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INTRODUCTION

Thisisatechnical explanation of the Convention and Protocol between the United States
of Americaand the Republic of India signed on September 12, 1989 ("the Convention™).
Negotiations took as their starting point the U.S. Treasury Department's draft Model Income Tax
Convention, published on June 16, 1981 ("the U.S. Model"), the Model Double Taxation
Convention published by the United Nations in 1980 ("the U.N. Model") and other treaties of
both countries.

The Technical Explanation is an official guide to the Convention. It reflects the policies
behind particular Convention provisions, as well as understandings reached with respect to the
application and interpretation of the Convention.

The explanations of each article will include explanations of any Protocol provisions
relating to that article.
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ARTICLE 1
Genera Scope

Article 1 provides that the Convention is applicable to residents of the United States or
the Republic of India ("India") except where the terms of the Convention provide otherwise.
Under Article 4 (Residence) a person is treated as a resident of a Contracting State if that person
isunder the laws of that State liable to tax therein by reason of his domicile or other similar
criteria, subject to certain limitations, as described in Article 4. If, however, a person is, under
those criteria, aresident of both Contracting States, a single State of residence (or no state of
residence) is assigned under Article 4. This definition governsfor all provisions of the
Convention. Certain provisions are applicable to persons who may not be residents of either
Contracting State. For example, Article 19 (Remuneration and Pensions in Respect of
Government Service) may apply to a citizen of a Contracting State who isresident in neither.
Paragraph 1 of Article 26 (Nondiscrimination) applies to nationals of the Contracting States.
Under Article 28 (Exchange of Information and Administrative Assistance), information may be
exchanged with respect to residents of third states.

Paragraph 2 of Article 1 describes the relationship between the rules of the Convention,
on the one hand, and the laws of the Contracting States and other agreements between the
Contracting States, on the other. This paragraph makes explicit, on areciprocal basis, the
generally accepted principle that no provision in the Convention may restrict any exclusion,
exemption, deduction, credit or other allowance accorded by the tax laws of the Contracting
States. Thus, for example, if a deduction would be allowed under the Internal Revenue Code
("the Code") in Computing the taxable income of aresident of India, the deduction will be
available to that person in computing income under the treaty. In no event may the treaty
increase the tax burden on residents of the Contracting States. Thus, aright to tax given by the
treaty cannot be exercised by the United States unless that right also exists under the Code.



A taxpayer may always rely on the more favorable Code treatment. This does not mean,
however, that a taxpayer may pick and choose between Code and treaty provisionsin an
inconsistent manner in order to minimize tax. For example, assume aresident of India has three
separate businesses in the United States. One is a profitable permanent establishment and the
other two are trades or businesses which would earn taxable income under the Code but which
do not meet the permanent establishment threshold tests of the Convention. One is 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 are ignored. Under the Code, all
three would be taxable. 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 |.R.B. 1984-1, 10.) If 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 which is not effectively connected with any of his business activitiesin 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 India. For example, if certain benefits or
protections, not found in the Convention, are afforded under a Treaty of Commerce, Friendship,
and Navigation, or similar agreement, 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.

Paragraphs 3 and 4 of Article 1 contain the traditional "'saving clause™ of the U.S.
Model. Under paragraph 3, the United States and India reserve their right, except as provided in
paragraph 4, to tax their residents and citizens as provided in their internal laws, notwithstanding
any Convention provisions to the Contrary. If, for example, an Indian resident performs
independent personal servicesin the United States, heis present in the United States for fever
than 90 days in the taxable year and the income from the servicesis not attributable to afixed
base in the United States, Article 15 (Independent Personal Services) would normally prevent the
United States from taxing the income. If, however, the Indian resident 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 rules. Residence, for the
purpose of the saving clause, is determined under Article 4 (Residence). Thus, for example, if an
individual who isnot aU.S. citizen isaresident of the United States under the Code, and is also
aresident of Indiaunder Indian law, and that individual has a permanent home available to him
in India and not in the United States, he would be treated as aresident of India under Article 4
and this determination would apply 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.
Under paragraph 3 the Contracting States al so reserve their right to tax former citizens whose
loss of citizenship had as one of its principa purposes the avoidance of tax. In the United States,
such aformer citizen is taxable in accordance with the provisions of section 877 of the Code for
10 years following the loss of citizenship.



Paragraph 4 sets forth certain exceptions to the saving clause in cases where its
application would contravene policies reflected in the treaties which are intended to extend a
Contracting State's benefits to its citizens and residents. Paragraph 4(a) lists the provisions of the
Convention which will be applicable to a Contracting State's citizens and residents despite the
general saving clause rule of paragraph 3:

(1) Paragraph 2 of Article 9 (Associated Enterprises) grants the right to a correlative
adjustment, and, particularly, permits the override of the statute of limitations for the purpose of
refunding tax under such a correlative adjustment.

(2) Paragraphs 2 and 6 of Article 20 (Private Pensions, Annuities, Alimony and Child
Support) deal with social security benefits and child support payments. Paragraph 2 of Article 20
provides for the taxation of social security benefits only in the State making the payment.
Excepting this rule from the saving clause means that the United States may not apply the Code
rulesto tax its citizens or residents on Indian social security benefits. Paragraph 6 of Article 20
provides that child support payments by aresident of one Contracting State to a resident of the
other may be taxed only by the State of residence of the payer. The inclusion of this paragraph in
the exceptions to the saving clause means that a child support payment by an Indian resident to a
U.S. resident or citizen will not be taxed by the United States.

(3) Article 25 (Relief from Double Taxation) confers the benefit of aforeign tax credit on
the residents of a Contracting State. To apply the saving clause to this Article would render the
Article meaningless.

(4) Article 26 (Nondiscrimination) prohibits discriminatory taxation by one Contracting
State on the citizens and residents of the other. These prohibitions are intended to apply even if
the citizen or resident is also a citizen or resident of the taxing State.

(5) Article 27 (Mutual Agreement Procedure) may confer a country's benefits on its
citizens and residents by, for example, waiving the statute of limitations for refunds, or by
permitting the competent authorities to use a definition of aterm which differs from the internal
law definition.

These benefits are intended to be granted by a Contracting State to its citizens and residents.

Paragraph 4(b) provides a different set of exceptionsto the saving clause. The benefits
referred to are all intended to be granted by a Contracting State to temporary residents, but not to
permanent residents or, in the case of the United States, citizens. Viewed from the point of view
of the United States as the host country, if beneficiaries of these provisions come to the United
States from India and remain in the United States long enough to become residents under the
Code, but do not acquire immigrant status (i.e., they do not become green card holders) and are
not citizens of the United States, the United States will continue to grant these benefits even if
they conflict with the Code rules. The benefits preserved by this paragraph are the following host
country exemptions: Government service salaries and pensions under Article 19 (Remuneration
and Pensions in Respect of Government Service); certain income of students and apprentices
under Article 21 (Payments Received by Students and Apprentices); certain income of visiting
professors, etc., under Article 22 (Payments Recelved by Professors, Teachers and Research
Scholars); and the income of diplomatic and consular officers under Article 29 (Members of
Diplomatic Missions and Consular Posts).

ARTICLE 2



Taxes Covered

This Article identifies the U.S. and Indian taxes to which the Convention applies. These
are referred to in the Convention as "' United States tax" and "Indian tax™ respectively.

In the case of the United States, asindicated in paragraph 1(a), the covered taxes are the
Federal income taxes imposed by the Code, together with the excise tax imposed on insurance
premiums paid to foreign insurers (Code section 4371). With respect to the tax on insurance
premiums, the Convention applies only to the extent that the risks covered by such premiums are
not reinsured, directly or indirectly, with a person not entitled, under this or any other
Convention, to exemption from the tax. The Article specifies that the Convention does not apply
to the accumulated earnings tax (Code section 531), the personal holding company tax (Code
section 541) or the social security taxes (Code sections 1401, 3101 and 3111). State and local
taxesin the United States are not covered by the Convention.

Providing Convention coverage for the U.S. insurance excise tax effectively exempts
Indian companies which insure U.S. risks from the tax. The tax is applicable under the Code only
when an Indian company earns premiums which are not effectively connected with atrade or
business in the United States. Under Article 7 (Business Profits), the United States cannot subject
the business profits of an Indian enterprise to tax (i.e., to acovered tax) if the income of the
enterprise is not attributable to a permanent establishment which the enterprise hasin the United
States or to sales of goods or performance of activities by the Indian company which is of the
same kind as the goods sold or the activities carried out through the permanent establishment. If
the Indian company sells insurance through a permanent establishment in the United States, and
also sellsinsurance in the United States directly from India, unconnected to the permanent
establishment, under the Code, the income from both parts of the business would be subject to
net basis taxation, and the excise tax would not apply.

Paragraph 1(b) specifies the existing Indian taxes which are covered by the Convention.
They are the income tax, including any surcharge on the income tax, and the surtax. The income
tax on the undistributed income of companies, imposed under the Income Tax Act, isnot a
covered tax.

For purposes of Article 28 (Exchange of Information and Administrative Assistance), the
Convention applies to a broader range of taxes than those enumerated in Article 2. For the
United States, Article 28 appliesto all taxesimposed under Title 26 of the United States Code
(i.e, the Internal Revenue Code). For India, Article 28 appliesto the income tax, the wealth tax
and the gift tax.

Paragraph 1 specifies that the taxes referred to in subparagraphs (a) and (b) do not
include fines, penalties and other amounts payable in respect of default or omission in relation to
the covered taxes.

Under paragraph 2, the Convention will apply to any taxes which 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 September 12, 1989 (the date of signature of the



Convention). The paragraph also provides that the U.S. and Indian competent authorities will
notify each other of significant changesin their taxation laws. Thisrefersto changes which are
of significance to the operation of the Convention. They will also notify each other of official
published material concerning the application of the Convention, such as this technical
explanation, Internal Revenue Service rulings and court decisions.

ARTICLE 3
General Definitions

Paragraph 1 defines a number of basic terms used in the Convention. Some terms are not
defined in the Convention. These are dealt within paragraph 2. 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, which deal with the taxation of those classes of income.

Theterms"India" and "United States" are defined in paragraphs 1(a) and (b),
respectively. Theterm "India' means the territory of India, and is further defined to include
India's continental shelf. The term "United States™ is defined geographically to mean the
territory of the United States, including its continental shelf. Though not specified, thetermis
understood not to include Puerto Rico, the Virgin Islands, Guam or any other U.S. possession or
territory.

The terms "a Contracting State™ and "the State" are defined in paragraph 1(c) to mean
India, depending on the context in which the other Contracting the United States or term is used.

Theterm "tax™ is defined in paragraph 1(d) to mean either Indian tax or United States
tax, depending on the context in which the term is used.

Paragraph 1(e) defines the term " person™ to include an individual, an estate, atrust, a
partnership, a company, and any other body of persons or taxable entity. This definition differs
from that in the U.S. Model only in the addition of "any other taxable entity", which isimplicitly
included by the ™any other body of persons’ language in the U.S. Model.

The term "company" is defined in paragraph 1(f) as a body corporate or an entity treated
as a body corporate for tax purposes. Since the term "body corporate” is not defined in the
Convention, in accordance with paragraph 2 of this Article, it has the meaning which it has under
the law of the Contracting State whose tax is being applied.

The terms "enterprise of a Contracting State” and "'enterprise of the other Contracting
State” are defined in paragraph [(g) 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.

Paragraphs 1(h) defines the term "competent authority” for both the United States and



India. The Indian competent authority is identified as the Central Government in the Ministry of
Finance (Department of Revenue) or their authorized representative. The U.S. competent
authority isidentified as 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 has, in turn, redel egated 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.

Theterm "national” is defined in paragraph 1(i) as an individual who is acitizen or
national of the United States or India. This definition is comparable to that found in the U.S.
Model, except that in that Model the definition isin Article 24 (Nondiscrimination). Since the
term has application in other articlesas well (e.g., Article 19 (Remuneration and Pensionsin
Respect of Government Service)), in this Convention it has been placed among the General
Definitions.

Paragraph 1(j) defines the term "international traffic™, which is significant principally in
relation to Article 8 (Shipping and Air Transport). The term means any transport by a ship or
aircraft operated by an enterprise of a Contracting State except when the vessel is operating
solely between places within the other Contracting State. The exclusion' from international
traffic of transport by, for example, an Indian carrier solely between places within the United
States means that a carriage of goods or passengers between New Y ork and Chicago by the
Indian carrier, if such carriage were possible under U.S. law, would not be treated as
international traffic. The substantive taxing rulesin Article 8 of the Convention relating to the
taxation of income from transport, therefore, would not apply to income from such carriage, and
the United States would not be required to exempt the income under Article 8. The income
would, however, be treated as business profits under Article 7 (Business Profits) and would,
therefore, be taxable in the United States only if attributable to a U.S. permanent establishment,
and then, only on anet basis. The gross basis U.S. tax (Code section 887) would never apply
under the circumstances described. If, however, goods are carried by the Indian carrier from
Bombay to New Y ork, some of the goods are left in New Y ork and the rest are taken to Chicago,
the entire transport would be international traffic.

Severa articles of the Convention use the term "taxable year". Paragraph 1(k) defines the
term, in relation to Indian tax, to mean the "previous year™ as that term is defined in the 1961
Indian Tax Act. Inrelation to U.S. tax, the term is defined in paragraph (a)(23) of section 7701 of
the Code.

Paragraph 2 provides that, in the application of the Convention, any term used but not
defined in the Convention, unless the context requires otherwise, will have the meaning which it
has under the law of the Contracting State whose tax is being applied. If, however, the meaning
of aterm cannot be readily determined under the law of a Contracting State, or if thereisa
conflict in meaning under the laws of the two States which creates problems in the application of
the Convention, the competent authorities may, pursuant to the provisions of paragraph 3 of
Article 27 (Mutual Agreement Procedure), establish a common meaning in order to prevent
double taxation or 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.



ARTICLE 4
Residence

This Article setsforth rules for determining whether a person is aresident of a
Contracting State for purposes of the Convention. Determination of residence is important
because, as noted in the explanation to Article 1 (General Scope), as a general matter only
residents of the Contracting States may claim the benefits of the Convention. The treaty
definition of residence isto be used only for purposes of the Convention.

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. A person who, under
those laws, is aresident of one Contracting State and not of the other need look no further. That
person is aresident 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 one State of residence to such a
person for purposes of the Convention through the use of tie-breaker rules.

Paragraph 1 defines a“resident of a Contracting State”. In general, this definition
incorporates the definitions of residence in U.S. and Indian law, by referring to aresident asa
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. Residents of the United States include aliens who are considered U.S. residents
under Code section 7701(b). U.S. citizens are treated as resident in the United States for purposes
of the Convention. Even though they are not residents of the United States under the Code, it is
appropriate for them to be treated as residents under the Convention because they are taxed by
the United States in the same manner as residents, i.e., on their worldwide income.

If, under paragraph I(a), aperson isliableto tax in a Contracting State only in respect of
income from sources within that State, the person will not be treated as aresident of that
contracting State for purposes of the Convention. Thus, for example, an Indian consular official
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. income, would not be considered a resident of the
United States for purposes of the Convention. Similarly, an Indian enterprise with a permanent
establishment in the United States is not, by virtue of that permanent establishment, a resident of
the United States. The enterpriseis subject to U.S. tax only with respect to itsincome which is
attributable to the U.S. permanent establishment, not with respect to its worldwide income, asis
aU.S. resident.

Under paragraph | (b), a partnership, estate or trust will be treated as aresident of a
Contracting State for purposes of the Convention to the extent that the income derived by such
person is subject to tax in that State as the income of aresident, either in the hands of the person
deriving the income or in the hands of its partners or beneficiaries. Under U.S. law, a partnership
isnever, and an estate or trust is often not, taxed as such. Under the Convention income received
by a partnership, estate or trust will be treated as income received by a U.S. resident only to the



extent such income is subject to tax in the United States as the Income of a U.S. resident. Thus,
for U.S. tax purposes, the question of whether income received by a partnership isreceived by a
resident will be determined by the residence of its partners rather than by the residence of the
partnership itself. To the extent the partners (Ilooking through any partnerships which are
themselves partners) are subject to U.S. tax as residents of the United States, the income received
by the partnership will be treated as income received by a U.S. resident. Similarly, the treatment
under the Convention of income received by atrust or estate will be determined by the residence
for taxation purposes of the person subject to tax on such income, which may be the grantor, the
beneficiaries or the estate or trust itself, depending on the circumstances. This rule regarding the
residence of partnerships, estates or trusts is applied to determine the extent to which that person
is entitled to treaty benefits with respect to income which it receives from the other Contracting
State and the extent to which aresident of the other Contracting State is entitled to treaty benefits
with respect to income paid by such person.

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. The first test
iswhere 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 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 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 by mutual agreement to assign asingle State of residence.

Paragraph 3 seeks to settle dual-residence issues for companies. A company is treated as
resident in the United Statesiif it is created or organized under the laws of the United States or a
political subdivision. If India used the same rule, dual-corporate residence between the United
States and India could never arise. Under its law, however, a corporation is treated as a resident
of Indiaif it is managed and controlled there. Dual residence, therefore, can ariseif aU.S.
corporation is managed in India. Since neither party was prepared to give up its test of corporate
residence under atie-breaker, the paragraph provides that if acompany isresident in both the
United States and India under paragraph 1, that company shall be considered to be outside the
scope of the Convention for most purposes. There are several exceptions. Paragraph 2 of Article
10 (Dividends) applies, such that if adual resident corporation pays a dividend to a non-dual
resident of India, the U.S. paying agent would withhold on that dividend at the appropriate treaty
rate, since reduced withholding is a benefit enjoyed by the non-dual resident of India not by the
dual resident. Similarly, Articles 26 (Nondiscrimination), 27 (Mutual Agreement procedure), 28
(Exchange of Information and Administrative Assistance), and 30 (Entry into Force) apply to
dual resident corporations. Thus, a Contracting State cannot discriminate against a dual resident
corporation; such corporations can bring issues to the competent authorities; and information can
be exchanged with respect to them.

Paragraph 4 deals with the possibility of dual residents other than individuals or



corporations, such as estates or trusts. In the event of dual residence of such persons, the
competent authorities are instructed to settle the matter and determine the mode of application of
the Convention to such persons.

ARTICLES
Permanent Establishment

This Article defines the term "permanent establishment”. This definition 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. It can also be a condition for the imposition of
the branch tax under Article 14 (Permanent Establishment Tax). Since the term "fixed base" in
Article 15 (Independent Personal Services) is understood by reference to the definition of
"permanent establishment", this Articleis also relevant for purposes of Article 14. Articles 10,
11 and 12 (dealing with dividends, interest, and royalties and fees for included services,
respectively) provide for reduced rates of tax by the source State 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 which the recipient hasin the source State.

This Article differsin several significant respects from the U.S. and OECD Model
provisions, principaly by requiring alesser nexus with a country before a permanent
establishment is determined to exist there. This Articleis similar in many respects to Article 5 of
the U.N. Model, and to the permanent establishment definition in U.S. treaties with some other
developing countries.

Paragraph 1 provides the basic definition of the term "permanent establishment”. As used
in the Convention, the term means afixed place of business through which the business of an
enterpriseiswholly or partly carried on.

Paragraph 2 contains alist of fixed places of business (or in the case of subparagraph (1),
an activity) which will constitute a permanent establishment. Thelist isillustrative and non-
exclusive. According to subparagraphs (a) through f) of paragraph 2, the term permanent
establishment includes a place of management, a branch, an office, afactory, aworkshop, and a
mine, quarry or other place of extraction of natural resources. These are all found in the U.S.
Model.

Subparagraphs (g), (h), and (i) provide that an enterprise's warehouse which provides
storage facilities to others, afarm or similar agricultural facility, and a store or other sales outlet
also constitute permanent establishments. While these are not specifically provided for in the
U.S. Moddl, as "fixed places of business through which the business of an enterpriseis carried
on" they are fully consistent with the principles of the Model, and are, therefore, implicitly
contained within the permanent establishment definition in the Model.

Under subparagraph (j), adrilling rig or other installation or structure used for the
exploration or exploitation of natural resources constitutes a permanent establishment only if the



facility is used for an aggregate period exceeding 120 days in a twelve-month period. (See
explanation below of Ad Article 5 of the Protocol for a description of the rule applicable when
the 120 day time period extends over two taxable years.)

Subparagraph (k) provides rules to determine when a building site or a construction,
assembly or installation project constitutes a permanent establishment. Only if the site, project,
etc. lasts for more than 120 days in a twelve-month period does it constitute a permanent
establishment. The time spent on supervisory activities connected with the project or activity is
included in determining whether the 120-day test has been met. A series of construction sites or
projects are to be combined for purposes of applying the time threshold test. The 120-day period
begins when work physically beginsin a Contracting State. (See explanation below of Ad Article
5 of the protocol for adescription of the rule applicable when the 120 day time period extends
over two taxable years.)

Subparagraph (1) provides the rule for determining the conditions under which the
activity of furnishing services, through employees or other personnel, constitutes a permanent
establishment. These rules apply only to the provision of services which are not considered to be
"included services", asthe term is defined in Article 12 (Royalties and Fees for Included
Services). Under the subparagraph, the furnishing of services givesrise to a permanent
establishment if either the activity continues for an aggregate of more than 90 daysin atwelve
month period, or the services are performed for a person related to the enterprise providing the
services. In the latter case, no time threshold test must be met for a permanent establishment to
exist. The determination of whether persons are related for purposes of thistest is madein
accordance with the rules of Article 9 (Associated Enterprises). Under the U.S. Model such
activities would constitute a permanent establishment only if they are exercised through a fixed
place of business or by a dependent agent. (See explanation below of Ad Article 5 of the
Protocol for adescription of the rule applicable when the 90 day time period extends over two
taxable years.)

Paragraph | of the Protocol (Ad Article 5) provides a rule which applies with respect to
subparagraphs; (j), (k) and (1) of paragraph 3, all of which include time tests for the existence of
a permanent establishment. The Protocol rule deals with cases in which the time threshold
specified in the particular subparagraph has been met, and that time period extends over two
taxable years. The Protocol article states that a permanent establishment will not be considered to
exist in any year in which the facility is used or the activity is carried on for a period of less than
30 daysin that year. A permanent establishment will exist in the other taxable year and the
enterprise will be subject to tax in that year, in accordance with the provisions of Article 7
(Business Profits), but only with respect to income arising in that other year.

For example, subparagraph (1) providesthat a U.S. enterprise will have a permanent
establishment in Indiaif it provides the services of its employeesin Indiafor a period of more
than 90 days in a 12-month period. If employees are performing servicesin India from December
20, 1989 through March 20, 1990, that activity will constitute a permanent establishment because
it continues for 91 days in a twelve-month period. Since the 91 days span two calendar years and
fewer than 30 days are in one of those years, absent the rulein Ad Article 5 of the protocol, there
would be a permanent establishment in both years. Under the Ad Article 5 rule, while the period



from December 20 through December 31, 1989 would be counted to determine that the 90 day
threshold test has been net, for purposes of subjecting the enterprise to tax a permanent
establishment will be deemed to exist only in 1990. Thus, there will be no Indian tax on the
income attributabl e to services performed in 1989, and if the enterprise performs similar services
in India during 1989 independent of the permanent establishment, the U.S. enterprise will not be
subject to Indian tax on any income attributabl e to those services under the limited force of
attraction rule of subparagraph (c) of paragraph 1 of Article 7.

Paragraph 3 contains exceptions to the genera rule of paragraph 1 that afixed place of
business through which abusinessis carried on constitutes a permanent establishment. The
paragraph lists a number of activities which may be carried on through a fixed place of business,
but which, nevertheless, will not give rise to a permanent establishment. The use of facilities
solely for storage, display or occasiona delivery of merchandise belonging to an enterprise will
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 occasional delivery, or
solely for the purpose of processing by another enterprise will not give rise to a permanent
establishment of the first-mentioned enterprise. The maintenance of afixed place of business
solely for purchasing goods or collecting information for the enterprise, or solely for activities
that have a preparatory or auxiliary character for the enterprise such as advertising, the supply of
information, or scientific activities, will not constitute a permanent establishment of the
enterprise. A combination of these activities will not give rise to a permanent establishment. The
use of facilities or the maintenance of a stock of goods solely for regular delivery of goods or
merchandise may, however, under the Convention, constitute a permanent establishment since,
unlike the U.S. Modél, it is not specifically excluded.

Paragraphs 4 and 5 specify when the use of an agent will constitute a permanent
establishment. Paragraph 4 specifies three conditions in which a dependent agent will constitute
a permanent establishment. Only thefirst of theseisfound in the U.S. Model. Under
subparagraph 4(a), a dependent agent of an enterprise of a Contracting State will giveriseto a
permanent establishment of the enterprise in the other Contracting State, if the agent has and
habitually exercisesin that other State an authority to conclude contracts in the name of that
enterprise, and his activities are not limited to those activities specified in paragraph 3 which
would not constitute a permanent establishment if carried on by the enterprise through afixed
place of business.

Under subparagraph 4(b), even if the agent has no authority to conclude contracts, he will
giverise to a permanent establishment for the enterprise if he habitually maintains a stock of
goods or merchandise in the other State on behalf of the enterprise and regularly makes
deliveries from that stock, and there have been some additional activities carried on in that other
State on behalf of the enterprise which have contributed to the sale. It is not necessary that these
sales activities be carried out by the agent. They may be carried out by the enterprise itself or by
another agent.

Subparagraph 4(c) contains arule not found in other U.S. treaties. It provides that an
agent who habitually secures orders wholly or ailmost wholly for an enterprise of a Contracting
State will constitute a permanent establishment of the enterprise in the other Contracting State.



Diplomatic notes exchanged at the time of the signing of the Convention explain that in order for
an agent to be treated as habitually securing orders wholly or aimost wholly for the enterprise all
of the following tests must be met:

1. The agent frequently accepts orders for (goods or merchandise on behalf of the
enterprise.

2. Substantially all of the agent's sales-related activities in the other Contracting State
consist of activities for the enterprise.

3. The agent habitually represents to persons offering to buy goods or merchandise that
acceptance of an order by the agent constitutes the agreement of the enterprise to supply goods or
merchandise under the terms or conditions specified in the order.

4. The enterprise takes actions that give purchasers the basis for a reasonable belief that
such person has authority to bind the enterprise.

Under paragraph 5, as ageneral rule, an enterprise will not be deemed to have a
permanent establishment in a Contacting State merely because it carries on businessin 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. If, however, the agent's activities are devoted
wholly or almost wholly on behalf of the enterprise, and transactions between the agent and the
enterprise are on other than an arm’s length basis, the agent will not be considered an
independent agent.

Paragraph 6 clarifies that acompany which is aresident of a Contracting State will not be
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 of whether or not a
permanent establishment exists will be made solely on the basis of the factors described in
paragraphs 1 through 5 of the Article. Whether or not 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 (Real Property)

Paragraph 1 provides 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 which the
property is situated. The paragraph specifies that income from real property includes income
from agriculture and forestry. This Article does not grant an exclusive taxing right to the situs
State, but merely grantsit the primary right to tax. The Article does not impose any limitation in
terms of rate or form of tax on the situs State. As clarified in paragraph 3, the income referred to
in paragraph 1 means income from any use of real property, including, but not limited to, income
from direct use by the owner and rental income from the letting of real property.

Paragraph 2 defines the term "immovable property”, which, asis made clear in thetitle to
the Article and in paragraph 1, is to be understood to have the same meaning as the U.S.
statutory term "real property”. Theterm isto have the same meaning that it has under the law of



the situs country.

Paragraph 4 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, notwithstanding the
requirements of Articles 7 (Business Profits) and 15 (Independent Personal Services) that income
istaxable only if attributable to a permanent establishment or fixed base, respectively, the situs
country may tax the real property income of aresident of the other Contracting State even in the
absence of a permanent establishment or fixed base in the situs State.

The provision in the U.S. Model for abinding election by the taxpayer to be taxed on real
property income on a net basis was not included in the Convention. Both Contracting States
provide for net basis taxation of such income under internal law, and, therefore, an election
provision is not needed.

ARTICLE 7
Business Profits

This Article provides the rules for the taxation by a Contracting State of the business
profits of an enterprise of the other Contracting State. The general rule isfound in paragraph 1,
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. Where that condition is met, the State in which the permanent
establishment exists may tax the income of the enterprise, but only so much of theincome asis
attributable to
(a) that permanent establishment;
(b) salesin that State of goods or merchandise of the same or similar kind as those
sold through that permanent establishment; or
(c) other business activities carried on in that State of the same or similar kind as
those effected through that permanent establishment.

Thislimited force of attraction ruleis similar to therule in Article 7 of the U.N. Model. Therule
in Article 7 of the U.S. Model is different, limiting the taxation of business profits to income
attributable to that permanent establishment.

Paragraph 2 provides rules for the proper attribution of business profits to a permanent
establishment. It provides that the Contracting States will attribute to a permanent establishment
the profits which it would have earned had it been an independent entity, engaged in the same or
similar activities under the same or similar circumstances and dealing wholly at arm’s length
with the enterprise of which it is a permanent establishment and other enterprises controlling,
controlled by, or subject to the same control as that enterprise. The computation of the 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 income. The
profits attributable to a permanent establishment may be from sources within or without a



Contracting State. Thus, certain items of foreign source income described in section 864(c)(4)(B)
of the Code may be attributed to a U.S. permanent establishment of an Indian enterprise and
subject to tax in the United States. The concept of "attributable to" in the Convention is narrower
than the concept of "effectively connected” in section 864(c) of the Code. The limited "force of
attraction” rule in Code section 864(c)(3), therefore, is not applicable under the Convention.

Paragraph 2 concludes with two sentences not found in the comparable provision of the
U.S. Model. These sentences state that the profits attributable to the permanent establishment
may be estimated on a reasonable basisif the correct amount is either incapable of determination
or exceptionally difficult to determine and if the result isin accordance with the principles
contained in the business profits article. The United States expects that this rule would be applied
only in unusual cases.

Paragraph |11 of the Protocol elaborates on paragraphs 1 and 2 of Article 7, paragraph 4
of Article 10 (Dividends), paragraph 5 of Article 11 (Interest), paragraph 6 of Article 12
(Royalties and Fees for Included Services), paragraph 1 of Article 15 (Independent Personal
Services), and paragraph 2 of Article 23 (Other Income). This Protocol paragraph incorporates
the principle of Code section 864(c)(6) into the Convention. Like the Code section on whichitis
based, Paragraph I11 of the protocol provides that any income or gain attributable to a permanent
establishment (or, in the context of Articles 10, 11, 12, 15, and 23, afixed base as well) during
its existence is taxable in the Contracting State where the permanent establishment (or fixed
base) is situated even if the payments are deferred until after the permanent establishment (or
fixed base) no longer exists.

Paragraph 3 provides that in determining the business profits of a permanent
establishment, deductions shall be alowed for expenses incurred for the purposes of the
permanent establishment. Deductions are to be allowed regardless of where the expenses are
incurred. The paragraph specifies that a deduction isto be allowed for areasonable allocation of
expenses for research and development, interest, executive and general administrative expenses
and other expenses incurred for the purposes of the enterprise as a whole (or the part thereof
which includes the permanent establishment). The language of this paragraph differs from that in
the U.S. Model in one significant respect. Under the U.S. Model deductions are not subject to the
limitations of local law which may conflict with the general principle of the paragraph.
Paragraph 3 in the Convention provides for such deductions in accordance with the provisions of
and subject to the limitations of the taxation laws of the State in which the permanent
establishment is situated.

Indian law limits certain deductions of a permanent establishment with respect to head
office expenditures. The deduction of amounts characterized as executive and general
administration expenditures (not interest) is capped at five percent of the adjusted total income of
the permanent establishment. This limitation was included in the Convention because of the
difficulties India has had in verifying claimed deductions for head office expenses and because
of the desire of the Indians to avoid litigation on thisissue. In practice, the Indian taxing
authority does not inquire extensively into deductions that do not exceed the five percent cap.
The amount permitted to be deducted is understood by Indiato be an approximate average of
head office executive and general administrative expense incurred by non-Indian companies for



the purpose of their permanent establishmentsin India. However, the rule does not provide
absolute certainty that U.S. companies with a permanent establishment in Indiawill be ableto
deduct from their income subject to Indian tax the entire amount of head office expense incurred
for the purpose of the permanent establishment.

Ad Article 7 under Paragraph 11 of the protocol states the understanding of the
Contracting States that the deduction of executive and general administrative expenses shall in
no case be |ess than that allowable under the Indian Income Tax Act as on the date of signature
of the Convention (September 12, 1989).

Paragraph 3 also states that, with two exceptions, a permanent establishment will not be
allowed to deduct amounts it pays to the head office, or any other office, of the enterprise as
royalties, fees or other similar paymentsin return for the use of patents, know-how or other
rights, as commissions or other charges for specific services performed or for management, or as
interest on moneys lent to the permanent establishment. The rule denying deductions for such
payments does not apply to amounts paid as reimbursement of actual expenses or as interest on
moneys lent to the permanent establishment of a banking enterprise. Such payments made by the
head office or any other office of the enterprise to a permanent establishment are similarly
treated in determining the permanent establishment's profits. This provision is similar to therule
in Article 7(3) of the U.N. Model.

Paragraph 4 provides that no business profits will be attributed to a permanent
establishment merely because it purchases goods or merchandise for the enterprise of whichiitis
a permanent establishment. This rule refers to a permanent establishment which performs more
than one function for the enterprise, including purchasing. For example, the permanent
establishment may purchase raw materials for the enterprise's manufacturing operation and sell
the manufactured output. While business profits may be attributable to the permanent
establishment with respect to its sales activities, no profits are attributable with respect to its
purchasing activities. If the sole activity were the purchasing of goods or merchandise for the
enterprise the issue of the attribution of income would not arise, because, under subparagraph
3(d) of Article 5 (Permanent Establishment), there would be no permanent establishment.

Paragraph 5 states that the business profits attributed to a permanent establishment are
only those derived from its assets or activities. As noted in connection with paragraph 2 of this
Article, the Code concept of effective connection, with its limited "force of attraction”, is not
incorporated into the Convention except to alimited extent as described in connection with
paragraph 1 of this Article.

Paragraph 6 explains the relationship between the provisions of Article 7 and other
provisions of the Convention. Under paragraph 6, where business profits include items of income
that are dealt with separately under other articles of the Convention, the provisions of those
articles will take precedence over the provisions of Article 7 except where those articles provide
otherwise. Thus, for example, the taxation of interest will be determined by the rules of Article
11 (Interest), and not by Article 7, except where, as provided in paragraph 5 of Article 11, the
interest is attributable to a permanent establishment, in which case the provisions of Article 7

apply.



Paragraph 7 defines the term "business profits" as used in the Convention to mean
income derived from any trade or business including income from services other than "fees for
included services' as defined in Article 12 (Royalties and Fees for Included Services) and
including income from the rental of tangible personal property other than income from the rental
of property described in paragraph 3(b) of Article 12. Thus, service income (other than fees for
included services) is subject to tax in a Contracting State to the extent provided under Article 7,
subject to the principle of paragraph 6, described above. Also, rental income from tangible
personal property (other than payments received for the use of, or the right to use, any industrial,
commercial, or scientific equipment) is subject to tax in a Contracting State to the extent
provided under Article 7. The comparable provision in the U.S. Model provides a generd
definition which says that the term "business profits’ means income derived from any trade or
business. The definition in the Convention specifically identifies the residual categories of
income from services and tangible personal property as business profitsin order to clarify the
interaction of Articles 7 and 12. The exclusion from the term "business profits' of feesfor
included services defined in Article 12 and rental of property described in paragraph 3(b) of
Article 12 isintended to apply only in cases where paragraph 6 of Article 12 isinapplicable to
such income items. In other words, where such income items are attributable to a permanent
establishment in a Contracting State, such items shall be considered business profits to which
Article 7 applies.

This Article is subject to the saving clause of paragraph 3 of Article 1 of the Convention.
Thus, if, for example, acitizen of the United States who is aresident of India derives business
profits from the United States which is not attributable to a permanent establishment in the
United States, the United States may tax those profits as part of the worldwide income of the
citizen, notwithstanding the provisions of this Article under which such income derived by a
resident of Indiais exempt from U.S. tax.

ARTICLE 8
Shipping and Air Transport

This Article provides the rules which govern the taxation of profits from the operation of
ships and aircraft in international traffic. The term "international traffic” is defined in paragraph
1(j) of Article 3 (General Definitions) to mean any transport by ship or aircraft operated by an
enterprise of a Contracting State, except when the ship or aircraft is operated solely between
places within the other Contracting State.

Paragraph 1 provides that profits derived by an enterprise of a Contracting State from the
operation in international traffic of ships or aircraft shall be taxable only in that Contracting
State. By virtue of paragraph 6 of Article 7 (Business Profits), profits of an enterprise of a
Contracting State that are exempt in the other Contracting State under this paragraph remain
exempt even if the enterprise has a permanent establishment in that other Contracting State.

Paragraph 2 defines profits from the operation of ships or aircraft in international traffic
as profits derived by an enterprise described in paragraph 1 from the transportation by sea or air



respectively of passengers, mail, livestock or goods carried on by the owners or lessees or
charterers of ships or aircraft. Such transportation includes the sale of tickets for such
transportation on behalf of other enterprises, other activity directly connected with such
transportation, and rental of ships or aircraft incidental to any activity directly connected with
such transportation. Thus, income of an enterprise from the rental of ships or aircraft constitutes
profits from the operation of ships or aircraft in international traffic only if it isincidental to the
operation by the enterprise of ships or aircraft in international traffic. For example, under the
Convention only bareboat leasing that isincidental to the operation by the enterprise of shipsin
international traffic is within the scope of Article 8. This provision is narrower than the provision
inthe U.S. Model, which covers not only rental profits that are incidental to transportation
activities of the lessor but also any rental profits derived from the operation of ship