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TECHNICAL EXPLANATION OF THE CONVENTION BETWEEN
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THE GOVERNMENT OF THE ITALIAN REPUBLIC
FOR THE AVOIDANCE OF DOUBLE TAXATION WITH RESPECT TO
TAXES ON INCOME AND THE PREVENTION OF FRAUD OR FISCAL EVASION

GENERAL EFFECTIVE DATE UNDER ARTICLE 28: (PROPOSED)

Thisisatechnical explanation of the Convention and the Protocol between the United
States and the Italian Republic signed on August 25, 1999 (the “ Convention” and the
“Protocol”). References are made to the Convention between the United States and Italy for the
Avoidance of Double Taxation with Respect to Taxes on Income and the Prevention of Fraud or
Fiscal Evasion, signed on April 17, 1984 (the “prior Convention™). The Convention replaces the
prior Convention.

Negotiations took into account the U.S. Treasury Department’ s current tax treaty policy,
asreflected in the U.S. Treasury Department’s Model Income Tax Convention of September 20,
1996 (the“U.S. Model”) and its recently negotiated tax treaties, the Model Income Tax
Convention on Income and on Capital, published by the OECD in 1992 and amended in 1994,
1995 and 1997 (the “OECD Model”), and recent tax treaties concluded by Italy.

In connection with the negotiation of the Convention and the Protocol, the negotiators
developed and agreed upon a Memorandum of Understanding. The Memorandum of
Understanding is a statement of intent setting forth a common understanding and interpretation
of certain provisions of the Convention and Protocol reached by the delegations of the United
States and Italy acting on behalf of their respective governments. These understandings and
interpretations are intended to give guidance both to the taxpayers and the tax authorities of both
Contracting States in interpreting the relevant provisions of the Convention and Protocol.

The Technical Explanation is an official guide to the Convention and Protocol. It reflects
the policies behind particular Convention and Protocol provisions, as well as understandings
reached with respect to the application and interpretation of the Convention and Protocol.
References in the Technical Explanation to “he” or “his’ should be read to mean “he or she” and
“hisor her.”
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ARTICLE 1

Personal Scope

Paragraph 1

Paragraph 1 of Article 1 provides that the Convention applies to residents of the United
States or Italy except where the terms of the Convention provide otherwise. Under Article 4
(Resident) a person is generally treated as aresident 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, aperson is considered a resident of both Contracting States, Article 4
provides rules for determining a single state of residence. This determination governs for all
purposes of the Convention.

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 isresident in neither State. Paragraph 1 of Article 24 (Non-
Discrimination) appliesto nationals of the Contracting States. Under Article 26 (Exchange of
Information), information may be exchanged with respect to residents of third states.

Paragraph 1 of Article 3 of the Protocol, which is analogous to paragraph 2 of Article 1 of
the U.S. Modél, 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). The list in paragraph 2 contains examples of benefits not to be
restricted and is not intended to be exhaustive. The relationship between the non-discrimination
provisions of the Convention and other agreements is not addressed in this provision, but in
paragraph 2 of Article 3 of the Protocol.

For example, if adeduction would be alowed under the U.S. Internal Revenue Code (the
"Code") in computing the U.S. taxable income of aresident of Italy, the deduction alsois
allowed to that person in computing taxable income under the Convention. Paragraph 1 of
Article 3 of the Protocol also means that the Convention may not increase the tax burden on a
resident of a Contracting States beyond the burden determined under domestic law. Thus, aright
to tax given by the Convention cannot be exercised unless that right also exists under internal
law.

It follows that under the principle of paragraph 1 of Article 3 of the Protocol ataxpayer'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 example, assume that
aresident of Italy 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. Oneis profitable and the other incurs aloss. Under the Convention, the income of
the permanent establishment is taxable, and both the profit and loss of the other two businesses
areignored. 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 al 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.

Similarly, nothing in the Convention can be used to deny any benefit granted by any
other agreement between the United States and Italy. For example, if certain benefits are
provided for military personnel or military contractors under a Status of Forces Agreement
between the United States and Italy, those benefits or protections will be available to residents of
the Contracting States regardless of any provisionsto the contrary (or silence) in the Convention.

Paragraph 2 of Article 3 of the Protocol, which is analogous to paragraph 3 of Article 1 of
the U.S. Model, specifically relates to non-discrimination obligations of the Contracting States
under other agreements. The provisions of this paragraph are an exception to the rule provided in
paragraph 1 of Article 3 of the Protocol under which the Convention shall not restrict in any
manner any benefit now or hereafter accorded by any other agreement between the Contracting
States.



Subparagraph (a) of paragraph 2 of the Protocol’ s Article 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.

Subparagraph (b) of that paragraph provides that, unless the competent authorities
determine that a taxation measure is not within the scope of this Convention, the non-
discrimination obligations of this Convention exclusively shall apply with respect to that
measure, except for such national treatment or most-favored-nation ("MFN") obligations as may
apply to trade in goods under the General Agreement on Tariffsand 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.

Subparagraph (c) of that paragraph defines a"measure” broadly. It would include, for
example, alaw, regulation, rule, procedure, decision, administrative action or guidance, or any
other form of governmental action or guidance.

Paragraph 2

Paragraph 2 of Article 1 of the Convention contains the traditional saving clause found in
U.S. tax treaties. The Contracting States reserve their rights, except as provided in paragraph 3,
to tax their residents and citizens as provided in their internal laws, notwithstanding any
provisions of the Convention to the contrary. For example, if aresident of Italy performs
independent personal servicesin the United States and the income from the servicesis not
attributable to afixed base in the United States, Article 14 (Independent Personal Services)
would by its terms prevent the United States from taxing the income. If, however, the resident of
Italy is aso acitizen 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)). However, paragraph 3(a) of this Article
preserves the benefits of special foreign tax credit rules applicable to the U.S. taxation of certain
U.S. income of itscitizensresident in Italy. See paragraph 4 of Article 23 (Relief from Double
Taxation).

For purposes of the saving clause, "residence” is determined under Article 4 (Resident).
Thus, if an individual who isnot aU.S. citizen isaresident of the United States under the Code,
and isalso aresident of Italy under itslaw, and that individual has a permanent home available
to himin Italy and not in the United States, he would be treated as a resident of Italy under
Article 4 and for purposes of the saving clause. The United States would not be permitted to
apply its statutory rulesto that person if they are inconsistent with the treaty. Thus, an individual
whoisaU.S. resident under the Internal Revenue Code but who is deemed to be aresident of



Italy under the tie-breaker rules of Article 4 (Resident) 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 aforeign 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 aresult, other U.S. citizens or residents might be deemed to be 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).

Under paragraph 1 of Article 1 of the Protocol, each Contracting State also reservesits
right to tax former citizens and long-term residents whose |oss of citizenship or long-term
residence had as one of its principal purposes the avoidance of tax. The United States generally
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
alawful permanent resident of the United Statesin at least 8 of the prior 15 taxable years. An
individual shall not be treated as alawful permanent resident for any taxable year if such
individual istreated as aresident of aforeign country under the provisions of atax 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 aformer
citizen or long-term resident is taxabl e in accordance with the provisions of section 877 of the
Code.

Paragraph 3

Some provisions are intended to provide benefits to citizens and residents even if such
benefits do not exist under internal law. Paragraph 3 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 2:

(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 5 and 6 of Article 18 (Pensions, Etc.) deal with child support and alimony
payments, and pension fund contributions, respectively. The inclusion of paragraph 5, which
exempts child support payments and alimony from taxation by the State of residence of the
recipient, meansthat if aresident of Italy pays child support or alimony 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.

(4) Article 24 (Non-Discrimination) requires one Contracting State to grant national
treatment to residents and citizens of Italy in certain circumstances. Excepting this Article from
the saving clause requires, for example, that the United States give such benefitsto aresident or
citizen of Italy even if that person is a citizen of the United States.



(5) 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 aterm that differs from the internal law definition. Aswith
the foreign tax credit, these benefits are intended to be granted by a Contracting State to its
citizens and residents. In addition, asin the prior Convention, paragraph 2 of Article 1 of the
Protocol provides that the saving clause does not override the exemption from tax of social
security benefits provided in paragraph 2 of Article 18 of the Convention for individuals who are
citizens of the residence State even if they are citizens of both States; and it does not override the
special rule of Article 4 of the Protocol relating to U.S. citizensresident in Italy who are partners
of aU.S. partnership. The exception to the saving clause with respect to social security benefits
means that if the United States makes a social security payment to aresident of Italy whoisa
citizen of both the United States and Italy, only Italy can tax that payment.

Subparagraph (b) of paragraph 3 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: tax treatment of government service salaries and pensions
under Article 19 (Government Service); certain income of visiting professors and teachers under
Article 20 (Professors and Teachers) and students and trainees under Article 21 (Students and
Trainees); and the income of diplomatic agents and consular officers under Article 27
(Diplomatic Agents and Consular Officials).

ARTICLE 2
Taxes Covered

This Article specifies the U.S. and Italian taxes to which the Convention applies. 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 (Non-
Discrimination) and 26 (Exchange of Information). Article 24 applies with respect to all taxes,
including those imposed by state and local governments. Article 26 applies with respect to all
taxes imposed at the national level.

Paragraph 1
Paragraph 1 is based on the OECD Model and explains that the Convention appliesto

income taxes imposed on behalf of either Contracting State; this covers taxes on total income or
any part of income and includes tax on gains derived from property. The Convention does not



apply to payroll taxes. Nor does it apply to property taxes, except with respect to Article 24
(Non-Discrimination).

Paragraph 2

Subparagraph 2(a) provides that the existing United States covered taxes are the Federal
income taxes imposed by the Code, together with the excise taxes imposed with respect to
insurance premiums paid to foreign insurers (Code sections 4371 through 4374) and with respect
to private foundations (Code sections 4940 through 4948). With respect to the excise tax on
insurance premiums, paragraph 3 of Article 1 of the Protocol provides that the Convention
applies only to the extent that the Italian insurer does not reinsure those risks with aresident of a
country with which the United States does not have an income tax convention providing an
exemption from this tax. Although they may be regarded as income taxes, social security taxes
(Code sections 1401, 3101, 3111 and 3301) are specifically excluded from coverage. Except with
respect to Article 24 (Non-Discrimination), state and local taxes in the United States are not
covered by the Convention.

In this Convention, unlike the prior Convention, 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.

Subparagraph 2(b) specifiesthat the existing Italian covered taxes are the individual
income tax; the corporation income tax; and that portion of the regional tax on productive
activities (commonly known as IRAP) that is considered to be an income tax pursuant to
paragraph 2(c) of Article 23 (Relief from Double Taxation) of the Convention.

Under paragraph 3, the Convention will apply to any taxes that are identical, or
substantially similar, to those enumerated in paragraph 2, 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.

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 judicia decisionsrelating to the
Convention.

ARTICLE 3
General Definitions




Paragraph 1

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 (Resident). 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.
Thislatter condition alows flexibility in the interpretation of the treaty in order to avoid
unintended results. Terms that are not defined in the Convention are dealt with in paragraph 2.

Subparagraph 1(a) defines the term "person” to include an individual, atrust, 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).

The term "company" is defined in subparagraph 1(b) as a body corporate or an entity
treated as a body corporate for tax purposes. Although the Convention does not add “in the State
inwhich it isorganized,” as doesthe U.S. Model, the result should be the same, as the
Commentaries to the OECD Model interpret language identical to that of the Conventionin a
manner consistent with the U.S. Model.

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 aresident of a Contracting
State and an enterprise carried on by aresident of the other Contracting State. The term
"enterprise” is not defined in the Convention, nor isit defined in the OECD Modél or its
Commentaries. Despite the absence of aclear, 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.

Although subparagraph 1(c) does not include the U.S. Model’ s explicit reference to
fiscally transparent enterprises, the negotiators understood that the terms “ enterprise of a
Contracting State” and “enterprise of the other Contracting State” 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. In accordance with Article 4 (Resident),
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 aresident, if taxed in the hands of resident partners or other owners).
This treatment ensures that an enterprise conducted by such an entity will be treated as carried on
by aresident 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 atrade 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 athird state (e.g., aU.S. corporation doing all of its business
in Italy would still beaU.S. enterprise).

Subparagraph 1(d) defines the term "international traffic." The term means any transport
by aship or aircraft except when the transport is 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 refersto the operator of the ship or aircraft
having its place of effective management in a Contracting State (i.e., being aresident of that
State). The U.S. Model does not include this limitation. The broader definition combines with
paragraph 1 of Article 8 and paragraph 7 of Article 1 of the Protocol to exempt from tax by the
source State income from the rental of containers that is earned both by lessors that are operators
of ships and aircraft and by those lessors that are not (e.g., banks or container leasing
companies).

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
Y ork and Chicago would not be treated as international traffic, whether carried by aU.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 aresident of
Italy (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 anet 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 Italy from anon-U.S. port to, for example, New Y ork, and some of the goods or
passengers continue on to Chicago, the entire transport would be international traffic. Thiswould
be trueif the international carrier transferred the goods at the U.S. port of entry from ashipto a
land vehicle, from a ship to alighter, 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 Convention refers, in the definition of "international traffic," to "such transport” being solely
between places in the other Contracting State, while the OECD Model refersto the ship or
aircraft being operated solely between such places. The Convention’s definition isintended 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 appliesto 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 stopsin aforeign port, would not constitute international traffic.

Subparagraphs 1(e)(i) and (ii) define the term "competent authority” for the United States
and Italy, 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. The Italian competent authority is the Ministry of Finance.

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. For certain purposes, the definition is extended to include the seabed,
subsoil, and superjacent waters 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.

Theterm “Italy” is defined in subparagraph 1(g) to mean the Republic of Italy, including
the territorial sea. Aswith the definition of United States, the definition of Italy is extended for
certain purposes to include the sea bed, subsoil, and superjacent waters of undersea areas
adjacent to the territorial sea of Italy to the extent that Italy exercises sovereignty in accordance
with international law for the purpose of natural resource exploration and exploitation of such
areas.

Theterm "national,” asit relates to the United States and to Italy, is defined in
subparagraphs 1(h)(i) and (ii). Thisterm isrelevant for purposes of Articles 19 (Government
Service) and 24 (Non-Discrimination). A national of one of the Contracting Statesis

(1) an individual who isacitizen of that State, and

(2) any legal person, partnership or association deriving its status as such from the law in
forcein the State where it is established. This definition is closely analogous to that found in the
OECD Model.

Theinclusion of juridical personsin the definition may have significance in relation to
paragraph 1 of Article 24 (Non-Discrimination), which provides that nationals of one
Contracting State may not be subject in the other to any taxes or connected requirements that are
more burdensome than those applicable to nationals of that other State who are in the same
circumstances.

Subparagraph 1(i) defines the term "qualified governmental entity”. This definitionis
relevant for purposes of Articles 4 (Resident), 10 (Dividends), and 11 (Interest), and Article 2 of
the Protocol, regarding limitation on benefits. The term means:

(i) the Government of a Contracting State or of a political subdivision or
local authority of the Contracting State;

(i) aperson wholly owned by a governmental entity described in
subparagraph (i), that satisfies certain organizational and funding standards; and

(iii) apension fund of a person that meets the standards of subparagraphs
(i) and (ii) and that provides government service pension benefits, described in



Article 19 (Government Service).

A gqualified governmental entity described in subparagraphs (ii) and (iii) may not engage in any
commercia activity. Paragraph 4 of Article 1 of the Protocol provides a non-exclusive list of
entities that constitute qualified governmental entities. In the case of the United States, the list
includes the Federal Reserve Banks, the Export-Import Bank, and the Overseas Private
Investment Corporation. In the case of Italy, the list includes La Banca d'’ Italia (the Central
Bank), L’ Istituto per il Commercio con |’ Estero (the Foreign Trade Institute), and L’ Istituto per
I’ Assicurazione del Credito all’ Esportazione (the Official Insurance Institute for Export Credits).

Paragraph 2

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 otherwise. If the meaning of aterm
cannot be readily determined under the law of a Contracting State, or if thereisaconflict in
meaning under the laws of the two States that creates difficulties in the application of the
Convention, the competent authorities, pursuant to 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 Stete.

Although paragraph 2 does not explicitly state 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 asin effect at the time the treaty was signed, this result is understood to apply.

This 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, refersto 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. Thus, flexibility
in defining terms is necessary and permitted.

ARTICLE 4
Resident

This Article sets forth rules for determining whether a person is aresident of a
Contracting State for purposes of the Convention. As a general matter only residents of the
Contracting States may claim the benefits of the Convention. The treaty definition of residenceis
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 aresident, a person also must qualify for benefits
under Article 2 of the Protocol, regarding limitation on benefits, in order to receive benefits



conferred on residents of a Contracting State.

The determination of residence for treaty purposes looks first to a person’s liability to tax
as aresident under the respective taxation laws of the Contracting States. As a general matter, a
person who, under those laws, is aresident of one Contracting State and not of the other need
look no further. For purposes of the Convention, that person is aresident of the State in which he
isresident under internal law. If, however, a person is resident in both Contracting States under
their respective taxation laws, the Article proceeds, where possible, to use tie-breaker rulesto
assign asingle State of residence to such a person for purposes of the Convention.

Paragraph 1

The term "resident of a Contracting State" is defined in paragraph 1. In generd, this
definition incorporates the definitions of residencein U.S. and Italian law 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, place of management, place of incorporation or any other similar
criterion. Except as provided in subparagraph 5(c) of Article 1 of the Protocol, residents of the
United States include aliens who are considered U.S. residents under Code section 7701(b).

Subparagraph 5(c) of Article 1 of the Protocol providesthat aU.S. citizen or aien
lawfully admitted for permanent residence (i.e., a“green card” holder) is, notwithstanding
paragraph 1, to be treated as a U.S. resident for purposes of the Convention and, thereby, entitled
to treaty benefits, only if he has a substantial presence (see Code section 7701(b)(3)), permanent
home, or habitual abode in the United States. If such a person is aresident both of the United
States and Italy, whether or not heisto be treated as aresident of the United States for purposes
of the Convention is determined by the tie-breaker rules of paragraph 2. If, however, heis
resident in the United States and not Italy but has tiesto athird State, in the absence of the
Protocol subparagraph he would always be aresident of the United States, no matter how
tenuous his relationship with the United States relative to that with the third State. Thus, for
example, an individual resident of Mexico who isa U.S. citizen by birth, or who isaMexican
citizen and holds aU.S. green card, but who, in either case, has never lived in the United States,
would not be entitled to Italian benefits under the Convention. On the other hand, aU.S. citizen
employed by aU.S. corporation who is transferred to Mexico for two years but who maintains a
permanent home or habitual abode in the United States would be entitled to treaty benefits. The
fact that aU.S. citizen who does not have close ties to the United States may not be treated as a
U.S. resident under the Convention does not alter the application of the saving clause of
paragraph 2 of Article 1 (Personal Scope) to that citizen. For example, aU.S. citizen who
pursuant to the “ citizen/green card holder” ruleis not considered to be aresident of the United
States still is taxable on his worldwide income under the generally applicable rules of the Code.

Certain entities that are nominally subject to tax but that in practice rarely pay tax aso
would generally be treated as residents and therefore accorded treaty benefits. For example,
RICs, REITsand REMICs are al 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.

Subparagraph (a) of paragraph 1 provides that a person who isliableto 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
Italy 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 in the United States on non-U.S. source income, would not
be considered aresident of the United States for purposes of the Convention. (See Code section
7701(b)(5)(B)). Similarly, although not stated explicitly in this Article, an enterprise of Italy with
a permanent establishment in the United States is not, by virtue of that permanent establishment,
aresident of the United States. The enterprise generaly is subject to U.S. tax only with respect to
itsincome that is attributable to the U.S. permanent establishment, not with respect to its
worldwide income, as it would beif it were a U.S. resident.

Subparagraph 5(a) of Article 1 of the Protocol, which is analogous to subparagraph 1(b)
of Article 4 of the U.S. Model, provides that certain tax-exempt entities such as pension funds
and charitable organizations will be regarded as residents regardless of whether they are
generaly 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’ isintended to
encompass employee benefits such as health and disability benefits.

Theinclusion of this provision isintended to clarify the generally accepted practice of
treating an entity that would be liable for tax as aresident under the internal law of a state but for
a specific exemption from tax (either complete or partial) as aresident of that state for purposes
of paragraph 1 of Article 4. The reference to a general exemption isintended 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,
aU.S. pension trust, or an exempt section 501(c) organization (such asaU.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.

Subparagraph 5(b) of Article 1 of the Protocol, which is analogous to subparagraph 1(c)
of Article4 of the U.S. Model, specifiesthat a qualified governmental entity (as defined in
Article 3) isto be treated as aresident of that State.

Fiscally transparent entities such as partnerships and certain estates and trusts present
special issues. Subparagraph (b) of paragraph 1 of Article 4 addresses income derived or paid by
apartnership, estate, or trust. Subparagraph 5(c) of Article 1 of the Protocol clarifies that the
provisions of subparagraph 1(b) of Article 4 apply to determine the residence of an entity that is
treated as fiscally transparent under the laws of either Contracting State. Thus, although the
language of subparagraph (b) of paragraph 1 of Article 4, as clarified by the Protocol, differs
from the language of subparagraph 1(d) of Article 4 of the U.S. Model, the results are intended to
be the same.



In general, subparagraph (b) of paragraph 1 of Article 4, as clarified by the Protocal,
relates to entities that are not subject to tax at the entity level, as distinct from entities that are
subject to tax, but with respect to which tax may be relieved under an integrated system. 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 subparagraph also appliesto U.S.
limited liability companies ("LLC’s) that are treated as partnerships for U.S. tax purposes.

This subparagraph provides that an item of income derived by such afiscally transparent
entity will be considered to be derived by aresident of a Contracting State if theresident is
treated under the taxation laws of the State where he is resident as deriving the item of income.
For example, if a corporation resident in Italy distributes a dividend to an entity that is treated as
fiscally transparent for U.S. tax purposes, the dividend will be considered derived by aresident
of the United States only to the extent that the taxation laws of the United States treat one or
more U.S. residents (whose status as U.S. residents is determined, for this purpose, under U.S.
tax laws) as deriving the dividend income for U.S. tax purposes. In the case of a partnership, the
persons who are, under U.S. tax laws, treated as partners of the entity would normally be the
persons whom the U.S. tax laws would treat as deriving the dividend income through the
partnership. Thus, it also follows that persons whom the U.S. treats as partners but who are not
U.S. residents for U.S. tax purposes may not claim a benefit for the dividend paid to the entity
under the Convention. Although these partners are treated as deriving the income for U.S. tax
purposes, they are not residents of the United States for purposes of the treaty. If, however, they
are treated as residents of athird country under the provisions of an income tax convention
which that country has with Italy, they may be entitled to claim a benefit under that convention.
In contrast, if an entity is organized under U.S. laws and is classified as a corporation for U.S.
tax purposes, dividends paid by a corporation resident in Italy to the U.S. entity will be
considered derived by aresident of the United States since the U.S. corporation is treated under
U.S. taxation laws as aresident of the United States and as deriving the income.

These results would obtain even if the entity were viewed differently under the tax laws
of Italy (e.g., as not fiscally transparent in the first example above where the entity istreated as a
partnership for U.S. tax purposes or asfiscally transparent in the second example where the
entity is viewed as not fiscally transparent for U.S. tax purposes). These results also follow
regardless of where the entity is organized, i.e., in the United States, Italy, or in athird country.
For example, income from sources in Italy received by an entity organized under the laws of
Italy, which istreated for U.S. tax purposes as a corporation and is owned by a U.S. shareholder
whoisaU.S. resident for U.S. tax purposes, is not considered derived by the shareholder of that
corporation even if, under the tax laws of Italy, the entity istreated as fiscally transparent.
Rather, for purposes of the treaty, the income is treated as derived by an entity resident in Italy.
These results also follow regardless of whether the entity is disregarded as a separate entity
under the laws of one jurisdiction but not the other, such as a single owner entity that is viewed
asabranch for U.S. tax purposes and as a corporation for tax purposes of Italy.

The taxation laws of a Contracting State may treat an item of income, profit or gain as
income, profit or gain of aresident of that State even if, under the taxation laws of that State, 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 asincome or gain of aresident 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.

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.

These principles also apply to trusts to the extent that they are fiscally transparent in
either Contracting State. For example, if X, aresident of Italy, creates arevocable trust and
names persons resident in athird 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'srules. If Italy has
no rules comparable to those in sections 671 through 679 then it is possible that under Italy's law
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 Italy only to the extent that the laws of Italy treat residents of Italy as deriving the
income for tax purposes.

Paragraph 2

If, under the laws of the two Contracting States, and, thus, under paragraph 1, an
individual is deemed to be aresident of both Contracting States, a series of tie-breaker rules are
provided in paragraph 2 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 isinconclusive because the individual has a
permanent home available to him in both States, he will be considered to be aresident 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 aresident 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 aresident of his Contracting State of citizenship. If heisa 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
Dual residents other than individuals (such as companies, trusts or estates) are addressed
by paragraph 4. If such aperson 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 Convention.

ARTICLE S



Permanent Establishment

This Article defines the term "permanent establishment,” aterm 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 aresident 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 aresident of the other State only when the
income is not attributable to a permanent establishment or fixed base that the recipient hasin the
source State. The concept is also relevant in determining which Contracting State may tax certain
gains under Article 13 (Capital Gains) and certain "other income" under Article 22 (Other
Income).

Paragraph 1

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 enterpriseiswholly or partly carried on. Asindicated in the OECD Commentaries (see
paragraphs 4 through 8), a general principle to be observed in determining whether a permanent
establishment existsis 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 foreseeabl e that the enterprise’s use of this building or other physical location will be
more than temporary.

Paragraph 2

Paragraph 2 lists a number of types of fixed places of business that constitute a
permanent establishment. Thislist isillustrative and non-exclusive. According to paragraph 2,
the term permanent establishment includes a place of management, a branch, an office, afactory,
aworkshop, and amine, quarry or other place of extraction of natural resources (including an oil
or gas well).

Subparagraph 2(g) of Article 5, in combination with paragraph 6 of Article 1 of the
Protocol, provides rules (found in paragraph 3 of Article 5 of the U.S. Model) to determine
whether a building site or a construction, assembly or installation project, or an installation or
drilling rig or ship used for the exploration or development of natural resources constitutes a
permanent establishment for the contractor, driller, etc. An activity does not create a permanent
establishment unless the site, project, etc. lasts or continues for more than twelve months. It is
only necessary to refer to "exploration and development” and not "exploitation” in this context
because exploitation activities are defined to constitute a permanent establishment under
subparagraph (f) of paragraph 2. Thus, adrilling rig does not constitute a permanent
establishment if awell isdrilled in only six months, but if production begins in the following
month the well becomes a permanent establishment as of that date.



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 beginsin
a Contracting State. A series of contracts or projects by a contractor that are interdependent both
commercialy 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.
Severa drilling rigs operated by adrilling contractor in the same sector of the continental shelf
also normally would be treated as a single project.

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 sub-
contractor 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 ison asite
intermittently, then, for purposes of applying the 12-month rule, 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)

These interpretations of the Article are based on the Commentary to paragraph 3 of
Article 5 of the OECD Model, which contains language that is substantially the same asthat in
the Convention (except for the absence in the OECD Model of arulefor drilling rigs). These
interpretations are consistent with the generally accepted international interpretation of the
relevant language in this provision.

Paragraph 3

This paragraph contains exceptions to the genera rule of paragraph 1, 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
afixed 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, the news bureau of a newspaper would not constitute a permanent
establishment of the newspaper.

Subparagraph (f) of the U.S. Model, regarding a combination of the above activities, was
not included in the Convention. Italy is unwilling to make a commitment that all or several of the
activities enumerated in subparagraphs (@) through (€) may be undertaken in combination
without constituting a permanent establishment. Nor do they accept the OECD Model on this
point. Rather, they follow the 1963 OECD Model and judge actual cases on the relevant facts



and circumstances as to whether the combination of activities constitutes a permanent
establishment.

Paragraph 4

Paragraphs 4 and 5 specify when activities carried on by an agent on behalf of an
enterprise create a permanent establishment of that enterprise. Under paragraph 4, a dependent
agent of an enterprise is deemed to be a permanent establishment of the enterpriseif the agent
has and habitually exercises an authority to conclude contracts in the name of the enterprise. If,
however, the agent’ s activities are limited to the purchase of goods or merchandise for the
enterprise, the agent is not a permanent establishment of the enterprise.

The Convention uses the OECD Model term “in the name of that enterprise” rather than
the U.S. Model term “binding on the enterprise”. There is no substantive difference. Asindicated
in paragraph 32 to the OECD Commentaries on Article 5, the application of the provision is not
limited to “an agent who enters into contracts literally in the name of the enterprise; the
paragraph applies equally to an agent who concludes contracts which are binding on the
enterprise, even if those contracts are not actually in the name of the enterprise.”

The contracts referred to in paragraph 4 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 5

Under paragraph 5, 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.

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.

In determining whether the agent is economically independent, arelevant factor isthe
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 the
activitiesit performsis not economically independent and therefore is not described in paragraph
5.

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 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 6

This paragraph clarifies that acompany that is aresident 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, acompany that is aresident 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
5 of the Article. Whether a company is a permanent establishment of arelated company,
therefore, is based solely on those factors and not on the ownership or control relationship
between the companies.

ARTICLE 6
Income from Immovable Property

Paragraph 1

The first paragraph of Article 6 states the general rule that income of aresident 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). 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.

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.

The Convention does not include paragraph 5 of Article 6 of the U.S. Model, regarding a
taxpayer’ s ability to be taxed on a net basis on income from real property. However, U.S.
internal law provides for such an election and Italian internal law contains a provision that
approximates net basis taxation for income from real property.

Paragraph 2

The terms “immovable property” and "real property” are defined in paragraph 2 by
reference to the internal law definition in the situs State. In the case of the United States, the term
“real property” hasthe meaning given to it by Reg. § 1.897-1(b). The Convention includes the
term “immovable property” asthat isthe term used in the domestic laws of Italy.

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 anet taxation 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 (Capital 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 (Capital Gains). Finaly,
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 (Capital Gains).

Paragraph 4

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 aresident of the other Contracting Statein
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.

ARTICLE7
Business Profits

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

Paragraph 1 states the general rule that business profits of an enterprise of one
Contracting State may not be taxed by the other Contracting State unless the enterprise carries on
businessin 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 anet basis and only on
theincome that is attributabl e to the permanent establishment. This paragraph is identical to
paragraph 1 of Article 7 of the OECD Model.

Although the Convention does not include a definition of “profits’, the term is intended
to have the same meaning as under paragraph 7 of Article 7 of the U.S. Model (except for
income from the rental of tangible personal property, which is addressed under Article 12
(Royalties)). Thus, the term "profits’ generally meansincome derived from any trade or
business.

In accordance with this broad definition, the term "profits" includes income attributable
to notional principal contracts and other financial instruments to the extent that theincome is
attributable to atrade or business of dealing in such instruments, or is otherwise related to atrade
or business (asin the case of anotional 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 s, unless specifically covered in another article, dealt with under Article 22 (Other
Income).

The term aso includes income earned by an enterprise from the furnishing of personal
services. Thus, a consulting firm resident in one State whose employees perform servicesin 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 or groups of individuals. The salaries of the employees would be subject to the rules
of Article 15 (Dependent Personal Services).

Paragraph 2

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.

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.



Unlike the U.S. Model, paragraph 2 does not explicitly provide that the business profits
attributed to a permanent establishment include only those profits derived from that permanent
establishment’ s assets or activities. Thisrule nevertheless is understood to apply since, even
though the OECD Model also does not expressly provide such alimitation, it generaly is
understood to be implicit in paragraph 1 of Article 7 of the OECD Model.

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 attributabl e to a permanent establishment on the basis of an apportionment
of thetotal profits of the enterprise. Any such approach, however, must be designed to
approximate an arm’ s length result. This paragraph has not been included in the Convention
because it is unnecessary. The U.S. view isthat paragraphs 2 and 3 of Article 7 authorize the use
of such approaches independently of paragraph 4 of Article 7 of the OECD Model because total
profits methods are acceptable methods for determining the arm’ s length profits of associated
enterprises under Article 9 (Associated Enterprises). Accordingly, it is understood that, under
paragraph 2 of the Convention, it is permissible to use methods other than separate accounting to
determine the arm’ s length profits of a permanent establishment whereit is necessary to do so for
practical reasons, such as when the affairs of the permanent establishment are so closely bound
up with those of the head office that it would be impossible to disentangle them on any strict
basis of accounts.

Paragraph 3

This paragraph isin substance the same as paragraph 3 of Article 7 of the U.S. Model.
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 anet basis. Thisrule is not limited
to expenses incurred exclusively for the purposes of the permanent establishment, but includes a
reasonabl e allocation of expensesincurred for the purposes of the enterprise as awhole, 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 asthey 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.

Asin the prior Convention, but unlike the U.S. Model, the paragraph does not explicitly
state that the expenses that may be considered to be incurred for the purposes of the permanent
establishment are expenses for research and devel opment, interest and other similar expenses.
However, Italy accepts the principle of a reasonable allocation (such asin Treas. Reg. sections
1.861-8 and 1.882-5). It is understood that any issues which might arise in practice may be
discussed through the competent authority mechanism.

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
aroyalty 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.

Paragraph 4

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 whichiitis
apart. This paragraph is essentially identical to paragraph 5 of Article 7 of the OECD Model.
Thisrule 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 materi