fixed
place of business, the agent is not a permanent establishment of the enterprise.
[77] The OECD Model uses the term "in the name 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 OECD
Commentaries on Article 5, paragraph 5 of the Article is intended to encompass
persons who have "sufficient authority to bind the enterprise's participation in the
business activity in the State concerned."
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[78] The contracts referred to in paragraph 5 are those relating to the
essential business operations of the enterprise, rather than ancillary activities. For
example, if the agent has no authority to conclude contracts in the name of the
enterprise with its customers 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 equipment used in the agent's office, this contracting
authority would not fall within the scope of the paragraph, even if exercised
regularly.
Paragraph 6
[79] Under paragraph 6, an enterprise is not deemed to have a permanent
establishment in a Contracting State merely because it carries on business in that
State through an independent agent, including a broker or general commission
agent, if the agent is acting in the ordinary course of his business as an independent
agent. Thus, there are two conditions that must be satisfied: the agent must be both
legally and economically independent of the enterprise, and the agent must be
acting in the ordinary course of its business in carrying out activities on behalf of
the enterprise
[80] Whether the agent and the enterprise are independent is a factual
determination. Among the questions to be considered are the extent to which the
agent operates on the basis of instructions from the enterprise. An agent that is
subject to detailed instructions regarding the conduct of its operations or
comprehensive control by the enterprise is not legally independent.
[81] In determining whether the agent is economically independent, a
relevant factor is the extent to which the agent bears business risk. Business risk
refers primarily to risk of loss. An independent agent typically bears risk of loss from
its own activities. In the absence of other factors that would establish dependence,
an agent that shares business risk with the enterprise, or has its own business risk, is
economically independent because its business activities are not integrated with
those of the principal. Conversely, an agent that bears little or no risk from that
activities it performs is not economically independent and therefore is not described
in paragraph 6.
[82] Another relevant factor in determining whether an agent is economically
independent is whether the agent has an exclusive or nearly exclusive relationship
with the principal. Such a relationship may indicate that the principal has economic
control over the agent. A number of principals acting in concert also may have
economic control over an agent. The limited scope of the agent's activities and the
agent's dependence on a single source of income may indicate that the agent lacks
economic independence. It should be borne in mind, however, that exclusivity is not
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in itself a conclusive test: an agent may be economically independent
notwithstanding an exclusive relationship with the principal if it has the capacity to
diversify and acquire other clients without substantial modifications to its current
business and without substantial harm to its business profits. Thus, exclusivity
should be viewed merely as a pointer to further investigation of the relationship
between the principal and the agent. Each case must be addressed on the basis of its
own facts and circumstances.
Paragraph 7
[83] This paragraph clarifies that a company that is a resident of a Contracting
State is not deemed to have a permanent establishment in the other Contracting
State merely because it controls, or is controlled by, a company that is a resident of
that other Contracting State, or that carries on business in that other Contracting
State. The determination whether a permanent establishment exists is made solely on
the basis of the factors described in paragraphs 1 through 6 of the Article. Whether a
company is a permanent establishment of a related company, therefore, is based
solely on those factors and not on the ownership or control relationship between the
companies.
Article 6 (Income From Real Property (Immovable Property))
Paragraph 1
[84] 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 from real property includes income
from agriculture and forestry. Income from agriculture and forestry are dealt with in
Article 6 rather than in Article 7 (Business Profits) in order to conform the U.S.
Model to the OECD Model. Given the availability of the net election in paragraph 5,
taxpayers generally should be able to obtain the same tax treatment in the situs
country regardless of whether the income is treated as business profits or real
property income. Paragraph 3 clarifies that the income referred to in paragraph 1 also
means income from any use of real property, including, but not limited to, income
from direct use by the owner (in which case income may be imputed to the owner for
tax purposes) and rental income from the letting of real property.
[85] This Article does not grant an exclusive taxing right to the situs State;
the situs State is merely given the primary right to tax. The Article does not impose
any limitation in terms of rate or form of tax on the situs State, except that, as
provided in paragraph 5, the situs State must allow the taxpayer an election to be
taxed on a net basis.
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Paragraph 2
[86] The term "real property" is defined in paragraph 2 by reference to the
internal law definition in the situs State. In the case of the United States, the term
has the meaning given to it by Reg. section 1.897-1(b). The OECD Model, and many
other countries, use the term "immovable property" instead. It is to be understood
from the parenthetical use of the term "immovable property" in the title to the
Article and in paragraphs 1 and 2, that the two terms are synonymous. Thus the
statutory definition is to be used whether the statutory term is "real property" or
"immovable property".
Paragraph 3
Paragraph 3 makes clear that all forms of income derived from the exploitation
of real property are taxable in the Contracting State in which the property is
situated. In the case of a net lease of real property, if a net election has not been
made, the gross rental payment (before deductible expenses incurred by the lessee) is
treated as income from the property. Income from the disposition of an interest in
real property, however, is not considered "derived" from real property and is not
dealt with in this article. The taxation of that income is addressed in Article 13
(Gains). Also, the interest paid on a mortgage on real property and distributions by a
U.S. Real Estate Investment Trust are not dealt with in Article 6. Such payments
would fall under Articles 10 (Dividends), 11 (Interest) or 13 (Gains). Finally,
dividends paid by a United States Real Property Holding Corporation are not
considered to be income from the exploitation of real property: such payments would
fall under Article 10 (Dividends) or 13 (Gains).
Paragraph 4
[87] This paragraph specifies that the basic rule of paragraph 1 (as elaborated
in paragraph 3) applies to income from real property of an enterprise and to income
from real property used for the performance of independent personal services. This
clarifies that the situs country may tax the real property income (including rental
income) of a resident of the other Contracting State in the absence of attribution to
a permanent establishment or fixed base in the situs State. This provision represents
an exception to the general rule under Articles 7 (Business Profits) and 14
(Independent Personal Services) that income must be attributable to a permanent
establishment or fixed base, respectively, in order to be taxable in the situs state.
Paragraph 5
[88] The paragraph provides that a resident of one Contracting State that
derives real property income from the other may elect, for any taxable year, to be
subject to tax in that other State on a net basis, as though the income were
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attributable to a permanent establishment in that other State. The election may be
terminated with the consent of the competent authority of the situs State. In the
United States, revocation will be granted in accordance with the provisions of Treas.
Reg. section 1.871-10(d)(2).
Article 7 (Business Profits)
[89] This Article provides rules for the taxation by a Contracting State of the
business profits of an enterprise of the other Contracting State.
Paragraph 1
[90] 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 through a permanent establishment (as defined in Article 5 (Permanent
Establishment)) situated there. When that condition is met, the State in which the
permanent establishment is situated may tax the enterprise, but only on a net basis
and only on the income that is attributable to the permanent establishment. This
paragraph is identical to paragraph 1 of Article 7 of the OECD Model.
Paragraph 2
[91] Paragraph 2 provides rules for the attribution of business profits to a
permanent establishment. The Contracting States will attribute to a permanent
establishment the profits that it would have earned had it been an independent
enterprise engaged in the same or similar activities under the same or similar
circumstances. This language incorporates the arm's-length standard for purposes of
determining the profits attributable to a permanent establishment. The computation
of business profits attributable to a permanent establishment under this paragraph is
subject to the rules of paragraph 3 for the allowance of expenses incurred for the
purposes of earning the profits.
[92] The "attributable to" concept of paragraph 2 is analogous but not entirely
equivalent to the "effectively connected" concept in Code section 864(c). The profits
attributable to a permanent establishment may be from sources within or without a
Contracting State.
[93] Paragraph 2 also provides that the business profits attributed to a
permanent establishment include only those derived from that permanent
establishment's assets or activities. This rule is consistent with the "asset-use" and
"business activities" test of Code section 864(c)(2). The OECD Model does not
expressly provide such a limitation, although it generally is understood to be implicit
in paragraph 1 of Article 7 of the OECD Model. This provision was included in the U.S.
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Model to make it clear that the limited force of attraction rule of Code section
864(c)(3) is not incorporated into paragraph 2.
[94] This Article does not contain a provision corresponding to paragraph 4
of Article 7 of the OECD Model. That paragraph provides that a Contracting State in
certain circumstances may determine the profits attributable to a permanent
establishment on the basis of an apportionment of the total profits of the enterprise.
This paragraph has not been included in the Model because it is unnecessary. The
OECD Commentaries to paragraphs 2 and 3 of Article 7 authorize the use of such
approaches independently of paragraph 4 of Article 7 of the OECD Model. Any such
approach, however, must be designed to approximate an arm's length result.
Paragraph 3
[95] This paragraph is in substance the same as paragraph 3 of Article 7 of
the OECD Model, although it is in some respects more detailed. Paragraph 3 provides
that in determining the business profits of a permanent establishment, deductions
shall be allowed for the expenses incurred for the purposes of the permanent
establishment, ensuring that business profits will be taxed on a net basis. This rule is
not limited to expenses incurred exclusively for the purposes of the permanent
establishment, but includes a reasonable allocation of expenses incurred for the
purposes of the enterprise as a whole, or that part of the enterprise that includes the
permanent establishment. Deductions are to be allowed regardless of which
accounting unit of the enterprise books the expenses, so long as they are incurred
for the purposes of the permanent establishment. For example, a portion of the
interest expense recorded on the books of the home office in one State may be
deducted by a permanent establishment in the other if properly allocable thereto.
[96] The paragraph specifies that the expenses that may be considered to be
incurred for the purposes of the permanent establishment are expenses for research
and development, interest and other similar expenses, as well as a reasonable amount
of executive and general administrative expenses. This rule permits (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)
[97] Paragraph 3 does not permit a deduction for expenses charged to a
permanent establishment by another unit of the enterprise. Thus, a permanent
establishment may not deduct a royalty deemed paid to the head office. Similarly, a
permanent establishment may not increase its business profits by the amount of any
notional fees for ancillary services performed for another unit of the enterprise, but
also should not receive a deduction for the expense of providing such services, since
those expenses would be incurred for purposes of a business unit other than the
permanent establishment.
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Paragraph 4
[98] Paragraph 4 provides that no business profits can be attributed to a
permanent establishment merely because it purchases goods or merchandise for the
enterprise of which it is a part. This paragraph is essentially identical to paragraph 5
of Article 7 of the OECD Model. This rule applies only to an office that performs
functions for the enterprise in addition to purchasing. The income attribution issue
does not arise if the sole activity of the permanent establishment is the purchase of
goods or merchandise because such activity does not give rise to a permanent
establishment under Article 5 (Permanent Establishment). 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. While business profits may be
attributable to the permanent establishment with respect to its sales activities, no
profits are attributable to it with respect to its purchasing activities.
Paragraph 5
[99] This paragraph tracks paragraph 6 of Article 7 of the OECD Model,
providing that profits shall be determined by the same method of accounting each
year, unless there is good reason to change the method used. This rule assures
consistent tax treatment over time for permanent establishments. It limits the ability
of both the Contracting State and the enterprise to change accounting methods to be
applied to the permanent establishment. It does not, however, restrict a Contracting
State from imposing additional requirements, such as the rules under Code section
481, to prevent amounts from being duplicated or omitted following a change in
accounting method.
Paragraph 6
[100] Paragraph 6 coordinates the provisions of Article 7 and other provisions
of the Convention. Under this paragraph, when business profits include items of
income 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 example, the taxation
of dividends will be determined 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 establishment or fixed base. In the latter case the
provisions of Articles 7 or 14 (Independent Personal Services) apply. Thus, an
enterprise of one State deriving dividends from the other State may not rely on
Article 7 to exempt those dividends from tax at source if they are not attributable to
a permanent establishment of the enterprise in the other State. By the same token, if
the dividends are attributable to a permanent establishment in the other State, the
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dividends may be taxed on a net income basis at the source State's full corporate tax
rate, rather than on a gross basis under Article 10 (Dividends).
[101] As provided in Article 8 (Shipping and Air Transport), income derived
from shipping and air transport activities in international traffic described in that
Article is taxable only in the country of residence of the enterprise regardless of
whether it is attributable to a permanent establishment situated in the source State.
Paragraph 7
[102] The term "business profits" is defined generally in paragraph 7 to mean
income derived from any 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 meaning should be attributed to the term.
[103] In accordance with this broad definition, the term "business profits"
includes income attributable to notional principal contracts and other financial
instruments to the extent that the income is attributable to a trade or business of
dealing in such instruments, or is otherwise related to a trade or business (as in the
case of a notional principal contract entered into for the purpose of hedging currency
risk arising from an active trade or business). Any other income derived from such
instruments is, unless specifically covered in another article, dealt with under Article
21 (Other Income).
[104] The first sentence of the paragraph states the longstanding U.S. view
that income earned by an enterprise from the furnishing of personal services is
business profits. Thus, a consulting firm resident in one State whose employees
perform services in the other State through a permanent establishment may be taxed
in that other State on a net basis under Article 7, and not under Article 14
(Independent Personal Services), which applies only to individuals. The salaries of
the employees would be subject to the rules of Article 15 (Dependent Personal
Services).
[105] The paragraph also specifies that the term "business profits" includes
income derived by an enterprise from the rental of tangible personal property. In the
1977 OECD Model Convention this class of income was treated as a royalty, subject to
the rules of Article 12. This rule was changed in the 1992 OECD Model, and the U.S.
Model reflects this change in policy. The inclusion of income derived by an enterprise
from the rental of tangible personal property in business profits means that such
income earned by a resident of a Contracting State can be taxed by the other
Contracting State only if the income is attributable to a permanent establishment
maintained by the resident in that other State, and, if the income is taxable, it can
be taxed only on a net basis. Income from the rental of tangible personal property
that is not derived in connection with a trade or business is dealt with in Article 21
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(Other Income).
Paragraph 8
[106] Paragraph 8 incorporates into the Convention the rule of Code section
864(c)(6). Like the Code section on which it is based, paragraph 8 provides that any
income or gain attributable to a permanent establishment or a fixed base during its
existence is taxable in the Contracting State where the permanent establishment or
fixed base is situated, even if the payment of that income or gain is deferred until
after the permanent establishment 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 (Dividends), paragraph 3 of Articles 11 (Interest), 12 (Royalties) and 13
(Gains), Article 14 (Indepen-dent Personal Services) and paragraph 2 of Article 21
(Other Income).
[107] The effect of this rule can be illustrated by the following example.
Assume a company that is a resident of the other Contracting State and that
maintains a permanent establishment in the United States winds up the permanent
establishment's business and sells the permanent establishment's inventory and
assets to a 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 requirement for U.S. taxation is not met in year 3 because the
company has no permanent establishment in the United States, the United States
may tax the deferred income payment recognized by the company in year 3.
Relation to Other Articles
[108] This Article is subject to the saving clause of paragraph 4 of Article 1
(General Scope) of the Model. Thus, if a citizen of the United States who is a resident
of the other Contracting State under the treaty derives business profits from the
United States that are not attributable to a permanent establishment in the United
States, 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,
notwithstanding the provision of paragraph 1 of this Article which would exempt the
income from U.S. tax.
[109] The benefits of this Article are also subject to Article 22 (Limitation on
Benefits). Thus, an enterprise of the other Contracting State and that derives income
effectively connected with a U.S. trade or business may not claim the benefits of
Article 7 unless the resident carrying on the enterprise qualifies for such benefits
under Article 22.

