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The Committee on Foreign Relations, to which was referred the
Convention between the Government of the United States of Amer-
ica and the Government of the Republic of Chile for the Avoidance
of Double Taxation and the Prevention of Fiscal Evasion with Re-
spect to Taxes on Income and Capital, signed in Washington on
February 4, 2010, with a protocol signed the same day, as corrected
by the exchanges of notes effected February 25, 2011, and February
10 and 21, 2012, and a related agreement effected by exchange of
notes on February 4, 2010 (Treaty Doc. 112-8), having considered
the same, reports favorably thereon with one declaration, as indi-
cated in the resolution of advice and consent, and recommends that
the Senate give its advice and consent to ratification thereof, as set
forth in this report and the accompanying resolution of advice and
consent.
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I. PURPOSE

The purpose of the Convention is to promote and facilitate trade
and investment between the United States and Chile. Principally,
the Convention provides for reduced withholding rates on cross-bor-
der payments of dividends, interest, royalties, and certain other in-
come. In addition, the Convention would prevent avoidance or eva-
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sion of the taxes of the two countries. The Convention contains rig-
orous protections designed to protect against “treaty shopping,”
which is the inappropriate use of a tax treaty by third-country resi-
dents, and provisions to ensure the exchange of information be-
tween tax authorities in both countries. While the proposed Con-
vention broadly follows the 2006 U.S. Model Income Tax Treaty
(the “U.S. Model”), it deviates from the U.S. Model by including
more restrictive limitation of benefit rules and would subject divi-
dends, interest, and royalties to higher tax rates. Similar to the
treaty with Hungary, the Convention does not provide a tax exemp-
tion for some parent-subsidiary dividends.

II. BACKGROUND

The Convention would be the first bilateral income tax treaty be-
tween the United States and Chile. If ratified, the proposed treaty
would represent the third income tax treaty with a country in
Latin America.

III. MAJOR PROVISIONS

A detailed article-by-article analysis of the Protocol may be found
in the Technical Explanation published by the Department of the
Treasury on February 26, 2014, which is included in Annex 1 of
this report. In addition, the staff of the Joint Committee on Tax-
ation prepared an analysis of the Convention, JCX-10-14 (February
24, 2014), which was of great assistance to the committee in re-
viewing the Convention. A summary of the key provisions of the
Convention is set forth below.

GENERAL SCOPE

Article 1 defines the scope of the proposed treaty as applying
only to “residents” of the United States and Chile, except where the
terms of the Convention provide otherwise. It contains a standard
“saving clause” pursuant to which each country retains the right to
tax its residents and citizens as if the treaty had not come into ef-
fect, subject to certain exceptions.

COVERED TAXES

Article 2 provides that the proposed treaty, in general, applies
only to taxes on income or capital, including gains, imposed on the
national level, irrespective of the manner in which they are levied.
The proposed treaty also applies to certain taxes that are enacted
after the treaty was signed.

DIVIDENDS

Article 10 provides that dividends may be fully taxed by the resi-
dence country and partially taxed by the source country. Although
some of the provisions in this article are consistent with the U.S.
Model, the proposed treaty does not allow for complete exemption
from withholding tax for some parent-subsidiary dividends. In ad-
dition, the proposed treaty stipulates special rules on taxation of
undistributed earnings and does not include special rules for divi-
dends for regulated investment companies and real estate invest-
ment trusts that are found in other recent U.S. tax treaties.
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LIMITATION ON BENEFITS

Consistent with current U.S. treaty policy, Article 24 includes a
“Limitation on Benefits” provision, which is designed to avoid trea-
ty-shopping by limiting the indirect use of a treaty’s benefits by
third-country residents. This article’s Limitation on Benefits provi-
sion generally reflects the anti-treaty-shopping provisions included
in the U.S. Model treaty and more recent U.S. income tax treaties.
Similar to agreements with other tax treaty partners, the proposed
treaty contains a special rule such that so-called “headquarters
companies” shall satisfy the requirements of the Limitation on
Benefits provision.

EXCHANGE OF INFORMATION

Article 27 provides authority for the two countries to exchange
tax information and generally follows the current U.S. and OECD
Model treaties. Under Article 27, the United States is allowed to
obtain information (including from financial institutions) from
Chile regardless of whether Chile needs the information for its own
tax purposes.

IV. ENTRY INTO FORCE

The proposed Convention would enter into force when both the
United States and Chile have notified each other that they have
completed all of the necessary procedures required for entry into
force. It will have effect, with respect to taxes withheld at source,
for amounts paid or credited on or after the first day of the second
month following the date of entry into force of the proposed Treaty,
and with respect to other taxes, for taxable years beginning on or
after the first day of January of the calendar year immediately fol-
lowing the date of entry into force of the proposed Treaty. The Pro-
tocol and the related Agreement would enter into force on the date
of entry into force of the proposed Convention.

V. IMPLEMENTING LEGISLATION

As is the case generally with income tax treaties, the Protocol is
self-executing and does not require implementing legislation for the
United States.

VI. COMMITTEE ACTION

The committee held a public hearing on the Convention on Feb-
ruary 26, 2014. Testimony was received from Robert Stack, Deputy
Assistant Secretary (International Tax Affairs) at the U.S. Depart-
ment of the Treasury, Thomas Barthold, Chief of Staff of the Joint
Committee on Taxation, William Reinsch, President of the National
Foreign Trade Council, Paul Nolan, Vice President, Tax for McCor-
mick & Company, Inc., and Nancy McLernon, President & CEO of
the Organization for International Investment. A transcript of the
hearing is included in Annex 2 of Executive Report 113-??.

On April 1, 2014, the committee considered the Protocol and or-
dered it favorably reported by voice vote, with a quorum present
and without objection.
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VII. COMMITTEE COMMENTS

The Committee on Foreign Relations believes that the Protocol
will stimulate increased trade and investment and promote closer
co-operation between the United States and Chile on tax matters.
The committee therefore urges the Senate to act promptly to give
advice and consent to ratification of the Protocol, as set forth in
this report and the accompanying resolution of advice and consent.

A. LIMITATION ON BENEFITS

The committee applauds the Treasury Department’s significant
efforts to address treaty shopping both in this Convention and in
other bilateral tax treaties. After careful examination of this Con-
vention, as well as testimony and responses to questions for the
record from the Treasury Department, the committee is of the view
that the Convention’s protections against treaty-shopping are ro-
bust and will substantially deny treaty shoppers the benefit of the
Convention. The committee believes that it is critical for the Treas-
ury Department to closely monitor and keep the committee in-
formed on the effectiveness of the above-mentioned provisions in
discouraging and eliminating treaty-shopping under the Conven-
tion.

B. DECLARATION ON THE SELF-EXECUTING NATURE OF THE PROTOCOL

The committee has included one declaration in the recommended
resolution of advice and consent. The declaration states that the
Protocol is self-executing, as is the case generally with income tax
treaties. Prior to the 110th Congress, the committee generally in-
cluded such statements in the committee’s report, but in light of
the Supreme Court decision in Medellin v. Texas, 128 S. Ct. 1346
(2008), the committee determined that a clear statement in the
Resolution is warranted. A further discussion of the committee’s
views on this matter can be found in Section VIII of Executive Re-
port 110-12.

VIII. TEXT OF RESOLUTION OF ADVICE AND CONSENT TO
RATIFICATION

Resolved (two-thirds of the Senators present concurring therein),
SECTION 1. %El)\ll\?TE ADVICE AND CONSENT SUBJECT TO A DECLARA-

The Senate advises and consents to the ratification of the Con-
vention Between the Government of the United States of America
and the Government of the Republic of Chile for the Avoidance of
Double Taxation and the Prevention of Fiscal Evasion with Respect
to Taxes on Income and Capital, signed at Washington February 4,
2010, with a Protocol and a related agreement effected by exchange
of notes February 4, 2010, as corrected by exchanges of notes ef-
fected February 25, 2011, and February 10 and 21, 2012 (the “Con-
vention”) (Treaty Doc. 112-8), subject to the declaration of section

SECTION 2. DECLARATION
The advice and consent of the Senate under section 1 is subject
to the following declaration:
The Convention is self-executing.



IX. TECHNICAL EXPLANATION

DEPARTMENT OF THE TREASURY TECHNICAL EXPLANATION OF THE
CONVENTION BETWEEN THE GOVERNMENT OF THE UNITED STATES
OF AMERICA AND THE GOVERNMENT OF THE REPUBLIC OF CHILE
FOR THE AVOIDANCE OF DOUBLE TAXATION AND THE PREVENTION
OF FISCAL EVASION WITH RESPECT TO TAXES ON INCOME AND CAP-
ITAL

This is a Technical Explanation of the Convention between the
Government of the United States and the Government of the Re-
public of Chile for the Avoidance of Double Taxation and the Pre-
vention of Fiscal Evasion with Respect to Taxes on Income and
Capital, signed on February 4, 2010 (the “Convention”) as well as
an amending Protocol signed the same day (the “Protocol”).

Negotiations on the Convention took into account the U.S. Treas-
ury Department’s current tax treaty policy and the Treasury De-
partment’s Model Income Tax Convention, published on November
15, 2006 (the “U.S. Model”). Negotiations also took into account the
Model Tax Convention on Income and on Capital, published by the
Organisation for Economic Cooperation and Development (the
“OECD Model”), and recent tax treaties concluded by both coun-
tries.

On the date of signing of the Convention and the Protocol, the
United States and Chile also exchanged diplomatic Notes (the
“2010 Exchange of Notes”) relating to various provisions of the
Convention and the Protocol. The United States and Chile also ex-
changed diplomatic Notes on February 25, 2011 (the “2011 Ex-
change of Notes”) and on February 10 and 21, 2012 (the “2012 Ex-
change of Notes”). The 2010, 2011, and 2012 Exchanges of Notes
constitute an integral part of the overall agreement between the
United States and Chile.

The Technical Explanation is an official guide to the Convention,
Protocol, and Exchanges of Notes. It reflects the policies behind
particular Convention provisions, as well as understandings
reached during the negotiations with respect to the application and
interpretation of the Convention, Protocol, and Exchanges of Notes.
References in the Technical Explanation to “he” or “his” should be
read to mean “he or she” or “his and her.” References to the “Code”
are to the Internal Revenue Code of 1986, as amended.

ARTICLE 1 (GENERAL SCOPE)

Article 1 provides that the Convention applies only to residents
of the United States or Chile except where the terms of the Con-
vention provide otherwise. Under Article 4 (Residence) a person is
generally treated as a resident of a Contracting State if that person
is, under the laws of that State, liable to tax therein by reason of
his domicile, residence, citizenship, place of management, place of
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incorporation, or any other criterion of a similar nature. However,
if a person is considered a resident of both Contracting States, Arti-
cle 4 provides rules for determining a State of residence (or no Con-
tracting State of residence). This determination governs for all pur-
poses of the Convention.

Certain provisions are applicable to persons who may not be resi-
dents of either Contracting State. For example, paragraph 1 of Ar-
ticle 25 (Non-Discrimination) applies to nationals of the Con-
tracting States. In addition, under Article 27 (Exchange of Informa-
tion), information may be exchanged with respect to residents of
third states.

Paragraph 2 of the Protocol states the generally accepted rela-
tionship both between the Convention and domestic law and be-
tween the Convention and other agreements to which both of the
Contracting States are parties. That is, no provision in the Conven-
tion may restrict any exclusion, exemption, deduction, credit or
other allowance or benefit accorded by the tax laws of the Con-
tracting States, or by any other agreement between the Con-
tracting States. The relationship between the non-discrimination
provisions of the Convention and the General Agreement on Trade
in Slervices (the “GATS”) is addressed in paragraph 3 of the Pro-
tocol.

Under paragraph 2 of the Protocol, for example, if a deduction
would be allowed under the Code in computing the U.S. taxable in-
come of a resident of Chile, the deduction also is allowed to that
person in computing taxable income under the Convention. Para-
graph 2 also means that the Convention may not increase the tax
burden on a resident of a Contracting State beyond the burden de-
termined under domestic law. Thus, a right to tax permitted by the
Convention cannot be exercised unless that right also exists under
domestic law.

It follows that, under the principle of paragraph 2 of the Protocol,
a taxpayer’s U.S. tax liability 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. Thus, a taxpayer may use the Convention to reduce
its taxable income, but may not combine both treaty and Code
rules in a way that would be inconsistent with the intent of either
set of rules. For example, assume that a resident of Chile has three
separate businesses in the United States. One is a profitable per-
manent 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 Conven-
tion. One 1s profitable and the other incurs a loss. Under the Con-
vention, the income of the permanent establishment is taxable in
the United States, and both the profit and loss of the other two
businesses are ignored. Under the Code, all three would be subject
to tax, but the loss would offset 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
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all three ventures, he would not be precluded from invoking the
Convention with respect, for example, to any dividend income he
may receive from the United States that is not effectively con-
nected with any of his business activities in the United States.

Similarly, except as provided in paragraph 3, nothing in the Con-
vention can be used to deny any benefit granted by any other
agreement between the United States and Chile. For example, if
certain benefits are provided for military personnel or military con-
tractors under a Status of Forces Agreement between the United
States and Chile, 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.

Paragraph 3 of the Protocol relates to non-discrimination obliga-
tions of the Contracting States under the GATS. The provisions of
paragraph 3 are an exception to the rule provided in paragraph 2
of the Protocol under which the Convention shall not restrict in any
manner any benefit now or hereafter accorded by any other agree-
ment between the Contracting States.

Subparagraph 3(a) of the Protocol provides that, unless the com-
petent authorities determine that a taxation measure is not within
the scope of the Convention, the national treatment obligations of
the GATS shall not apply with respect to that measure. Further,
any question arising as to the interpretation or application of the
Convention, including in particular whether a measure is within
the scope of the Convention, shall be considered only by the com-
petent authorities of the Contracting States, and the procedures
under the Convention exclusively shall apply to the dispute. Thus,
paragraph 3 of Article XXII (Consultation) of the GATS may not be
used to bring a dispute before the World Trade Organization unless
the competent authorities of both Contracting States have deter-
mined that the relevant taxation measure is not within the scope
of Article 25 (Non-Discrimination) of the Convention.

The term “measure” for these purposes is defined broadly in
paragraph 3 of the Protocol. It would include a law, regulation,
rule, procedure, decision, administrative action or guidance, or any
other similar provision or action.

Paragraph 4 of the Protocol contains the traditional saving
clause found in all U.S. income tax treaties. The Contracting States
reserve their rights, except as provided otherwise in paragraph 4
of the Protocol, to tax their residents and citizens as provided
under their domestic laws, notwithstanding any provisions of the
Convention to the contrary. For example, if a resident of Chile per-
forms professional services in the United States and the income
from the services is not attributable to a permanent establishment
in the United States, Article 7 (Business Profits) would by its terms
prevent the United States from taxing the income. If, however, the
resident of Chile is also a citizen of the United States, the saving
clause permits the United States to include the remuneration in
the worldwide income of the citizen and subject it to tax under the
normal Code rules (i.e., without regard to Code section 894(a)).
Paragraph 4 of the Protocol also preserves the benefits of special
foreign tax credit rules applicable to the U.S. taxation of certain
U.S. income of its citizens resident in Chile. See paragraph 5 of Ar-
ticle 23 (Relief from Double Taxation).
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For purposes of the saving clause, “residence” is determined
under Article 4 (Residence). Thus, an individual who is a resident
of the United States under the Code (but not a U.S. citizen) but
who is determined to be a resident of the other Contracting State
under the tie-breaker rules of Article 4 would be subject to U.S. tax
only to the extent permitted by the Convention. The United States
would not be permitted to apply its domestic law to that person to
the extent that its law is inconsistent with the Convention.

However, the person would still be treated as a U.S. resident for
U.S. tax purposes other than determining the individual’s U.S. tax
liability. For example, in determining under Code section 957
whether a foreign corporation is a controlled foreign corporation,
shares in that corporation held by the individual would be consid-
ered to be held by a U.S. resident. As a result, other U.S. citizens
or residents might be deemed to be United States shareholders of
a controlled foreign corporation subject to current inclusion of sub-
part F income recognized by the corporation. See Treas. Reg.
§301.7701(b)-7(a)(3).

Under paragraph 4 of the Protocol, each Contracting State also
reserves its right to tax former citizens and former long-term resi-
dents for a period of ten years following the loss of such status.
Thus, paragraph 4 allows the United States to tax former U.S. citi-
zens and former U.S. long-term residents in accordance with Code
section 877. Section 877 generally applies to a former citizen or
long-term resident of the United States who relinquishes citizen-
ship or terminates long-term residency before June 17, 2008, if he
fails to certify that he has complied with U.S. tax laws during the
5 preceding years, or if either of the following criteria exceed estab-
lished thresholds: (a) the average annual net income tax of such in-
dividual for the period of 5 taxable years ending before the date of
the loss of status; or (b) the net worth of such individual as of the
date of the loss of status.

The United States defines “long-term resident” as an individual
(other than a U.S. citizen) who is a lawful permanent resident of
the United States in at least 8 of the prior 15 taxable years. An
individual is not treated as a lawful permanent resident for any
taxable year in which the individual is treated as a resident of
Chile under this Convention, or as a resident of any country other
than the United States under the provisions of any other U.S. tax
treaty, and the individual does not waive the benefits of the rel-
evant tax treaty.

Subparagraphs 4(a) and 4(b) of the Protocol set forth certain ex-
ceptions to the saving clause. The referenced provisions are in-
tended to preserve benefits for citizens and residents of the Con-
tracting States even if such benefits do not exist under domestic
law.

Subparagraph 4(a) of the Protocol 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 para-
graph 4:

(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.
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(2) Paragraphs 1 (b), 3, 4, and 6 of Article 18 (Pensions, So-
cial Security, Alimony and Child Support) provide exemptions
from source or residence State taxation for certain pension dis-
tributions, social security payments, investment income of pen-
sion funds located in the other Contracting State, alimony, and
child support.

(3) Article 23 (Relief from Double Taxation) confers to citi-
zens and residents of one Contracting State the benefit of a
credit for income taxes paid to the other or an exemption for
income earned in the other State.

(4) Article 25 (Non-Discrimination) protects residents and
nationals of one Contracting State against the adoption of cer-
tSain discriminatory taxation practices in the other Contracting

tate.

(5) Article 26 (Mutual Agreement Procedure) confers certain
benefits on citizens and residents of the Contracting States in
order to reach and implement solutions to disputes between
the two Contracting States. For example, the competent au-
thorities are permitted to use a definition of a term that differs
from an internal law definition. The statute of limitations may
be waived for refunds, so that the benefits of an agreement
may be implemented.

Subparagraph 4(b) of the Protocol provides a different set of ex-
ceptions to the saving clause. The benefits referred to are all in-
tended to be granted to temporary residents of a Contracting State
(for example, in the case of the United States, holders of non-immi-
grant visas), but not to citizens or to persons who have acquired
permanent residence in that State. If beneficiaries of these provi-
sions travel from one of the Contracting States to the other, and
remain in the other long enough to become residents under its in-
ternal 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 exemp-
tions for certain pension distributions and the beneficial tax treat-
ment of pension fund contributions under paragraphs 2 and 5 of
Article 18 (Pensions, Social Security, Alimony and Child Support);
government service salaries and pensions under Article 19 (Govern-
ment Service); certain income of visiting students, apprentices, and
trainees under Article 20 (Students and Trainees); and the income
of diplomatic agents and consular officers under Article 28 (Mem-
bers of Diplomatic Missions and Consular Posts).

Paragraph 1 of the Protocol addresses special issues presented by
fiscally transparent entities such as partnerships and certain es-
tates and trusts. Because countries may take different views as to
when an entity is fiscally transparent, the risks of both double tax-
ation and double non-taxation are relatively high. The intention of
paragraph 1 of the Protocol is to eliminate a number of technical
problems that arguably would have prevented investors using such
entities from claiming treaty benefits, even though such investors
would be subject to tax on the income derived through such enti-
ties. The provision also prevents the use of such entities to claim
treaty benefits in circumstances where the person investing
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through such an entity is not subject to tax on the income in its
State of residence. The provision, and the corresponding require-
ments of other Articles of the Convention, should be interpreted
with those two goals in mind.

In general, this paragraph applies to any resident of a Con-
tracting State who is entitled to income derived through an entity
that is treated as fiscally transparent under the laws of either Con-
tracting State. Treas. Reg. § 1.894-1(d)(3)(iii) provides that an enti-
ty will be fiscally transparent under the laws of an interest holder’s
jurisdiction with respect to an item of income to the extent that the
laws of that jurisdiction require the interest holder resident in that
jurisdiction to separately take into account on a current basis the
interest holder’s respective share of the item of income paid to the
entity, whether or not distributed to the interest holder, and the
character and source of the item in the hands of the interest holder
are determined as if such item were realized directly by the inter-
est holder. Entities falling under this description in the United
States include partnerships, corporations that have made a valid
election to be taxed under Subchapter S of Chapter 1 of the Code
(“S” corporations), common investment trusts under section 584,
simple trusts, and grantor trusts. This paragraph also applies to
other entities that are treated as partnerships or as disregarded
entities for U.S. tax purposes, such as U.S. limited liability compa-
nies (“LLCs”).

Under paragraph 1 of the Protocol, an item of income, profit or
gain derived by such a fiscally transparent entity will be considered
to be derived by a resident of a Contracting State if a resident is
treated under the taxation laws of that State as deriving the item
of income. For example, if a company that is a resident of Chile
pays interest to an entity that is treated as fiscally transparent for
U.S. tax purposes, the interest will be considered derived by a resi-
dent 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
law) as deriving the interest 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 interest income through
the partnership. Also, it follows that persons whom the United
States treats as partners but who are not U.S. residents for U.S.
tax purposes may not claim a benefit for the interest paid to the
entity, because they are not residents of the United States for pur-
poses of claiming this benefit. If, however, the country in which
they are treated as resident for tax purposes, as determined under
the laws of that country, has an income tax convention with Chile,
they may be entitled to claim a benefit under that convention. In
contrast, if, for example, an entity is organized under U.S. laws
and is classified as a corporation for U.S. tax purposes, interest
paid by a company that is a resident of Chile to the U.S. entity will
be considered derived by a resident of the United States since the
U.S. corporation is treated under U.S. taxation laws as a resident
of the United States and as deriving the income.

The same result would be reached even if the tax laws of Chile
would treat the entity differently (e.g., if the entity were not treat-
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ed as fiscally transparent in the source State in the first example
above where the entity is treated as a partnership for U.S. tax pur-
poses). The results follow regardless of whether the entity is dis-
regarded as a separate entity under the laws of one jurisdiction but
not the other, such as a single-owner entity that is viewed as a
branch for U.S. tax purposes and as a corporation for tax purposes
under the laws of Chile. Similarly, the characterization of the enti-
ty in a third country is also irrelevant, even if the entity is orga-
nized in that third country. The outcome would be identical regard-
less of where the entity is organized (i.e., in the United States, in
Chile, or as noted above, in a third country), subject to the saving
clause of paragraph 4.

For example, income from U.S. sources received by an entity or-
ganized under the laws of the United States, which is treated for
tax purposes under the laws of Chile as a corporation and is owned
by a shareholder who is a resident of Chile for its tax purposes, is
not considered derived by the shareholder of that corporation even
if, under the tax laws of the United States, the entity is treated as
fiscally transparent. Rather, for purposes of the treaty, the income
is treated as derived by the U.S. entity.

These principles also apply to trusts to the extent that they are
fiscally transparent in either Contracting State. For example, if X,
a resident of Chile, creates a revocable trust in the United States
and names persons resident in a third country as the beneficiaries
of the trust, the trust’s income would be regarded as being derived
by a resident of Chile only to the extent that the laws of Chile treat
X as deriving the income for its tax purposes, perhaps through ap-
plication of rules similar to the U.S. “grantor trust” rules.

Paragraph 1 of the Protocol is not an exception to the saving
clause of paragraph 4 of the Protocol. Accordingly, paragraph 1
does not prevent a Contracting State from taxing an entity that is
treated as a resident of that State under its tax law. For example,
if a U.S. LLC with members who are residents of Chile elects to
be taxed as a corporation for U.S. tax purposes, the United States
will tax that LLC on its worldwide income on a net basis, without
regard to whether Chile views the LLC as fiscally transparent.

ARTICLE 2 (TAXES COVERED)

This Article specifies the U.S. taxes and the taxes of Chile to
which the Convention applies. With two exceptions, the taxes speci-
fied in Article 2 are the covered taxes for all purposes of the Con-
vention. A broader coverage applies, however, for purposes of Arti-
cles 25 (Non-Discrimination) and 27 (Exchange of Information). Ar-
ticle 25 applies with respect to taxes of every kind and description
imposed by a Contracting State or a political subdivision or local
authority thereof, except that in the case of taxes not covered by
the Convention, Article 25 does not apply to any tax laws of a Con-
tracting State that are in force on the date of signature of the Con-
vention. Article 27 applies with respect to all taxes imposed at the
national level.

Paragraph 1

Paragraph 1 identifies the categories of taxes to which the Con-
vention applies. Paragraph 1 is based on the U.S. and OECD Mod-
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els and defines the scope of application of the Convention. The Con-
vention applies to taxes on income and on capital, including gains,
imposed on behalf of a Contracting State, irrespective of the man-
ner in which they are levied. Except with respect to Article 25
(Non-Discrimination), state and local taxes are not covered by the
Convention.

Paragraph 2

Paragraph 2 also is based on the U.S. and OECD Models and
provides a definition of taxes on income and on capital. The Con-
vention covers taxes on total income, on total capital, or on any
part of income or of capital, and includes taxes on gains derived
from the alienation of property as well as taxes on capital apprecia-
tion. The Convention does not apply, however, to social security or
unemployment taxes, or any other charges where there is a direct
connection between the levy and individual benefits. Nor does it
apply to property taxes, except with respect to Article 25 (Non-Dis-
crimination).

Paragraph 3

Paragraph 3 lists the taxes in force at the time of signature of
the Convention to which the Convention applies. Subparagraph
3(a) provides that the existing U.S. taxes subject to the rules of the
Convention are the Federal income taxes imposed by the Code, to-
gether with the Federal excise taxes imposed on insurance pre-
miums paid to foreign insurers (Code sections 4371 through 4374)
and with respect to private foundations (Code sections 4940
through 4948). Social security and unemployment taxes (Code sec-
tions 1401, 3101, 3111 and 3301) are specifically excluded from cov-
erage. Subparagraph 3(b) provides that the existing covered taxes
of Chile are the taxes imposed under the Income Tax Act (Ley
sobre Impuesto a la Renta).

Paragraph 4

Under paragraph 4, the Convention will apply to any taxes that
are identical, or substantially similar, to those enumerated in para-
graph 3, and to taxes on capital, which are imposed in addition to,
or in place of, the existing taxes after February 4, 2010, the date
of signature of the Convention. The paragraph also provides that
the competent authorities of the Contracting States will notify each
other of any significant changes to their tax laws.

ARTICLE 3 (GENERAL DEFINITIONS)

Article 3 provides general definitions and rules of interpretation
applicable throughout the Convention. Certain other terms are de-
fined 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 (Per-
manent Establishment). These definitions apply for all purposes of
the Convention. Other terms, such as “dividends,” “interest,” and
“royalties” are defined in specific articles for purposes of those arti-
cles.
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Paragraph 1

Paragraph 1 defines a number of basic terms used in the Con-
vention. The introduction to paragraph 1 makes clear that these
definitions apply for all purposes of the Convention, unless the con-
text requires otherwise. This latter condition allows flexibility in
the interpretation of the Convention in order to avoid results not
intended by the Convention’s negotiators.

The geographical scope of the Convention with respect to the
United States is set out in subparagraphs 1(a) and 1(c). It encom-
passes the United States of America, including the states and the
District of Columbia. The term does not include Puerto Rico, the
Virgin Islands, Guam or any other U.S. possession. For certain pur-
poses, the term “United States” includes the territorial sea of the
United States, as well as the sea bed and subsoil of undersea areas
adjacent to the territorial sea of the United States 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 ap-
plies, however, only if the person, property or activity to which the
Convention is being applied is connected with such natural re-
source 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 nat-
ural resources. This result is consistent with the result that would
be obtained under Section 638, which treats the continental shelf
as part of the United States for purposes of natural resource explo-
ration and exploitation.

The geographical scope of the Convention with respect to Chile
is set out in subparagraphs 1(b) and 1(c). The term “Chile” means
the Republic of Chile and includes the territorial sea thereof as
well as the sea bed and subsoil of the submarine areas adjacent to
the territorial sea over which Chile exercises sovereign rights in ac-
cordance with international law.

Subparagraph 1(d) defines the term “person” to include an indi-
vidual, a company and any other body of persons. Paragraph 1 of
the 2010 Exchange of Notes provides that the term “person” in-
cludes an estate, trust or partnership. The definition is significant
for a variety of reasons. For example, under Article 4 (Residence),
only a “person” can be a “resident” and therefore eligible for most
benefits under the Convention. Also, all “persons” are eligible to
claim relief under Article 26 (Mutual Agreement Procedure).

The term “company” is defined in subparagraph 1(e) as a body
corporate or an entity treated as a body corporate for tax purposes
in the state where it is organized. The definition refers to the law
of the state in which an entity is organized in order to ensure that
an entity that is treated as fiscally transparent in its country of
residence will not get inappropriate benefits, such as the reduced
withholding rate provided by subparagraph 2(a) of Article 10 (Divi-
dends). It also ensures that the Limitation on Benefits provisions
of Article 24 will be applied at the appropriate level.

The terms “enterprise of a Contracting State” and “enterprise of
the other Contracting State” are defined in subparagraph (f) re-
spectively as an enterprise carried on by a resident of a Con-
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tracting State and an enterprise carried on by a resident of the
other Contracting State. An enterprise of a Contracting State need
not be carried on in that State. It may be carried on in the other
Contracting State or a third state (e.g., a U.S. corporation doing all
of its business in the other Contracting State would still be a U.S.
enterprise).

Paragraph 2 of the 2010 Exchange of Notes provides that the
terms defined in subparagraph 1(f) of Article 3 of the Convention
include an enterprise conducted through an entity (such as a part-
nership) that is treated as fiscally transparent in the Contracting
State where the entity’s owner is resident. The definition makes
this point explicitly to ensure that the purpose of the Convention
is not thwarted by an overly technical application of the term “en-
terprise of a Contracting State” to activities carried on through
partnerships and similar entities. In accordance with Article 4
(Resident), an entity that is fiscally transparent in the Contracting
State in which it is organized is not considered to be a resident of
that Contracting State (although income derived through such an
entity may be treated as the income of a resident of a Contracting
State to the extent that it is taxed in the hands of resident part-
ners or other resident owners). The definition makes clear that an
enterprise conducted by such an entity will be treated as carried
on by a resident of a Contracting State to the extent its partners
or other owners are residents. This approach is consistent with
Code section 875, which attributes a trade or business conducted
by a partnership to its partners and a trade or business conducted
by an estate or trust to its beneficiaries.

Subparagraph 1(g) defines the term “international traffic.” The
term means any transport by a ship or aircraft except when such
transport is solely between places within a Contracting State. This
definition is applicable principally in the context of Article 8 (Inter-
national Transport). The definition combines with paragraph 2 of
Article 8 to exempt from tax by the source State profits from the
rental of ships of or aircraft on a full (time or voyage) basis and
profits from the rental on a bareboat basis of ships or aircraft if
the rental income is incidental to profits from the operation of
ships or aircraft in international traffic.

The exclusion from international traffic of transport solely be-
tween places within a Contracting State means, for example, that
carriage of goods or passengers solely between New York and Chi-
cago would not be treated as international traffic, whether carried
by a U.S. or a foreign carrier. The substantive taxing rules of the
Convention relating to the taxation of income from transport, prin-
cipally Article 8 (International Transport), therefore, would not
apply to income from such carriage. Thus, if the carrier engaged in
internal U.S. traffic were a resident of Chile (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 in-
come would, however, be treated as business profits under Article
7 (Business Profits), and therefore would be taxable in the United
States only if attributable to a U.S. permanent establishment of
the foreign carrier, and then only on a net basis. The gross basis
U.S. tax imposed by section 887 would never apply under the cir-
cumstances described. If, however, goods or passengers were car-
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ried by a carrier resident in Chile from a non-U.S. port to, for ex-
ample, New York, and some of the goods or passengers continued
on to Chicago, the entire transport would be international traffic.
This would be true if the international carrier transferred the
goods at the U.S. port of entry from a ship to a land vehicle, from
a ship to a lighter, or even if the overland portion of the trip in
the United States was handled by an independent carrier under
contract with the original international carrier, so long as both
parts of the trip were reflected in original bills of lading. For this
reason, the Convention, following the U.S. Model, refers, in the def-
inition of “international traffic,” to “such transport” being solely be-
tween places in the other Contracting State, while the OECD
Model refers to the ship or aircraft being operated solely between
such places. The formulation in the Convention is intended to make
clear that, as in the above example, even if the goods are carried
on a different aircraft for the internal portion of the international
voyage than is used for the overseas portion of the trip, the defini-
tion applies to that internal portion as well as the external portion.

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

Subparagraph 1(h) designates the “competent authorities” for the
other Contracting State and the United States. The U.S. competent
authority is the Secretary of the Treasury or his delegate. The Sec-
retary of the Treasury has delegated the competent authority func-
tion to the Commissioner of Internal Revenue, who in turn has del-
egated the authority to the Deputy Commissioner (International)
LB&I of the Internal Revenue Service. With respect to interpreta-
tive issues, the Deputy Commissioner (International) LB&I acts
with the concurrence of the Associate Chief Counsel (International)
of the Internal Revenue Service. In the case of Chile, the competent
authority is the Minister of Finance or his authorized representa-
tive.

The term “national,” as it relates to the United States and to
Chile, is defined in subparagraph 1(i). This term is relevant for
purposes of Articles 4 (Residence), 19 (Government Service) and 25
(Non-Discrimination). A national of one of the Contracting States
is (1) an individual who is a citizen or national of that State, and
(2) any legal person, partnership or association deriving its status
as such from the laws in force in the State where it is established.

Subparagraph 1(j) defines the term “pension fund.” The term
means any person that is established in a Contracting State and
that satisfies two criteria. First, as provided in clause 1(j)(i), the
person must be generally exempt from income taxation in the Con-
tracting State in which it is established. Second, as provided in
clause 1(j)(ii), the person must be operated principally either to ad-
minister or provide pension or retirement benefits, or to earn in-
come only for the benefit of one or more persons established in the
same Contracting State that are generally exempt from income tax-
ation in that Contracting State and are operated principally to ad-
minister or provide pension or retirement benefits.

The definition recognizes that pension funds sometimes admin-
ister or provide benefits other than pension or retirement benefits,
such as death benefits. However, in order for the fund to be consid-
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ered a pension fund for purposes of the Convention, the provision
of any other such benefits must be merely incidental to the fund’s
principal activity of administering or providing pension or retire-
ment benefits. The definition also ensures that if a fund is a collec-
tive fund that earns income for the benefit of other funds, then
each fund that participates in the collective fund must be a resi-
dent of the same Contracting State as the collective fund and must
be entitled to benefits under the Convention in its own right.

In the case of the United States, the term “pension fund” in-
cludes the following: a trust providing pension or retirement bene-
fits under a Code section 401(a) qualified pension plan (which in-
cludes a section 401(k) plan); a profit sharing or stock bonus plan;
a Code section 403(a) qualified annuity plan; a Code section 403(b)
plan; a trust that is an individual retirement account under Code
section 408; a Roth individual retirement account under Code sec-
tion 408A or a simple retirement account under Code section
408(p); a trust providing pension or retirement benefits under a
simplified employee pension plan under Code section 408(k); a
trust described in section 457(g) providing pension or retirement
benefits under a Code section 457(b) plan; and the Thrift Savings
Fund (section 7701(j)). A group trust described in Rev. Rul. 81-100,
as amended by Rev. Rul. 2004-67 and Rev. Rul. 2011-1, qualifies
as a pension fund only if each participant is a pension fund that
is itself entitled to benefits under the Convention as a resident of
the United States.

Paragraph 2

Terms that are not defined in the Convention are dealt with in
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 other-
wise. If the term is defined under both the tax and non-tax laws
of a Contracting State, the definition in the tax law will take prece-
dence over the definition in the non-tax laws. Finally, there also
may be cases where the tax laws of a State contain multiple defini-
tions of the same term. In such a case, the definition used for pur-
poses of the particular provision at issue, if any, should be used.

If the meaning of a term cannot be readily determined under the
law of a Contracting State, or if there is a conflict in meaning
under the laws of the two States that creates difficulties in the ap-
plication of the Convention, the competent authorities, as indicated
in paragraph 5 of the Protocol, may establish, pursuant to the pro-
visions of Article 26 (Mutual Agreement Procedure), a common
meaning in order to prevent double taxation or to further any other
purpose of the Convention. This common meaning need not con-
form to the meaning of the term under the laws of either Con-
tracting State.

The reference in paragraph 2 to the domestic law of a Con-
tracting State means the law in effect at the time the treaty is
being applied, not the law in effect at the time the treaty was
signed. The use of ambulatory definitions, however, may lead to re-
sults that are at variance with the intentions of the negotiators and
of the Contracting States when the treaty was negotiated and rati-
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fied. The inclusion in both paragraphs 1 and 2 of an exception to
the generally applicable definitions where the “context otherwise
requires” is intended to address this circumstance. Where reflecting
the intent of the Contracting States requires the use of a definition
that is different from a definition under paragraph 1 or the law of
the Contracting State applying the Convention, that definition will
apply(.i Thus, flexibility in defining terms is necessary and per-
mitted.

ARTICLE 4 (RESIDENCE)

This Article sets forth rules for determining whether a person is
a resident of a Contracting State for purposes of the Convention.
As a general matter only residents of the Contracting States may
claim the benefits of the Convention. The treaty definition of resi-
dence is to be used only for purposes of the Convention. The fact
that a person is determined to be a resident of a Contracting State
under Article 4 does not automatically entitle that person to the
benefits of the Convention. In addition to being a resident, a person
also must qualify for benefits under Article 24 (Limitation on Bene-
fits) in order to receive benefits conferred on residents of a Con-
tracting State.

The determination of residence for treaty purposes looks first to
a person’s liability to tax as a resident under the respective tax-
ation laws of the Contracting States. As a general matter, a person
who is liable to tax as a resident under the domestic laws of one
Contracting State and not of the other is a resident of the State
in which he is liable to tax as resident under domestic law. If, how-
ever, a person is liable to tax as a resident under the domestic laws
of both Contracting States, the Article uses tie-breaker rules to as-
sign a single State of residence (or no State of residence) to such
a person for purposes of the Convention.

Paragraph 1

The term “resident of a Contracting State” is defined in para-
graph 1. In general, this definition incorporates the definitions of
residence in U.S. law and that of Chile by referring to a resident
as a person who, under the laws of a Contracting State, is liable
to tax therein by reason of his domicile, residence, citizenship,
place of management, place of incorporation or any other similar
criterion. Thus, residents of the United States include aliens who
are considered U.S. residents under Code section 7701(b). Para-
graph 1 also specifically includes the two Contracting States, and
political subdivisions and local authorities of the two States and
any agency or instrumentality of the States, as residents for pur-
poses of the Convention.

The fact that a particular entity does not pay tax in practice will
not necessarily mean that the entity is not a resident. An entity
that is not fiscally transparent in its Contracting State of residence
for purposes of paragraph 1 of the Protocol, and is not uncondition-
ally exempt from tax, will generally be treated as a resident for
purposes of the Convention. This is generally true even for an enti-
ty that, in practice, is not required to pay tax if it meets certain
requirements with respect to its activities, types of income, or dis-
tribution practices. For example, a U.S. Regulated Investment
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Company (RIC) and a U.S. Real Estate Investment Trust (REIT)
are residents of the United States for purposes of the treaty. These
entities are taxable to the extent that they do not currently dis-
tribute their profits, and therefore may be regarded as “liable to
tax,” even though these entities do not generally have taxable in-
come in practice. They also must satisfy a number of requirements
under the Code in order to be entitled to special tax treatment.

Under paragraph 1 of Article 4, a person who is liable to tax in
a Contracting State only in respect of income from sources within
that State or capital situated therein will not be treated as a resi-
dent of that Contracting State for purposes of the Convention.
Thus, a consular official of Chile 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 (see Code section 7701(b)(5)(B)), would not be considered a
resident of the United States for purposes of the Convention.
Under paragraph 3 of the 2010 Exchange of Notes, a person who
is liable to tax in a Contracting State only on profits attributable
to a permanent establishment in that State will also not be treated
as a resident of that State for purposes of the Convention. Thus,
an enterprise of Chile with a permanent establishment in the
United States is not, by virtue of that permanent establishment, a
resident of the United States. The enterprise generally is subject
to U.S. tax only with respect to its income that is attributable to
the U.S. permanent establishment, not with respect to its world-
wide income, as it would be if it were a U.S. resident.

Paragraph 6 of the Protocol provides that entities such as pen-
sion funds as defined in Article 3 (General Definitions) and legal
persons organized under the laws of a Contracting State and estab-
lished exclusively for religious, charitable, scientific, artistic, cul-
tural, or educational purposes are residents of the Contracting
State in which they are established or organized. Such persons are
liable to tax, notwithstanding that all or part of their income or
gains may be exempt from tax under the domestic laws of that
State. Thus, a section 501(c) organization organized in the United
States (such as a U.S. charity) that is generally exempt from tax
under U.S. law is nevertheless a resident of the United States for
all purposes of the Convention.

Paragraph 7 of the Protocol provides that Chile shall treat a U.S.
citizen or an alien lawfully admitted for permanent residence (a
“green card holder”) as a resident of the United States only if such
individual has a substantial presence, permanent home, or habitual
abode in the United States and if that individual is not a resident
of a State other than Chile for purposes of a double taxation con-
vention between that State and Chile.

Paragraph 2

If, under the domestic law of both Contracting States, and, thus,
under paragraph 1, an individual is a resident 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 is inconclusive because the individual has a permanent
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home available to him in both States, he will be considered to be
a resident of the Contracting State where his personal and eco-
nomic relations are closest (i.e., the location of his “center of vital
interests”). If that test is also inconclusive, or if he does not have
a permanent home available to him in either State, he will be
treated as a resident of the Contracting State where he maintains
a habitual abode. If he has a habitual abode in both States or in
neither of them, he will be treated as a resident of the Contracting
State of which he is a national. If he is a national of both States
or of neither, competent authorities shall settle the question by mu-
tual agreement.

Paragraph 3

Dual residents other than individuals (such as companies, trusts
or estates) are addressed by paragraph 3. If such a person is, under
the rules of paragraph 1, resident in both Contracting States, the
competent authorities shall seek to determine a single State of resi-
dence for that person for purposes of the Convention. If the com-
petent authorities are unable to reach such an agreement, that per-
son may not claim any benefit provided by the Convention, except
for those provided by Article 26 (Mutual Agreement Procedure).

Regardless of the outcomes under this paragraph, dual resident
companies, may be treated as a resident of a Contracting State for
purposes other than that of obtaining benefits under the Conven-
tion. For example, if a dual resident company pays a dividend to
a resident of Chile, the U.S. paying agent would withhold on that
dividend at the appropriate treaty rate because reduced with-
holding is a benefit enjoyed by the resident of Chile, not by the
dual resident company. The dual resident company that paid the
dividend would, for this purpose, be treated as a resident of the
United States under the Convention. In addition, information relat-
ing to dual resident persons can be exchanged under the Conven-
tion because, by its terms, Article 27 (Exchange of Information) is
not limited to residents of the Contracting States.

ARTICLE 5 (PERMANENT ESTABLISHMENT)

This Article defines the term “permanent establishment,” a term
that is significant for several articles of the Convention. The exist-
ence of a permanent establishment in a Contracting State is nec-
essary under Article 7 (Business Profits) for the taxation by that
State of the business profits of a resident of the other Contracting
State. Articles 10 (Dividends), 11 (Interest), and 12 (Royalties) pro-
vide for reduced rates of tax at source on payments of these items
of income to a resident of the other State only when the income is
not attributable to a permanent establishment that the recipient
has in the source State. The concept is also relevant in determining
which Contracting State may tax certain gains under Article 13
(Capital Gains) and certain “other income” under Article 21 (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
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enterprise is wholly or partly carried on. As indicated in the OECD
Commentary to Article 5 (see paragraphs 4 through 8), a general
principle to be observed in determining whether a permanent es-
tablishment exists is that the place of business must be “fixed” in
the sense that a particular building or physical location is used by
the enterprise for the conduct of its business, and that it must be
foreseeable that the enterprise’s use of this building or other phys-
ical 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. This list is illustrative
and non-exclusive. According to paragraph 2, the term permanent
establishment includes a place of management, a branch, an office,
a factory, a workshop, and a mine, oil or gas well, quarry or any
other place of extraction or exploitation of natural resources.

Paragraph 3

Subparagraphs 3(a) and 3(b) provide rules 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 of
natural resources constitutes a permanent establishment for the
contractor, driller, etc. Subparagraph 3(a) provides that an installa-
tion used for on-land exploration of natural resources does not cre-
ate a permanent establishment unless it lasts, or the activity con-
tinues, for more than three months. Subparagraph 3(b) provides
that a building site or construction or installation project and the
supervisory activities in connection therewith, or a drilling rig or
ship used for the exploration of natural resources not referred to
in subparagraph 3(a) does not create a permanent establishment
unless it lasts, or the activity continues, for more than six months.
It is only necessary to refer to “exploration” and not “exploitation”
in this context because exploitation activities are defined to con-
stitute a permanent establishment under subparagraph 2(f). Thus,
a drilling rig does not constitute a permanent establishment if a
well is drilled in only two months, but if production begins in the
following month the well becomes a permanent establishment as of
that date.

In applying subparagraphs 3(a) and 3(b), time spent by a sub-
contractor on a building site is counted as time spent by the gen-
eral contractor at the site for purposes of determining whether the
general contractor has a permanent establishment. However, for
the sub-contractor to be treated as having a permanent establish-
ment, the sub-contractor’s activities at the site must last for more
than 12 months. If a sub-contractor is on a site 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 he is on the site (i.e., intervening days that the sub-contractor
is not on the site are counted).

Subparagraph 3(c) provides that an enterprise is deemed to have
a permanent establishment in the other Contracting State if the
enterprise performs services in that other State for a period or pe-
riods exceeding in the aggregate 183 days in any twelve month pe-
riod, and these services are performed through one or more individ-
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uals who are present and performing such services in that other
State. Subparagraph 3(c) applies only to the performance of serv-
ices by an enterprise and only to services performed by an enter-
prise for third parties. Thus, the provision does not have the effect
of deeming an enterprise to have a permanent establishment mere-
ly because services are provided to that enterprise. The provision
only applies to services that are performed by an enterprise of a
Contracting State within the other Contracting State. It is there-
fore not sufficient that the relevant services be merely furnished to
a resident of the other Contracting State. Where, for example, an
enterprise provides customer support or other services by telephone
or computer to customers located in the other State, those would
not be covered by subparagraph 3(c) because they are not per-
formed by that enterprise within the other State. Another example
would be that of an architect who is hired to design blueprints for
the construction of a building in the other State. As part of com-
pleting the project, the architect must make visits to that other
State, and his days of presence there would be counted for pur-
poses of determining whether the 183-day threshold is satisfied.
However, the days that the architect spends working on the blue-
print in his home office shall not count for purposes of the 183-day
threshold, because the architect is not performing those services
within the other State.

Subparagraph 3(c) refers to days during which an enterprise per-
forms services in the other Contracting State through one or more
individuals who are present and performing such services in that
other State. Accordingly, non-working days such as weekends or
holidays would not count for purposes of the provision, as long as
no services are actually being performed while in the other State
on those days. For purposes of subparagraph 3(c), even if the enter-
prise sends many individuals simultaneously to the other State to
provide services, their collective presence during one calendar day
will count for only one day of the enterprise’s presence in the other
State. For instance, if an enterprise sends 20 employees to the
other Contracting State to perform services for a client in that
other State for 10 days, the enterprise will be considered to have
performed services in that other State only for 10 days, not 200
days (20 employees x 10 days).

By deeming the enterprise to provide services through a perma-
nent establishment in the other Contracting State, subparagraph
3(c) allows the application of Article 7 (Business Profits), and ac-
cordingly, the taxation of the services shall be on a net basis. Such
taxation is also limited to the profits attributable to the activities
carried on in performing the relevant services. It will be important
to ensure that only the profits properly attributable to the func-
tions performed and risks assumed by provision of the services will
be attributed to the deemed permanent establishment.

For purposes of computing the time limits described in para-
graph 3, the time limits apply separately to each installation, site
or project, as the case may be. The time period begins when work
(including preparatory work carried on by the enterprise) phys-
ically begins in a Contracting State. A series of contracts or
projects by a contractor that are interdependent both commercially
and geographically are to be treated as a single project for purposes
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of applying the time period. 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.

If the relevant time limit is exceeded, the installation, site or
project constitutes a permanent establishment from the first day of
activity.

Paragraph 3 provides that for purposes of computing the time
limits in paragraph 3, activities carried on by an enterprise associ-
ated with another enterprise, within the meaning of Article 9 (As-
sociated Enterprises), shall be regarded as carried on by the last-
mentioned enterprise if the activities of both enterprises are sub-
stantially the same, unless they are carried on simultaneously.

Paragraph 4

This paragraph contains exceptions to the general rule of para-
graph 1, listing a number of activities that may be carried on
through a fixed place of business but which nevertheless do not cre-
ate 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 main-
tenance of a stock of goods belonging to an enterprise solely for the
purpose of storage, display or delivery, or solely for the purpose of
processing by another enterprise does not give rise to a permanent
establishment of the first-mentioned enterprise. The maintenance
of a fixed place of business solely for the purpose of purchasing
goods or merchandise, or for collecting information, for the enter-
prise does not constitute a permanent establishment of that enter-
prise. The maintenance of a fixed place of business solely for the
purpose of advertising, supplying information or carrying out sci-
entific research for the enterprise or any other similar activity, if
such activity is of a preparatory or auxiliary character does not
constitute a permanent establishment of the enterprise.

Paragraph 5

Paragraphs 5 and 6 specify when activities carried on by an
agent or other person acting on behalf of an enterprise create a
permanent establishment of that enterprise. Under paragraph 5, a
person is deemed to create a permanent establishment of the enter-
prise if that person has and habitually exercises an authority to
conclude contracts that are binding on the enterprise. If, however,
his activities are limited to those activities specified in paragraph
4 which would not constitute a permanent establishment if carried
on by the enterprise through a fixed place of business, the person
does not create a permanent establishment of the enterprise. For
example, if the person has no authority to conclude contracts in the
name of the enterprise with its customers for the sale of the goods
produced by the enterprise, but it can enter into service contracts
that are binding on the enterprise for the enterprise’s business
equipment, this contracting authority would not fall within the
scope of the paragraph, even if exercised regularly.

The Convention uses the U.S. Model language “binding on the
enterprise,” rather than the OECD Model language “in the name
of that enterprise.” This difference in language is not intended to
be a substantive difference. As indicated in paragraph 32 to the
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OECD Commentaries on Article 5, paragraph 5 of the Article is in-
tended to encompass persons who have “sufficient authority to bind
the enterprise’s participation in the business activity in the State
concerned.”

Paragraph 6

Under paragraph 6, an enterprise is not deemed to have a per-
manent establishment in a Contracting State merely because it
carries on business in that State through an independent agent, in-
cluding a broker or general commission agent, if the agent is acting
in the ordinary course of his business as an independent agent.
Paragraph 8 of the Protocol identifies the two conditions that must
be satisfied for a person to be within the scope of paragraph 6 of
Article 5 of the Convention: the agent must be both legally and eco-
nomically independent of the enterprise; and the agent must act in
the ordinary course of its business in carrying out activities on be-
half of the enterprise.

Whether the agent and the enterprise are independent is a fac-
tual determination. Among the questions to be considered is the ex-
tent to which the agent operates on the basis of instructions from
the enterprise. An agent that is subject to (i) detailed instructions
regarding the conduct of its operations, or (ii) comprehensive con-
trol by the enterprise is not legally independent.

In determining whether the agent is economically independent,
a relevant factor is the extent to which the agent bears business
risk. Business risk refers primarily to risk of loss. An independent
agent typically bears risk of loss from its own activities. In the ab-
sence of other factors that would establish dependence, an agent
that shares business risk with the enterprise, or has its own busi-
ness risk, is economically independent because its business activi-
ties are not integrated with those of the principal. Conversely, an
agent that bears little or no risk from the activities it performs is
not economically independent and therefore is not described in
paragraph 6.

Another relevant factor in determining whether an agent is eco-
nomically independent is whether the agent acts exclusively or
nearly exclusively for the principal. Such a relationship may indi-
cate that the principal has economic control over the agent. A num-
ber 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 dispositive; an agent may
be economically independent notwithstanding an exclusive relation-
ship with the principal if it has the capacity to diversify and ac-
quire 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.
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Paragraph 7

This paragraph clarifies that a company that is a resident of a
Contracting State is not deemed to have a permanent establish-
ment in the other Contracting State merely because it controls, or
is controlled by, a company that is a resident of that other Con-
tracting State, or that carries on business in that other Contracting
State. The determination whether a permanent establishment ex-
ists is made solely on the basis of the factors described in para-
graphs 1 through 6 of the Article. Whether a company is a perma-
nent establishment of a related company, therefore, is based solely
on those factors and not on the ownership or control relationship
between the companies.

ARTICLE 6 (INCOME FROM REAL PROPERTY (IMMOVABLE PROPERTY))

This article deals with the taxation of income from real property
(immovable property) situated in a Contracting State (the “situs
State”). The 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 imposed by the situs State, except that, as provided in
paragraph 9 of the Protocol, the situs State must allow the tax-
payer an election to be taxed on a net basis.

Paragraph 1

The first paragraph of Article 6 states the general rule that in-
come of a resident of a Contracting State derived from real prop-
erty (immovable property) situated in the other Contracting State
may be taxed in the Contracting State in which the property is sit-
uated. The paragraph specifies that income from real property (im-
movable property) includes income from agriculture and forestry.
Given the availability of the net election in paragraph 9 of the Pro-
tocol, taxpayers generally should be able to obtain the same tax
treatment in the situs country regardless of whether the income is
treated as business profits or real property (immovable property)
income.

Paragraph 2

The term “real property (immovable property)” is defined in
paragraph 2 by reference to the internal law definition in the situs
State. In the case of the United States, the term has the meaning
given to it by Treas. Reg. §1.897-1(b). In addition to the definitions
in the two Contracting States, the paragraph specifies certain addi-
tional classes of property that, regardless of domestic law defini-
tions, are within the scope of the term for purposes of the Conven-
tion. This expanded definition conforms to that in the OECD
Model. The definition of “real property (immovable property)” for
purposes of Article 6 is more limited than the expansive definition
of “real property (immovable property)” in paragraph 1 of Article
13 (Capital Gains). The Article 13 term includes not only real prop-
erty (immovable property) as defined in Article 6 but certain other
interests in real property (immovable property).



25

Paragraph 3

Paragraph 3 makes clear that all forms of income derived from
the exploitation of real property (immovable property) are taxable
in the Contracting State in which the property is situated. This in-
cludes income from any use of real property (immovable 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 pur-
poses) and rental income from the letting of real property (immov-
able property). In the case of a net lease of real property (immov-
able property), if a net election pursuant to paragraph 9 of the Pro-
tocol has not been made, the gross rental payment (before deduct-
ible expenses incurred by the lessee) is treated as income from the
property.

Other income closely associated with real property (immovable
property) is covered by other Articles of the Convention, however,
and not Article 6. For example, income from the disposition of an
interest in real property (immovable property) is not considered
“derived” from real property (immovable property); taxation of that
income is addressed in Article 13 (Capital Gains). Interest paid on
a mortgage on real property (immovable property) property would
be covered by Article 11 (Interest). Distributions by a U.S. Real Es-
tate Investment Trust or certain regulated investment companies
would fall under Article 13 in the case of distributions of U.S. real
property gain or Article 10 (Dividends) in the case of distributions
treated as dividends. Finally, distributions from a United States
Real Property Holding Corporation are not considered to be income
from the exploitation of real property (immovable property); such
payments would fall under Article 10 or 13.

Paragraph 4

This paragraph specifies that the basic rule of paragraph 1 (as
elaborated in paragraph 3) applies to income from real property
(immovable property) of an enterprise and to income from real
property (immovable property) used for the performance of inde-
pendent personal services. This clarifies that the situs country may
tax the real property income (including rental income) of a resident
of the other Contracting State in the absence of attribution to a
permanent establishment or a 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 in order to be taxable in the situs State.

Paragraph 9 of the Protocol

The paragraph provides that a resident of one Contracting State
that derives real property (immovable property) income from the
other State may elect, for any taxable year, to be subject to tax in
that other State on a net basis, as though the income were attrib-
utable to a permanent establishment in that other State. In the
case of real property (immovable property) situated in the United
States, the election may be terminated only with the consent of the
competent authority of the United States. Termination of such elec-
tion will be granted in accordance with the provisions of Treas.
Reg. §1.871-10(d)(2).
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The 2011 Exchange of Notes corrects a typographical error in the
header of paragraph 9 of the Protocol. The header refers to para-
graph 5 of Article 6. It should refer instead only to Article 6.

ARTICLE 7 (BUSINESS PROFITS)

This Article provides rules for the taxation by a Contracting
State of the business profits of an enterprise of the other Con-
tracting 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 business in that
other Contracting State through a permanent establishment (as de-
fined in Article 5 (Permanent Establishment)) situated there. When
that condition is met, the State in which the permanent establish-
ment is situated may tax the enterprise on the income that is at-
tributable to the permanent establishment.

Because Article 7 applies to income earned by an enterprise from
the furnishing of personal services, the article also applies to in-
come derived by a partner resident in a Contracting State that is
attributable to personal services performed in the other Con-
tracting State through a partnership with a permanent establish-
ment in that other State. Income which may be taxed under this
Article includes all income attributable to the permanent establish-
ment in respect of the performance of the personal services carried
on by the partnership (whether by the partner himself, other part-
ners in the partnership, or by employees assisting the partners)
and any income from activities ancillary to the performance of
those services (e.g., charges for facsimile services).

The application of Article 7 to a service partnership may be illus-
trated by the following example. A partnership formed in Chile has
five partners (who agree to split profits equally), four of whom are
resident and perform personal services only in Chile at Office A,
and one of whom performs personal services at Office B, a perma-
nent establishment in the United States. In this case, the four
partners of the partnership resident in Chile may be taxed in the
United States in respect of their share of the income attributable
to the permanent establishment, Office B. The services giving rise
to income which may be attributed to the permanent establishment
would include not only the services performed by the one resident
partner, but also, for example, if one of the four other partners
came to the United States and worked on an Office B matter there,
the income in respect of those services. Income from the services
performed by the visiting partner would be subject to tax in the
United States regardless of whether the visiting partner actually
visited or used Office B while performing services in the United
States.

Paragraph 2

Paragraph 2 provides i rules for the attribution of business prof-
its to a permanent establishment. The Contracting States will at-
tribute to a permanent establishment the profits that it would have
earned had it been a distinct and separate enterprise engaged in
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the same or similar activities under the same or similar conditions
and dealing wholly independently with the enterprise of which it
is a permanent establishment. This language incorporates the
arm’s-length standard for purposes of determining the profits at-
tributable to a permanent establishment. The computation of busi-
ness 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
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.

Paragraph 10 of the iProtocol provides that the business profits
attributed to a permanent establishment include only those derived
from the assets or activities of the permanent establishment. This
rule is consistent with the “asset-use” and “business activities”
tests of Code section 864(c)(2).

Paragraph 3

Paragraph 3 provides i that in determining the business profits
of a permanent establishment, deductions shall be allowed for the
necessary expenses incurred for the purposes of the permanent es-
tablishment, ensuring that business profits will be taxed on a net
basis. This rule is not limited to expenses incurred exclusively for
the purposes of the permanent establishment, but includes a rea-
sonable allocation of executive and general administrative ex-
penses, research and development expenses, interest, and other ex-
penses incurred for the purposes of the enterprise as a whole, or
that part of the enterprise that includes the permanent establish-
ment, whether incurred in the Contracting State in which the per-
manent establishment is situated or elsewhere. Deductions are to
be allowed regardless of which accounting unit of the enterprise
books the expenses, so long as they are incurred for the purposes
of the permanent establishment. For example, a portion of the in-
terest 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. This rule permits (but does not require)
each Contracting State to apply the type of expense allocation rules
provided by U.S. law (such as in Treas. Reg. §§1.861-8 and 1.882-
5).

Paragraph 3 does not permit a deduction for expenses charged to
a permanent establishment by another unit of the enterprise. Thus,
a permanent establishment may not deduct a royalty deemed paid
to the head office. Similarly, a permanent establishment may not
increase its business profits by the amount of any notional fees for
ancillary services performed for another unit of the enterprise, but
also should not receive a deduction for the expense of providing
such services, since those expenses would be incurred for purposes
of a business unit other than the permanent establishment.

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 which it is a part. This rule ap-
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plies 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 office is the purchase of goods or merchan-
dise because such activity does not give rise to a permanent estab-
lishment under Article 5 (Permanent Establishment). A common
situation in which paragraph 4 is relevant is one in which a perma-
nent establishment purchases raw materials for the enterprise’s
manufacturing operation conducted outside the United States and
sells the manufactured product. While business profits may be at-
tributable to the permanent establishment with respect to its sales
activities, no profits are attributable to it with respect to its pur-
chasing activities.

Paragraph 5

Paragraph 5 provides that profits shall be determined by the
same method each year, unless there is good reason to change the
method used. This rule assures consistent tax treatment over time
for permanent establishments. It limits the ability of both the Con-
tracting State and the enterprise to change the accounting methods
to be applied to the permanent establishment. It does not, however,
restrict a Contracting State from imposing additional require-
ments, such as the rules under Code section 481, to prevent
amounts from being duplicated or omitted following a change in ac-
counting method.

Paragraph 6

Paragraph 6 coordinates the provisions of Article 7 and other
provisions of the Convention. Under this paragraph, when business
profits include items of income that are dealt with separately under
other articles of the Convention, the provisions of those articles
will, except when they specifically provide to the contrary, take
precedence over the provisions of Article 7. For example, the tax-
ation of dividends will be determined by the rules of Article 10
(Dividends), and not by Article 7, except where, as provided in
paragraph 5 of Article 10, the dividend is attributable to a perma-
nent establishment. In the latter case, the provisions of Article 7
apply. Thus, an enterprise of one State deriving dividends from the
other State may not rely on Article 7 to exempt those dividends
from tax at source if they are not attributable to a permanent es-
tablishment of the enterprise in the other State. By the same
token, if the dividends are attributable to a permanent establish-
ment in the other State, the dividends may be taxed on a net in-
come basis at the source State’s full corporate tax rate, rather than
on a gross basis under

ARTICLE 10.

As provided in Article 8 (International Transport), income de-
rived from shipping and air transport activities in international
traffic described in that Article is taxable only in the country of
residence of the enterprise regardless of whether it is attributable
to a permanent establishment situated in the source State.
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Paragraph 7

Paragraph 7 incorporates into the Convention the rule of Code
section 864(c)(6). Like the Code section on which it is based, para-
graph 7 provides that any income or gain attributable to a perma-
nent establishment or fixed base during its existence is taxable in
the Contracting State where the permanent establishment or fixed
base is situated, even if the payment of that income or gain is de-
ferred until after the permanent establishment or fixed base ceases
to exist. This rule applies with respect to this Article, paragraph
5 of Article 10 (Dividends), paragraph 6 of Article 11 (Interest),
paragraph 4 of Article 12 (Royalties), paragraph 3 of Article 13
(Capital Gains), Article 14 (Independent Personal Services), and
paragraph 2 of Article 21 (Other Income).

The effect of this rule can be illustrated by the following exam-
ple. Assume a company that is a resident of the other Contracting
State and that maintains a permanent establishment in the United
States winds down the permanent establishment’s business and
sells the permanent establishment’s inventory and assets to a U.S.
buyer at the end of year 1 in exchange for an interest-bearing in-
stallment obligation payable in full at the end of year 3. Despite
the fact that Article 13’s threshold requirement for U.S. taxation
is not met in year 3 because the company has no activities in the
United States, the United States may tax the deferred income pay-
ment recognized by the company in year 3.

Paragraph 8

Paragraph 8 provides that notwithstanding the provisions of
paragraph 1, in the absence of a permanent establishment, the
United States may impose its excise tax on insurance premiums
paid to foreign insurers, and Chile may impose its tax on payments
for insurance policies contracted with foreign insurers. However,
notwithstanding the provisions of Article 2 (Taxes Covered), such
tax shall not exceed: (i) 2 percent of the gross amount of premiums
in the case of policies of reinsurance; and (ii) 5 percent of the gross
amount of premiums in the case of all other policies of insurance.

Paragraph 9

Paragraph 9 defines the term “business profits” to mean income
from any trade or business. In accordance with this broad defini-
tion, the term “business profits” includes income attributable to no-
tional principal contracts and other financial instruments to the ex-
tent that the income is attributable to a trade or business of deal-
ing in such instruments or is otherwise related to a trade or busi-
ness (as in the case of a notional principal contract entered into for
the purpose of hedging currency risk arising from a trade or busi-
ness). Any other income derived from such instruments is, unless
specifically covered in another article, dealt with under Article 21
(Other Income).

In addition, the term includes income derived from the fur-
nishing of personal services. Thus, a consulting firm resident in one
State whose employees or partners perform services in the other
State through a permanent establishment may be taxed in that
other State on a net basis under Article 7, and not under Article
15 (Dependent Personal Services), which applies only to income of
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employees. With respect to the enterprise’s employees themselves,
however, their salary remains subject to Article 15.

Relationship to Other Articles

This Article is subject to the saving clause of paragraph 4 of the
Protocol. Thus, if a citizen of the United States who is a resident
of Chile under the Convention derives business profits from the
United States that are not attributable to a permanent establish-
ment in the United States, the United States may, subject to the
special foreign tax credit rules of paragraph 3 of Article 23 (Relief
from Double Taxation), tax those profits, notwithstanding the pro-
vision of paragraph 1 of this Article which would exempt the in-
come from U.S. tax.

The benefits of this Article are also subject to Article 24 (Limita-
tion on Benefits). Thus, an enterprise of Chile that derives income
effectively connected with a U.S. trade or business may not claim
the benefits of Article 7 unless the resident carrying on the enter-
prise qualifies for such benefits under Article 24.

ARTICLE 8 (INTERNATIONAL TRANSPORT)

This Article governs the taxation of profits from the operation of
ships and aircraft in international traffic. The term “international
traffic” is defined in subparagraph 1(g) of Article 3 (General Defini-
tions).

Paragraph 1

Paragraph 1 provides that profits derived by an enterprise of a
Contracting State from the operation in international traffic of
ships or aircraft are taxable only in that Contracting State. Be-
cause paragraph 6 of Article 7 (Business Profits) defers to Article
8 with respect to shipping income, such income derived by a resi-
dent of one of the Contracting States may not be taxed in the other
State even if the enterprise has a permanent establishment in that
other State. Thus, if a U.S. airline has a ticket office in Chile, Chile
may not tax the airline’s profits attributable to that office under
Article 7. Since entities engaged in international transportation ac-
tivities normally will have many permanent establishments in a
number of countries, the rule avoids difficulties that would be en-
countered in attributing income to multiple permanent establish-
ments if the income were covered by Article 7.

Paragraph 2

The profits from the operation of ships or aircraft in inter-
national traffic that is exempt from tax under paragraph 1 is de-
fined in paragraph 2.

In addition to profits derived directly from the operation of ships
or aircraft in international traffic, this definition also includes cer-
tain items of rental income. First, profits from the operation of
ships or aircraft include profits of an enterprise of a Contracting
State from the rental of ships or aircraft on a full (time or voyage)
basis (i.e., with crew). Therefore, such profits are exempt from tax
in the other Contracting State under paragraph 1. Also, paragraph
2 encompasses profits from the charter or rental of ships or aircraft
on a bareboat basis (i.e., without crew) if those profits are inci-
dental to profits from the operation by the enterprise of ships or
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aircraft in international traffic. If profits of an enterprise from
bareboat rentals are not incidental to profits from that enterprise’s
operation of ships or aircraft in international traffic, the profits
from the bareboat rentals would constitute business profits and
would be taxed in accordance with the provisions of Article 7.

Paragraph 11 of the Protocol provides that inland transport with-
in either Contracting State shall be treated as the operation of
ships or aircraft in international traffic if undertaken as part of a
transport that includes transport by ships or aircraft in inter-
national traffic. Thus, consistent with the Commentary to Article
8 of the OECD Model, profits of an enterprise from the inland
transport of property or passengers within either Contracting State
falls within Article 8 if the transport is undertaken as part of the
international transport of property or passengers by the enterprise.
For example, if a U.S. shipping company contracts to carry prop-
erty from Chile to a U.S. city and, as part of that contract, it trans-
ports the property by truck from its point of origin to an airport
in Chile (or it contracts with a trucking company to carry the prop-
erty to the airport) the income earned by the U.S. shipping com-
pany from the overland leg of the journey would be taxable only
in the United States. Similarly, Article 8 also would apply to all of
the income derived from a contract for the international transport
of goods, even if the goods were transported to the port by a light-
er, not by the vessel that carried the goods in international waters.

Finally, certain non-transport activities that are an integral part
of the services performed by a transport company, or are ancillary
to the enterprise’s operation of ships or aircraft in international
traffic, are understood to be covered in paragraph 1, though they
are not specified in paragraph 2. These include, for example, the
provision of goods and services by engineers, ground and equip-
ment maintenance and staff, cargo handlers, catering staff and cus-
tomer services personnel. Where the enterprise provides such goods
to, or performs services for, other enterprises and such activities
are directly connected with or ancillary to the enterprise’s oper-
ation of ships or aircraft in international traffic, the profits from
the provision of such goods and services to other enterprises will
fall under this paragraph.

For example, enterprises engaged in the operation of ships or air-
craft in international traffic may enter into pooling arrangements
for the purposes of reducing the costs of maintaining facilities
needed for the operation of their ships or aircraft in other coun-
tries. For instance, where an airline enterprise agrees (for example,
under an International Airlines Technical Pool agreement) to pro-
vide spare parts or maintenance services to other airlines landing
at a particular location (which allows it to benefit from these serv-
ices at other locations), activities carried on pursuant to that agree-
ment will be ancillary to the operation of aircraft in international
traffic by the enterprise.

Also, advertising that the enterprise may do for other enterprises
in magazines offered aboard ships or aircraft that it operates in
international traffic or at its business locations, such as ticket of-
fices, is ancillary to its operation of these ships or aircraft. Profits
generated by such advertising fall within this paragraph. Income
earned by concessionaires, however, is not covered by Article 8.
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These interpretations of paragraph 1 also are consistent with the
Commentary to Article 8 of the OECD Model.

Paragraph 3

Under this paragraph, profits of an enterprise of a Contracting
State from the use, maintenance or rental of containers (including
related equipment, such as barges and trailers, for the transport of
such containers) used for the transport of goods or merchandise in
international traffic are exempt from tax in the other Contracting
State. This result obtains under paragraph 3 regardless of whether
the recipient of the income is engaged in the operation of ships or
aircraft in international traffic, and regardless of whether the en-
terprise has a permanent establishment in the other Contracting
State. Only income from the use, maintenance or rental of con-
tainers that is incidental to other income from international traffic
is covered by Article 8 of the OECD Model.

Paragraph 4

This paragraph clarifies that the provisions of paragraphs 1 and
3 also apply to profits of an enterprise of a Contracting State from
participation in a pool, joint business or international operating
agency. This refers to various arrangements for international co-
operation by carriers in shipping and air transport. For example,
airlines from two countries may agree to share the transport of
passengers between the two countries. They each will fly the same
number of flights per week and share the revenues from that route
equally, regardless of the number of passengers that each airline
actually transports. Paragraph 4 makes clear that with respect to
each carrier the income dealt with in the Article is that carrier’s
share of the total transport, not the income derived from the pas-
sengers actually carried by the airline. This paragraph corresponds
to paragraph 4 of Article 8 of the OECD Model.

Relationship to Other Articles

The taxation of gains from the alienation of ships, aircraft or con-
tainers is not dealt with in this Article but in paragraph 4 of Arti-
cle 13 (Capital Gains).

As with other benefits of the Convention, the benefit of exclusive
residence country taxation under Article 8 is available to an enter-
prise only if it is entitled to benefits under Article 24 (Limitation
on Benefits).

This Article also is subject to the saving clause of paragraph 4
of the Protocol. Thus, if a citizen of the United States who is a resi-
dent of Chile derives profits from the operation of ships or aircraft
in international traffic, notwithstanding the exclusive residence
country taxation in paragraph 1 of Article 8, the United States
may, subject to the special foreign tax credit rules of paragraph 3
of Article 23 (Relief from Double Taxation), tax those profits as
part of the worldwide income of the citizen. (This is an unlikely sit-
uation, however, because non-tax considerations (e.g., insurance)
generally result in shipping activities being carried on in corporate
form.)
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ARTICLE 9 (ASSOCIATED ENTERPRISES)

This Article incorporates into the Convention the arm’s-length
principle reflected in the U.S. domestic transfer pricing provisions,
particularly Code section 482. It provides that when related enter-
prises engage in a transaction on terms that are not arm’s-length,
the Contracting States may make appropriate adjustments to the
taxable income and tax liability of such related enterprises to re-
flect what the income and tax of these enterprises with respect to
the transaction would have been had there been an arm’s-length
relationship between them.

Paragraph 1

This paragraph addresses the situation where an enterprise of a
Contracting State is related to an enterprise of the other Con-
tracting State, and there are arrangements or conditions imposed
between the enterprises in their commercial or financial relations
that are different from those that would have existed in the ab-
sence of the relationship. Under these circumstances, the Con-
tracting States may adjust the income (or loss) of the enterprise to
reflect what it would have been in the absence of such a relation-
ship.

The paragraph identifies the relationships between enterprises
that serve as a prerequisite to application of the Article. As the
Commentary to the OECD Model makes clear, the necessary ele-
ment in these relationships is effective control, which is also the
standard for purposes of section 482. Thus, the Article applies if an
enterprise of one State participates directly or indirectly in the
management, control, or capital of the enterprise of the other State.
Also, the Article applies if any third person or persons participate
directly or indirectly in the management, control, or capital of en-
terprises of different States. For this purpose, all types of control
are included, i.e., whether or not legally enforceable and however
exercised or exercisable.

The fact that a transaction is entered into between such related
enterprises does not, in and of itself, mean that a Contracting State
may adjust the income (or loss) of one or both of the enterprises
under the provisions of this Article. If the conditions of the trans-
action are consistent with those that would be made between inde-
pendent persons, the income arising from that transaction should
not be subject to adjustment under this Article.

Similarly, the fact that associated enterprises may have con-
cluded arrangements, such as cost sharing arrangements or gen-
eral services agreements, is not in itself an indication that the

two enterprises have entered into a non-arm’s-length transaction
that should give rise to an adjustment under paragraph 1. Both re-
lated and unrelated parties enter into such arrangements (e.g.,
joint venturers may share some development costs). As with any
other kind of transaction, when related parties enter into an ar-
rangement, the specific arrangement must be examined to see
whether or not it meets the arm’s-length standard. In the event
that it does not, an appropriate adjustment may be made, which
may include modifying the terms of the agreement or recharacter-
izing the transaction to reflect its substance.
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It is understood that the “commensurate with income” standard
for determining appropriate transfer prices for intangibles, added
to Code section 482 by the Tax Reform Act of 1986, was designed
to operate consistently with the arm’s-length standard. The imple-
mentation of this standard in the section 482 regulations is in ac-
cordance with the general principles of paragraph 1 of Article 9 of
the Convention, as interpreted by the OECD Transfer Pricing
Guidelines.

This Article also permits tax authorities to deal with thin capital-
ization issues. They may, in the context of Article 9, scrutinize
more than the rate of interest charged on a loan between related
persons. They also may examine the capital structure of an enter-
prise, whether a payment in respect of that loan should be treated
as interest, and, if it is treated as interest, under what cir-
cumstances interest deductions should be allowed to the payor.
Paragraph 2 of the Commentary to Article 9 of the OECD Model,
together with the U.S. observation set forth in paragraph 15, sets
forth a similar understanding of the scope of Article 9 in the con-
text of thin capitalization.

Paragraph 2

When a Contracting State has made an adjustment that is con-
sistent with the provisions of paragraph 1, and the other Con-
tracting State agrees that the adjustment was appropriate to re-
flect arm’s-length conditions, that other Contracting State is obli-
gated to make a correlative adjustment (sometimes referred to as
a “corresponding adjustment”) to the tax liability of the related per-
son in that other Contracting State. Although the OECD Model
does not specify that the other Contracting State must agree with
the initial adjustment before it is obligated to make the correlative
adjustment, the Commentary makes clear that the paragraph is to
be read that way.

As explained in the Commentary to Article 9 of the OECD Model,
Article 9 leaves the treatment of “secondary adjustments” to the
laws of the Contracting States. When an adjustment under Article
9 has been made, one of the parties will have in its possession
funds that it would not have had at arm’s length. The question
arises as to how to treat these funds. In the United States, the gen-
eral practice is to treat such funds as a dividend or contribution to
capital, depending on the relationship between the parties. Under
certain circumstances, the parties may be permitted to restore the
funds to the party that would have the funds had the transactions
been entered into on arm’s length terms, and to establish an ac-
count payable pending restoration of the funds. See Rev. Proc. 99-
32, 1999-2 C.B. 296.

The Contracting State making a secondary adjustment will take
the other provisions of the Convention, where relevant, into ac-
count. For example, if the effect of a secondary adjustment is to
treat a U.S. corporation as having made a distribution of profits to
its parent corporation in Chile, the provisions of Article 10 (Divi-
dends) will apply, and the United States may impose a 5 percent
withholding tax on the dividend. Also, if under Article 23 (Relief
from Double Taxation) Chile generally gives a credit for taxes paid
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with respect to such dividends, it would also be required to do so
in this case.

The competent authorities are authorized by paragraph 3 of Arti-
cle 26 (Mutual Agreement Procedure) to consult, if necessary, to re-
solve any differences in the application of these provisions. For ex-
ample, there may be a disagreement over whether an adjustment
made by a Contracting State under paragraph 1 was appropriate.

If a correlative adjustment is made under paragraph 2, it is to
be implemented, pursuant to paragraph 2 of Article 26 (Mutual
Agreement Procedure), notwithstanding any time limits or other
procedural limitations in the law of the Contracting State making
the adjustment. Thus, even if a statute of limitations has run, a re-
fund of tax can be made in order to implement a correlative adjust-
ment (statutory or procedural limitations , however, cannot be
overridden to impose additional tax, because paragraph 2 of Article
1 (General Scope) provides that the Convention cannot restrict any
statutory benefit). If a taxpayer has entered a closing agreement
(or other written settlement) with the United States prior to bring-
ing a case to the competent authorities, the U.S. competent author-
ity will endeavor only to obtain a correlative adjustment from
Chile. See Rev. Proc. 2006-54, 2006-2 C.B. 1035, §7.05 (or any ap-
plicable successor procedures).

Relationship to Other Articles

The saving clause of paragraph 4 of the Protocol does not apply
to paragraph 2 of Article 9 by virtue of an exception to the saving
clause in subparagraph 4(a) of the Protocol. This ensures that the
competent authorities of the Contracting States have the ability to
make any adjustments necessary to relieve double taxation pursu-
ant to the mutual agreement procedure.

ARTICLE 10 (DIVIDENDS)

Article 10 provides rules for the taxation of dividends paid by a
company that is a resident of one Contracting State to a beneficial
owner that is a resident of the other Contracting State. The Article
provides for full residence-State taxation of such dividends and a
limited source-State right to tax. Article 10 also provides rules for
the imposition of a tax on branch profits by the State of source. Fi-
nally, the Article prohibits a State from imposing taxes on a com-
pany resident in the other Contracting State, other than a branch
profits tax, on undistributed earnings.

Paragraph 1

Paragraph 1 permits a Contracting State to tax its residents on
dividends paid to them by a company that is a resident of the other
Contracting State. For dividends from any other source paid to a
resident, Article 21 (Other Income) grants the State of residence
exclusive taxing jurisdiction (other than for dividends attributable
to a permanent establishment in the other State).

Paragraph 2

The State of source also may tax dividends beneficially owned by
a resident of the other State, subject to the limitations of para-
graphs 2 and 3. Paragraph 2 generally limits the rate of with-
holding tax in the State of source on dividends paid by a company
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resident in that State to 15 percent of the gross amount of the divi-
dend. If, however, the beneficial owner of the dividend is a com-
pany resident in the other State and owns directly shares rep-
resenting at least 10 percent of the voting stock of the company
paying the dividend, then the rate of withholding tax is limited to
5 percent of the gross amount of the dividend. For application of
this paragraph by the United States, shares are considered voting
shares if they provide the power to elect, appoint or replace any
person vested with the powers ordinarily exercised by the board of
directors of a U.S. corporation.

The determination of whether the ownership threshold for sub-
paragraph (a) is met for purposes of the 5 percent maximum rate
of withholding tax is made on the date on which entitlement to the
dividend is determined. Thus, the determination would generally
be made on the dividend record date.

Paragraph 2 does not affect the taxation of the profits out of
which the dividends are paid. The taxation by a Contracting State
of the income of its resident companies is governed by the internal
law of the Contracting State, subject to the provisions of paragraph
3 of Article 25 (Non-Discrimination).

The term “beneficial owner” is not defined in the Convention,
and is, therefore, defined as under the internal law of the State
granting treaty benefits (i.e., the source State). The beneficial
owner of the dividend for purposes of Article 10 is the person to
which the income is attributable under the laws of the source
State. Thus, if a dividend paid by a corporation that is a resident
of one of the States (as determined under Article 4 (Residence)) is
received by a nominee or agent that is a resident of the other State
on behalf of a person that is not a resident of that other State, the
dividend is not entitled to the benefits of this Article. However, a
dividend received by a nominee on behalf of a resident of that other
State would be entitled to benefits. These limitations are confirmed
by paragraph 12 of the Commentary to Article 10 of the OECD
Model. See also paragraph 24 of the Commentary to Article 1 of the
OECD Model.

Special rules, however, apply to shares that are held through fis-
cally transparent entities. In that case, the rules of paragraph 1 of
the Protocol will apply to determine whether the dividends should
be treated as having been derived by a resident of a Contracting
State. Residence-State principles shall be used to determine who
derives the dividend, to assure that the dividends for which the
source State grants benefits of the Convention will be taken into
account for tax purposes by a resident of the residence State.
Source-State principles of beneficial ownership shall then apply to
determine whether the person who derives the dividends, or an-
other resident of the other Contracting State, is the beneficial
owner of the dividend. If the person who derives the dividend
under paragraph 1 of the Protocol would not be treated as a nomi-
nee, agent, custodian, conduit, etc., under the source State’s prin-
ciples for determining beneficial ownership, that person will be
treated as the beneficial owner of the income, profits or gains for
purposes of the Convention.

Assume for instance, that a company resident in Chile pays a
dividend to LLC, an entity that is treated as fiscally transparent
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for U.S. tax purposes but is treated as a company for Chilean tax
purposes. USCo, a corporation incorporated in the United States,
is the sole interest holder in LLC. Paragraph 1 of the Protocol pro-
vides that USCo derives the dividend. Chile’s principles of bene-
ficial ownership shall then be applied to USCo. If under the laws
of Chile USCo is found not to be the beneficial owner of the divi-
dend, USCo will not be entitled to the benefits of Article 10 with
respect to such dividend. If USCo is found to be a nominee, agent,
custodian, or conduit for another person who is a resident of the
United States, that person may be entitled to benefits with respect
to the dividends.

Beyond identifying the person to whom the principles of bene-
ficial ownership shall be applied, the principles of paragraph 1 of
the Protocol will also apply when determining whether other re-
quirements, such as the ownership threshold of subparagraph 2(a)
of Article 10 have been satisfied.

For example, assume that FCo, a corporation that is a resident
of Chile, owns a 50 percent interest in FP, a partnership that is
organized in Chile. FP owns 100 percent of the sole class of stock
of USCo, a company resident in the United States. Chile views FP
as fiscally transparent under its domestic law, and accordingly
taxes FCo currently on its distributive share of the income of FP
and determines the character and source of the income received
through FP in the hands of FCo as if such income were realized
directly by FCo. In this case, FCo is treated as deriving 50 percent
of the dividends paid by USCo under paragraph 1 of the Protocol.
Moreover, FCo is treated as owning 50 percent of the stock of USCo
directly. The same result would be reached even if the tax laws of
the United States would treat FP differently (e.g., if FP were not
treated as fiscally transparent in the United States), or if FP were
organized in a third state, as long as FP were still treated as fis-
cally transparent under the laws of the other Contracting State.
The same principles would apply in determining whether compa-
nies holding shares through other fiscally transparent entities such
as partnerships, trusts, and estates would qualify for benefits. As
a result, companies holding shares through such entities may be
able to claim the benefits of subparagraph (a) under certain cir-
cumstances. The lower rate applies when the company’s propor-
tionate share of the shares held by the intermediate entity meets
the 10 percent threshold, and the company meets the requirements
of paragraph 1 of the Protocol (i.e., the company’s country of resi-
dence treats the intermediate entity as fiscally transparent) with
respect to the dividend. Whether this ownership threshold is satis-
fied may be difficult to determine and often will require an analysis
of the partnership or trust agreement.

Paragraph 3

Paragraph 3 provides that dividends beneficially owned by an en-
tity that is established and maintained in a Contracting State prin-
cipally to provide or administer pensions or other similar benefits
to employed and self-employed persons, or to earn income for the
benefit of one or more such arrangements, and that is generally ex-
empt from tax in that State, may not be taxed in the other Con-
tracting State of which the payer of the dividends is a resident,



38

provided that such dividends are not derived from the carrying on
of a trade or business, directly or indirectly, by the beneficial owner
or through an associated enterprise.

Paragraph 4

Paragraph 4 defines the term dividends broadly and flexibly. The
definition is intended to cover all arrangements that yield a return
on an equity investment in a corporation as determined under the
tax law of the state of source, as well as arrangements that might
be developed in the future.

The term includes income from shares, or other corporate rights
that are not treated as debt under the law of the source State, and
that participate in the profits of the company. The term also in-
cludes income from rights that is subjected to the same tax treat-
ment as income from shares by the law of the State of source.
Thus, a constructive dividend that results from a non-arm’s length
transaction between a corporation and a related party is a divi-
dend. In the case of the United States, the term dividend includes
amounts treated as a dividend under U.S. law upon the sale or re-
demption of shares or upon a transfer of shares in a reorganization.
See, e.g., Rev. Rul. 92-85, 1992-2 C.B. 69 (sale of foreign subsidi-
ary’s stock to U.S. sister company is a deemed dividend to extent
of the subsidiary’s and sister company’s earnings and profits). Fur-
ther, a distribution from a U.S. publicly traded limited partnership,
which is taxed as a corporation under U.S. law, is a dividend for
purposes of Article 10. However, a distribution by a limited liability
company is not taxable by the United States under Article 10, pro-
vided the limited liability company is not characterized as an asso-
ciation taxable as a corporation under U.S. law.

Finally, a payment denominated as interest may be treated as a
dividend to the extent that the debt is re-characterized as equity
under the laws of the source State.

Paragraph 5

Paragraph 5 provides a rule for taxing dividends attributable to
a permanent establishment or fixed base. In such case, the rules
of Article 7 (Business Profits) or Article 14 (Independent Personal
Services), as the case may be, shall apply. Accordingly, the divi-
dends will be taxed on a net basis using the rates and rules of tax-
ation generally applicable to residents of the State in which the
permanent establishment or fixed base is located, as such rules
may be modified by the Convention. An example of dividends at-
tributable to a permanent establishment would be dividends de-
rived by a dealer in stock or securities from stock or securities that
the dealer held for sale to customers.

Paragraph 6

The right of a Contracting State to tax dividends paid by a com-
pany that is a resident of the other Contracting State is restricted
by paragraph 6 to cases in which the dividends are paid to a resi-
dent of that Contracting State or are attributable to a permanent
establishment or fixed base in that Contracting State. Thus, a Con-
tracting State may not impose a “secondary” withholding tax on
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dividends paid by a nonresident company out of earnings and prof-
its from that Contracting State.

The paragraph also restricts the right of a Contracting State to
impose corporate level taxes on undistributed profits, other than a
branch profits tax. The paragraph does not restrict a State’s right
to tax its resident shareholders on undistributed earnings of a cor-
poration resident in the other State. For example, the authority of
the United States to impose taxes on subpart F income and on
earnings deemed invested in U.S. property, and its tax on income
of a passive foreign investment company that is a qualified electing
fund is in no way restricted by this provision.

Paragraph 7

Paragraph 7 permits a Contracting State to impose a branch
profits tax on a company resident in the other Contracting State.
The tax is in addition to other taxes permitted by the Convention.
The term “company” is defined in subparagraph 1(e) of Article 3
(General Definitions).

A Contracting State may impose a branch profits tax on a com-
pany if the company has income attributable to a permanent estab-
lishment in that Contracting State, derives income from real prop-
erty (immovable property) in that Contracting State that is taxed
on a net basis under Article 6 (Income from Real Property (Immov-
able Property)), or realizes gains taxable in that State under para-
graph 1 of Article 13 (Capital Gains). In the case of the United
States, the imposition of such tax is limited, however, to the por-
tion of the aforementioned items of income that represents the
amount of such income that is the “dividend equivalent amount.”
This is consistent with the relevant rules under the U.S. branch
profits tax, and the term dividend equivalent amount is defined
under U.S. law. The dividend equivalent amount is an amount for
a particular year that is equivalent to the income described above
that is included in the corporation’s effectively connected earnings
and profits for that year, after payment of the corporate tax under
Articles 6 (Income from Real Property (Immovable Property), 7
(Business Profits) or 13 (Capital Gains), reduced for any increase
in the corporation’s U.S. net equity during the year or increased for
any reduction in its U.S. net equity during the year. See Code sec-
tion 884(b); Treas. Reg. § 1.884-1. U.S. net equity is U.S. assets less
U.S. liabilities. See Code section 884(c); Treas. Reg. § 1.884-1.

The dividend equivalent amount for any year approximates the
dividend that a U.S. branch office would have paid during the year
if the branch had been operated as a separate U.S. subsidiary com-
pany. If in the future Chile also imposes a branch profits tax, the
base of its tax must be limited to an amount that is analogous to
the dividend equivalent amount.

As discussed in the explanation of Article 1 (General Scope), con-
sistency principles prohibit a taxpayer from applying provisions of
the Code and this Convention inconsistently. In the context of the
branch profits tax, this consistency requirement means that if a
Chilean company uses the principles of Article 7 to determine its
U.S. taxable income then it must also use those principles to deter-
mine its dividend equivalent amount. Similarly, if the Chilean com-
pany instead uses the Code to determine its U.S. taxable income,
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it must also use the Code to determine its dividend equivalent
amount. As in the case of Article 7, if a Chilean company, for ex-
ample, does not from year to year consistently apply the Code or
the Convention to determine its dividend equivalent amount, then
the Chilean company must make appropriate adjustments or recap-
ture amounts that would otherwise be subject to U.S. branch prof-
its tax if it had consistently applied the Code or the Convention to
determine its dividend equivalent amount from year to year.

Paragraph 8

Paragraph 8 provides that the branch profits tax shall not be im-
posed at a rate exceeding five percent. It is intended that para-
graph 8 apply equally if a taxpayer determines its taxable income
under the laws of a Contracting State or under the provisions of
Article 7. For example, as discussed above, consistency principles
require a Chilean company that determines its U.S. taxable income
under the Code to also determine its dividend equivalent amount
under the Code. In that case, paragraph 8 would apply even though
the Chilean company did not determine its dividend equivalent
amount using the principles of Article 7.

Paragraph 12 of the Protocol

As stated in paragraph 4 of the 2010 Exchange of Notes, at the
time of the signing of the Convention, Chile has an integrated tax
system pursuant to which it collects a total 35 percent tax on busi-
ness profits imposed at two levels. First, business profits of compa-
nies resident in Chile are subject to the First Category Tax at a
rate of 17 percent. Second, in the case of non-resident shareholders,
distributions are subject to Additional Tax at a rate of 35 percent
of the gross amount of the distribution. Nonresident shareholders
are allowed a credit for the First Category Tax in computing their
liability for the Additional Tax. The effective rate of Additional Tax
after a credit for the First Category Tax is 18 percent.

Paragraph 12 of the Protocol reflects the unique operation of
Chile’s integrated tax system and is intended to prevent the avoid-
ance of the Additional Tax. Accordingly, subparagraph (a) provides
that paragraphs 2, 3, 7, and 8 of Article 10 (Dividends) do not limit
Chile’s application of the Additional Tax provided that under the
domestic law of Chile the First Category Tax is fully creditable in
computing the amount of Additional Tax to be paid. Accordingly, as
long as Chile allows a credit for the full amount of First Category
Tax in computing the amount of Additional Tax to be paid, the
Convention does not require Chile to reduce the rate of Additional
Tax withheld on dividends paid by companies resident in Chile and
beneficially owned by residents of the United States.

As provided in subparagraph 12(b) of the Protocol, if Chile makes
certain changes to the Additional Tax or First Category Tax,
](Olliile’s right to tax under Article 10 will be limited as described

elow.

First, clause (i) of subparagraph 12(b) of the Protocol provides
that if at any time under the domestic law of Chile the First Cat-
egory Tax ceases to be fully creditable in computing the amount of
Additional Tax to be paid, the provisions of subparagraph 12(a) of
the Protocol shall not apply. Accordingly, the amount of Additional
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Tax imposed by Chile will be limited by paragraphs 2, 3, 7, and 8
of Article 10 (Dividends).

Second, clause (ii) of subparagraph 12(b) of the Protocol provides
that if under the domestic law of Chile the rate of Additional Tax
exceeds 35 percent, the provisions of Article 10 will apply to both
the United States and Chile, but the tax charged under subpara-
graphs 2(a) and 2(b) of Article 10 will not exceed 15 percent of the
gross amount of dividends paid by a resident of a Contracting State
and beneficially owned by a resident of the other Contracting State.
In such case, Chile and the United States will be equally bound by
the provisions of Article 10, and dividends paid by a company resi-
dent in a Contracting State and beneficially owned by a resident
of the other Contracting State may be taxed in the first-mentioned
State, however, the tax so charged shall not exceed 15 percent of
the gross amount of the dividends, regardless of whether the bene-
ficial owner is a company that owns directly 10 percent of the com-
pany paying the dividends. If the rate of Additional Tax exceeds 35
percent, clause (ii) of subparagraph 12(b) of the Protocol also pro-
vides that the Contracting States shall consult to reassess the bal-
ance of benefits of the Convention with a view to concluding a pro-
tocol to incorporate terms limiting the right of the source State to
tax dividends under Article 10.

Paragraph 13 of the Protocol

Paragraph 13 of the Protocol provides that Article 10 (Dividends)
shall not apply in the case of distributions or dividends paid by an
enterprise when the investment is subject to a foreign investment
contract under the Foreign Investment Statute (DL 600), as it may
be amended from time to time without changing the general prin-
ciples thereof.

Paragraph 14 of the Protocol

Paragraph 14 of the Protocol imposes limitations on the rate re-
ductions provided by paragraph 2 in the case of dividends paid by
a RIC or a REIT.

The first sentence of paragraph 14 provides that dividends paid
by a RIC or a REIT are not eligible for the 5 percent rate of with-
holding tax of subparagraph 2(a) of Article 10 (Dividends).

The second sentence of paragraph 14 provides that the 15 per-
cent maximum rate of withholding tax of subparagraph (b) of para-
graph 2 of Article 10 (Dividends) applies to dividends paid by RICs.

The third sentence of paragraph 14 provides that the 15 percent
rate of withholding tax also applies to dividends paid by a REIT,
provided that one of the three following conditions is met. First, the
beneficial owner of the dividend is an individual holding an inter-
est of not more than 10 percent in the REIT. Second, the dividend
is paid with respect to a class of stock that is publicly traded and
the beneficial owner of the dividend is a person holding an interest
of not more than 5 percent of any class of the REIT’s shares. Third,
the beneficial owner of the dividend holds an interest in the REIT
of not more than 10 percent and the REIT is “diversified.”

Paragraph 14 provides a definition of the term diversified. A
REIT is diversified if the gross value of no single interest in real
property held by the REIT exceeds 10 percent of the gross value
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of the REIT’s total interest in real property. Foreclosure property
is not considered an interest in real property, and a REIT holding
a partnership interest is treated as owning its proportionate share
of any interest in real property held by the partnership.

Relationship to Other Articles

Notwithstanding the foregoing limitations on source country tax-
ation of dividends, the saving clause of paragraph 4 of the Protocol
permits the United States to tax dividends received by its residents
and citizens, subject to the special foreign tax credit rules of para-
graph 3 of Article 23 (Relief from Double Taxation), as if the Con-
vention had not come into effect.

The benefits of this Article are also subject to the provisions of
Article 24 (Limitation on Benefits). Thus, if a resident of the other
Contracting State is the beneficial owner of dividends paid by a
U.S. corporation, the shareholder must qualify for treaty benefits
under at least one of the tests of Article 24 in order to receive the
benefits of this Article.

ARTICLE 11 (INTEREST)

Article 11 provides rules for the taxation of interest arising in
one Contracting State and paid to a beneficial owner that is a resi-
dent of the other Contracting State.

Paragraph 1

Paragraph 1 grants to the State of residence the non-exclusive
right to tax interest beneficially owned by its residents and arising
in the other Contracting State.

Paragraph 2

Paragraph 2 provides that the State of source also may tax inter-
est beneficially owned by a resident of the other Contracting State,
but generally limits the rate of tax to 10 percent of the gross
amount of the interest. However, the rate of tax is limited to 4 per-
cent of the gross amount of the interest if the beneficial owner of
the interest is a resident of the other Contracting State that is: (1)
a bank; (2) an insurance company; (3) an enterprise substantially
deriving its gross income from the active and regular conduct of a
lending or finance business involving transactions with unrelated
parties, where the enterprise is unrelated to the payer of the inter-
est; (4) an enterprise that sold machinery or equipment, where the
interest is paid in connection with the sale on credit of such ma-
chinery or equipment; or (5) any other enterprise, provided that in
the three tax years preceding the tax year in which the interest is
paid, the enterprise derives more than 50 percent of its liabilities
from the issuance of bonds in the financial markets or from taking
deposits at interest, and more than 50 percent of the assets of the
enterprise consist of debt-claims against persons that do not have
with the resident a relationship described in subparagraph (a) or
(b) of paragraph 1 of Article 9 (Associated Enterprises).

For purposes of subparagraph 2(a)(iii), under which certain en-
terprises substantially deriving their gross income from the active
and regular conduct of a lending or finance business may qualify
for the 4 percent rate, the term “lending or finance business” is de-



43

fined to include the business of issuing letters of credit or providing
guarantees, or providing charge and credit card services.

The term “beneficial owner” is not defined in the Convention,
and is therefore defined under the internal law of the State grant-
ing treaty benefits (i.e., the source State). The beneficial owner of
the interest for purposes of Article 11 is the person to which the
income is attributable under the laws of the source State. Thus, if
interest arising in a Contracting State is received by a nominee or
agent that is a resident of the other State on behalf of a person
that is not a resident of that other State, the interest is not enti-
tled to the benefits of Article 11. However, interest received by a
nominee on behalf of a resident of that other State would be enti-
tled to benefits. These limitations are similar to those provided in
paragraph 9 of the OECD Commentary to Article 11.

Special rules apply to interest derived through fiscally trans-
parent entities for purposes of determining the beneficial owner of
the interest. In such cases, residence-State principles shall be used
to determine who derives the interest, to assure that the interest
for which the source State grants benefits of the Convention will
be taken into account for tax purposes by a resident of the resi-
dence State.

For example, assume that FCo, a corporation that is a resident
of Chile, owns a 50 percent interest in FP, a partnership that is
organized in Chile. FP receives interest arising in the United
States. Chile views FP as fiscally transparent under its domestic
law, and thus taxes FCo currently on its distributive share of the
income of FP and determines the character and source of the in-
come received through FP in the hands of FCo as if such income
were realized directly by FCo. In this case, FCo is treated as deriv-
ing 50 percent of the interest received by FP that arises in the
United States under paragraph 1 of the Protocol. The same result
would be reached even if the tax laws of the United States would
treat FP differently (e.g., if FP were not treated as fiscally trans-
parent in the United States), or if FP were organized in a third
state, as long as FP were still treated as fiscally transparent under
the laws of Chile.

While residence-State principles control who is treated as deriv-
ing the interest, source-State principles of beneficial ownership
apply to determine whether the person who derives the interest or
another resident of the other Contracting State is the beneficial
owner of the interest.

If the person who derives the interest under paragraph 1 of the
Protocol would not be treated as a nominee, agent, custodian, con-
duit, etc., under the source State’s principles for determining bene-
ficial ownership, that person will be treated as the beneficial owner
of the interest for purposes of the Convention. In the example
above, FCo is required to satisfy the beneficial ownership principles
of the United States with respect to the interest it derives. If under
the beneficial ownership principles of the United States, FCo is
found not to be the beneficial owner of the interest, FCo will not
be entitled to the benefits of Article 11 with respect to such inter-
est. If FCo is found to be a nominee, agent, custodian, or conduit
for a person who is a resident of the other Contracting State, that
person may be entitled to benefits with respect to the interest.



44

Paragraph 3

Paragraph 3 provides that the rate limitation of subparagraph
2(b) will be phased in. For five years from the date on which the
provisions of paragraph 2 take effect, the rate of 15 percent will
apply in lieu of the rate provided in subparagraph 2(b). Thereafter,
the 10 percent rate will apply.

In addition, paragraph 22 of the Protocol provides that, if Chile
concludes with another state an income tax treaty that imposes a
limit on rates of withholding on payments of interest lower than
the limits imposed under paragraph 2 of Article 11, the United
States and Chile shall, at the request of the United States, consult
to reassess the balance of benefits of the Convention with a view
to concluding a protocol incorporating such lower rates into the
Convention.

Paragraph 4

Paragraph 4 provides an anti-abuse exception to subparagraph
2(a). Interest described in that subparagraph may be taxed by the
source State at a rate not exceeding 10 percent of the gross amount
of the interest if the interest is paid as part of an arrangement in-
volving back-to-back loans or another arrangement that is economi-
cally equivalent to and intended to have a similar effect as back-
to-back loans. By referencing arrangements that are economically
similar to and that have the effect of a back-to-back loan, para-
graph 4 applies to transactions that would not meet the legal re-
quirements of a loan but would nevertheless serve that purpose
economically. For example, the term would encompass securities
issued at a discount or certain swap arrangements intended to op-
erate as the economic equivalent of a back-to-back loan.

Paragraph 5

The term “interest” as used in Article 11 is defined in paragraph
5 to include, inter alia, income from debt claims of every kind,
whether or not secured by a mortgage. Penalty charges for late
payment are excluded from the definition of interest. Interest that
is paid or accrued subject to a contingency is within the ambit of
Article 11. This definition includes income from a debt obligation
carrying the right to participate in profits if the contract by its
character clearly evidences a loan at interest. The term does not,
however, include amounts treated as dividends under Article 10
(Dividends).

The term “interest” also includes amounts subject to the same
tax treatment as income from money lent under the law of the
State in which the income arises. Thus, for purposes of the Conven-
tion, amounts that the United States will treat as interest include:
(i) the difference between the issue price and the stated redemption
price at maturity of a debt instrument (i.e., original issue discount
(“OID”)), which may be wholly or partially realized on the disposi-
tion of a debt instrument (section 1273); (ii) amounts that are im-
puted interest on a deferred sales contract (section 483); (iii)
amounts treated as interest or OID under the stripped bond rules
(section 1286); (iv) amounts treated as original issue discount
under the below-market interest rate rules (section 7872); (v) a
partner’s distributive share of a partnership’s interest income (sec-
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tion 702); (vi) the interest portion of periodic payments made under
a “finance lease” or similar contractual arrangement that in sub-
stance is a borrowing by the nominal lessee to finance the acquisi-
tion of property; (vii) amounts included in the income of a holder
of a residual interest in a REMIC (section 860E), because these
amounts generally are subject to the same taxation treatment as
interest under U.S. tax law; and (viii) interest with respect to no-
tional principal contracts that are re-characterized as loans because
of a “substantial non-periodic payment.”

Paragraph 6

Paragraph 6 provides a rule for taxing interest in cases where
the beneficial owner of the interest either carries on business
through a permanent establishment in the other Contracting State,
in which the interest arises, or performs in that other State inde-
pendent personal services from a fixed base in that other State,
and the interest is attributable to that permanent establishment or
fixed base. In such cases the provisions of Article 7 (Business Prof-
its) or 14 (Independent Personal Services), as the case may be, will
apply, and the State of source will retain the right to impose tax
on such interest income.

In the case of a permanent establishment or fixed base that once
existed in the State of source but that no longer exists, the provi-
sions of paragraph 6 also apply, by virtue of paragraph 7 of Article
7, to interest that would be attributable to such a permanent estab-
lishment or fixed base if it did exist in the year of payment or ac-
crual. See the Technical Explanation of paragraph 7 of Article 7.

Paragraph 7

Paragraph 7 provides a source rule for interest that is identical
in substance to the interest source rule of the OECD Model. Inter-
est is considered to arise in a Contracting State if paid by a resi-
dent of that State. As an exception, interest on a debt incurred in
connection with a permanent establishment or a fixed base in one
of the States and borne by the permanent establishment or fixed
base is deemed to arise in that State. For this purpose, interest is
considered to be borne by a permanent establishment or fixed base
if it is allocable to taxable income of that permanent establishment
or fixed base.

Paragraph 8

Paragraph 8 provides that in cases involving special relation-
ships between the payor and the beneficial owner of interest in-
come, Article 11 applies only to that portion of the total interest
payments that would have been made absent such special relation-
ships (i.e., an arm’s-length interest payment). Any excess amount
of interest paid remains taxable according to the laws of the United
States and Chile, respectively, with due regard to the other provi-
sions of the Convention. Thus, if the excess amount would be treat-
ed under the source country’s law as a distribution of profits by a
corporation, such amount could be taxed as a dividend rather than
as interest, but the tax would be subject, if appropriate, to the rate
limitations of paragraph 2 of Article 10 (Dividends).
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The term “special relationship” is not defined in the Convention.
In applying this paragraph, the United States considers the term
to include the relationships described in Article 9, which in turn
corresponds to the definition of “control” for purposes of Code sec-
tion 482.

This paragraph does not address cases where, owing to a special
relationship between the payer and the beneficial owner or between
both of them and some other person, the amount of the interest is
less than an arm’s-length amount. In those cases a transaction may
be characterized to reflect its substance and interest may be im-
puted consistent with the definition of “interest” in paragraph 5.
For example, the United States would apply Code section 482 or
7872 to determine the amount of imputed interest in those cases.

Paragraph 9

Paragraph 9 provides anti-abuse exceptions to paragraph 2 for
two classes of interest payments.

The first class of interest, dealt with in subparagraph 9(a), is so-
called contingent interest. Under this provision, interest arising in
one of the Contracting States that is determined with reference to
receipts, sales, income, profits or other cash flows of the debtor or
a related person, to any change in the value of any property of the
debtor or a related person or to any dividend, partnership distribu-
tion or similar payment made by the debtor or a related person
also may be taxed in the State in which it arises, and according
to the laws of that State. If the beneficial owner is a resident of
the other Contracting State, however, the gross amount of the in-
terest may be taxed at a rate not exceeding the rate prescribed in
subparagraph 2(b) of Article 10 (Dividends).

The second class of interest that is dealt with in subparagraph
9(b) is excess inclusions from U.S. real estate mortgage investment
conduits (“REMICs”). Subparagraph 9(b) serves as a backstop to
Code section 860G(b). That section generally requires that a foreign
person holding a residual interest in a REMIC take into account
for U.S. tax purposes “any excess inclusion” and “amounts includ-
ible . [under the REMIC provisions] when paid or distributed (or
when the interest is disposed of).”

Without a full tax at source, non-U.S. transferees of residual in-
terests would have a competitive advantage over U.S. transferees
at the time these interests are initially offered. Absent this rule,
the United States would suffer a revenue loss with respect to mort-
gages held in a REMIC because of opportunities for tax avoidance
created by differences in the timing of taxable and economic income
produced by such interests. In many cases, the transfer to the for-
eign person is simply disregarded under Treas. Reg. §1.860G-3.
Subparagraph 9(b) also serves to indicate that excess inclusions
from REMICs are not considered “other income” subject to Article
21 (Other Income) of the Convention.

Paragraph 10

Paragraph 10 permits a Contracting State to impose its branch
level interest tax on a company resident in the other Contracting
State. The base of this tax is the excess, if any, of the interest allo-
cable to the profits of the company that are either attributable to
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a permanent establishment in the first-mentioned State (including
gains under paragraph 3 of Article 13 (Capital Gains)) or subject
to tax in the first-mentioned State under Article 6 (Income from
Real Property (Immovable Property)) or paragraph 1 of Article 13
(Capital Gains)) over the interest paid by the permanent establish-
ment, or in the case of profits subject to tax under Article 6 or Arti-
cle 13(1), over the interest paid by that trade or business in the
first-mentioned State. Such excess interest may be taxed as if it
were interest arising in the first-mentioned State and beneficially
owned by the resident of the other State. Thus, such excess interest
may be taxed by the first-mentioned State at a rate not to exceed
the applicable rates provided in paragraph 2.

Relationship to Other Articles

Notwithstanding the foregoing limitations on source country tax-
ation of interest, the saving clause of paragraph 4 of the Protocol
permits the United States to tax its residents and citizens, subject
to the special foreign tax credit rules of paragraph 3 of Article 23
(Relief from Double Taxation), as if the Convention had not come
into force.

As with other benefits of the Convention, the benefits of Article
11 are available to a resident of the other State only if that resi-
dent is entitled to those benefits under the provisions of Article 24
(Limitation on Benefits).

ARTICLE 12 (ROYALTIES)

Article 12 provides rules for the taxation of royalties arising in
one Contracting State and paid to a beneficial owner that is a resi-
dent of the other Contracting State.

Paragraph 1

Paragraph 1 grants to the State of residence the non-exclusive
right to tax royalties paid to its residents and arising in the other
Contracting State.

Paragraph 2

Paragraph 2 provides that the State of source also may tax royal-
ties, but if the beneficial owner of the royalties is a resident of the
other Contracting State, the rate of tax shall be limited to 2 per-
cent of the gross amount of the royalties described in subparagraph
3(a), and 10 percent of the gross amount of the royalties described
in subparagraph 3(b).

The term “beneficial owner” is not defined in the Convention,
and is, therefore, defined under the internal law of the State grant-
ing treaty benefits (i.e., the source State). The beneficial owner of
the royalty for purposes of Article 12 is the person to which the in-
come is attributable under the laws of the source State. Thus, if a
royalty arising in a Contracting State is received by a nominee or
agent that is a resident of the other State on behalf of a person
that is not a resident of that other State, the royalty is not entitled
to the benefits of Article 12. However, a royalty received by a nomi-
nee on behalf of a resident of that other State would be entitled
to benefits. These limitations are similar to those provided in para-
graph 4 of the OECD Commentary to Article 12.
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Special rules apply to royalties derived through fiscally trans-
parent entities for purposes of determining the beneficial owner of
the royalties. In such cases, residence-State principles shall be used
to determine who derives the royalties to assure that the royalties
for which the source State grants benefits of the Convention will
be taken into account for tax purposes by a resident of the resi-
dence State.

For example, assume that FCo, a company that is a resident of
Chile, owns a 50 percent interest in FP, a partnership that is orga-
nized in Chile. FP receives royalties arising in the United States.
Chile views FP as fiscally transparent under its domestic law, and
thus taxes FCo currently on its distributive share of the income of
FP and determines the source and character of the income received
through FP in the hands of FCo as if such income were realized
directly by FCo. In this case, FCo is treated as deriving 50 percent
of the royalties received by FP that arise in the United States
under paragraph 1 of the Protocol. The same result would be
reached even if the tax laws of the United States would treat FP
differently (e.g., if FP were not treated as fiscally transparent in
the United States), or if FP were organized in a third state, as long
%sh IIT‘P were still treated as fiscally transparent under the laws of

ile.

While residence-State principles control who is treated as deriv-
ing the royalties, source-State principles of beneficial ownership
apply to determine whether the person who derives the royalties,
or another resident of the other Contracting State, is the beneficial
owner of the royalties. If the person who derives the royalties
under paragraph 1 of the Protocol would not be treated as a nomi-
nee, agent, custodian, conduit, etc., under the source State’s prin-
ciples for determining beneficial ownership, that person will be
treated as the beneficial owner of the royalties for purposes of the
Convention. In the example above, FCo must satisfy the beneficial
ownership principles of the United States with respect to the royal-
ties it derives. If under the beneficial ownership principles of the
United States, FCo is found not to be the beneficial owner of the
royalties, FCo will not be entitled to the benefits of Article 12 with
respect to such royalties. If FCo is found to be a nominee, agent,
custodian, or conduit for a person who is a resident of the other
Contracting State, that person may be entitled to benefits with re-
spect to the royalties.

Paragraph 22 of the Protocol provides that, if Chile concludes
with another state an income tax treaty that imposes a limit on
withholding rates on payments of royalties that is lower than the
limits imposed under paragraph 2 of Article 12, the United States
and Chile shall, at the request of the United States, consult to re-
assess the balance of benefits of the Convention with a view to con-
cluding a protocol incorporating such lower rates into the Conven-
tion.

Paragraph 3

Paragraph 3 defines the term “royalties” as used in Article 12,
and the term “royalties” comprises two categories of consideration.
The first category is any consideration for the use of, or the right
to use, industrial, commercial or scientific equipment, but not in-
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cluding ships, aircraft or containers as dealt with in Article 8
(International Transport). The second category is any consideration
for the use of, or the right to use, any copyright of literary, artistic,
scientific or other work (including computer software, cinemato-
graphic films, audio or video tapes or disks, and other means of
image or sound reproduction), any patent, trademark, design or
model, plan, secret formula or process, or other like intangible
property, or for information concerning industrial, commercial, or
scientific experience. The second category also includes gain de-
rived from the alienation of any property included in the second
category, to the extent the gain is contingent on the productivity,
use, or disposition of the property. Gains that are not so contingent
are dealt with under Article 13 (Capital Gains).

For purposes of determining whether payments as consideration
for computer software should be classified as royalties under Arti-
cle 12, paragraph 16 of the Protocol provides that the paragraphs
of the Commentary to Article 12 of the OECD Model Convention
of 2008 addressing computer software (paragraphs 12 to 14.4 and
paragraph 17 to 17.4) will apply.

The term “royalties” is defined in the Convention and therefore
is generally independent of domestic law. Certain terms used in the
definition are not defined in the Convention, but these may be de-
fined under domestic tax law. For example, the term “secret proc-
ess or formulas” is found in the Code, and its meaning has been
elaborated in the context of sections 351 and 367. See Rev. Rul. 55-
17, 1955-1 C.B. 388; Rev. Rul. 64-56, 1964-1 C.B. 133; Rev. Proc.
69-19, 1969-2 C.B. 301.

Consideration for the use or right to use cinematographic films,
or works on film, tape, or other means of reproduction in radio or
television broadcasting is specifically included in the definition of
royalties. It is intended that, with respect to any subsequent tech-
nological advances in the field of radio or television broadcasting,
consideration received for the use of such technology will also be
included in the definition of royalties.

If an artist who is resident in one Contracting State records a
performance in the other Contracting State, retains a copyrighted
interest in a recording, and receives payments for the right to use
the recording based on the sale or public playing of the recording,
then the right of such other Contracting State to tax those pay-
ments is governed by Article 12. See Boulez v. Commissioner, 83
T.C. 584 (1984), aff'd, 810 F.2d 209 (D.C. Cir. 1986). By contrast,
if the artist earns in the other Contracting State income covered
by Article 17 (Artistes and Sportsmen), for example, endorsement
income from the artist’s attendance at a film screening, and if such
income also is attributable to one of the rights described in Article
12 (e.g., the use of the artist’s photograph in promoting the screen-
ing), Article 17 and not Article 12 is applicable to such income.

The term “industrial, commercial, or scientific experience” (some-
times referred to as “know-how”) has the meaning ascribed to it in
paragraph 11 et seq. of the Commentary to Article 12 of the OECD
Model. Consistent with that meaning, the term may include infor-
mation that is ancillary to a right otherwise giving rise to royalties,
such as a patent or secret process.
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Know-how also may include, in limited cases, technical informa-
tion that is conveyed through technical or consultancy services. It
does not include general educational training of the user’s employ-
ees, nor does it include information developed especially for the
user, such as a technical plan or design developed according to the
user’s specifications. Thus, as provided in paragraph 11.3 of the
Commentary to Article 12 of the OECD Model, the term “royalties”
does not include payments received as consideration for after-sales
service, for services rendered by a seller to a purchaser under a
warranty, or for pure technical assistance.

The term “royalties” also does not include payments for profes-
sional services (such as architectural, engineering, legal, manage-
rial, medical or software development services). For example, in-
come from the design of a refinery by an engineer (even if the engi-
neer employed know-how in the process of rendering the design) or
the production of a legal brief by a lawyer is not income from the
transfer of know-how taxable under Article 12, but is income from
services taxable under either Article 7 (Business Profits), 14 (Inde-
pendent Personal Services) or 15 (Dependent Personal Services), as
applicable. Professional services may be embodied in property that
gives rise to royalties, however. Thus, if a professional contracts to
develop patentable property and retains rights in the resulting
property under the development contract, subsequent license pay-
ments made for those rights would be royalties.

Paragraph 4

This paragraph provides a rule for taxing royalties in cases
where the beneficial owner of the royalties carries on business
through a permanent establishment in the State of source or per-
forms in the source State independent personal services from a
fixed based therein, and the royalties are attributable to that per-
manent establishment or fixed base. In such cases the provisions
of Article 7 or Article 14, as the case may be, will apply.

The provisions of paragraph 7 of Article 7 apply to this para-
graph. For example, royalty income that is attributable to a perma-
nent establishment and that accrues during the existence of the
permanent establishment, but is received after the permanent es-
tablishment no longer exists, remains taxable under the provisions
of Article 7, and not under this Article.

Paragraph 5

Paragraph 5 contains the source rule for royalties. Under sub-
paragraph 5(a), royalties are treated as arising in a Contracting
State when the payer is a resident of that State. Where, however,
the payer, whether he is a resident of a Contracting State, has in
a Contracting State a permanent establishment or fixed base in
connection with which the liability to pay the royalties was in-
curred, and such royalties are borne by such permanent establish-
ment or fixed base, then such royalties will be deemed to arise in
the State in which the permanent establishment or fixed base is
situated.

Subparagraph 5(b) provides that where a royalty is not treated
as arising in a Contracting State under subparagraph 5(a), and the
royalties are for the use of, or the right to use, in a Contracting
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State any property or right described in paragraph 3, then such
royalties will be deemed to arise in that State and not in the State
of which the payer is resident.

Paragraph 6

Paragraph 6 provides that in cases involving special relation-
ships between the payer and beneficial owner of royalties or be-
tween both of them and some other person, Article 12 applies only
to the extent the royalties would have been paid absent such spe-
cial relationships (i.e., an arm’s-length royalty). Any excess amount
of royalties paid remains taxable according to the laws of the two
Contracting States, with due regard to the other provisions of the
Convention. If, for example, the excess amount is treated as a dis-
tribution of corporate profits under domestic law, such excess
amount will be taxed as a dividend rather than as royalties, but
the tax imposed on the dividend payment will be subject to the rate
limitations of paragraph 2 of Article 10 (Dividends).

Relationship to Other Articles

Notwithstanding the foregoing limitations on source State tax-
ation of royalties, the saving clause of paragraph 4 of the Protocol
permits the United States to tax its residents and citizens, subject
to the special foreign tax credit rules of paragraph 3 of Article 23
(Relief from Double Taxation), as if the Convention had not come
into force.

As with other benefits of the Convention, the benefits of Article
12 are available to a resident of the other State only if that resi-
dent is entitled to those benefits under Article 24 (Limitation on
Benefits).

ARTICLE 13 (CAPITAL GAINS)

Article 13 assigns either primary or exclusive taxing jurisdiction
over gains from the alienation of property to the State of residence
or the State of source.

Paragraph 1

Paragraph 1 of Article 13 preserves the non-exclusive right of the
State of source to tax gains attributable to the alienation of real
property situated in that State. The paragraph therefore permits
the United States to apply Code section 897 to tax gains derived
by a resident of Chile that are attributable to the alienation of real
property situated in the United States (as defined in paragraph 2).
Gains attributable to the alienation of real property include gains
from any other property that is treated as a real property interest
within the meaning of paragraph 2.

Paragraph 1 refers to gains “attributable to the alienation of real
property (immovable property)” rather than the OECD Model
phrase “gains from the alienation” to clarify that the United States
will look through distributions made by a REIT and certain RICs.
Accordingly, distributions made by a REIT or certain RICs are tax-
able under paragraph 1 of Article 13 (not under Article 10 (Divi-
dends)) when they are attributable to gains derived from the alien-
ation of real property.
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Paragraph 2

This paragraph defines the term “real property (immovable prop-
erty) situated in the other Contracting State.” The term includes
real property (immovable property) referred to in Article 6 (Income
from Real Property (Immovable Property)) (i.e., an interest in the
real property (immovable property) itself), a “United States real
property interest” (when the United States is the other Contracting
State under paragraph 1) as defined in Code section 897 and the
regulations thereunder, as they may be amended from time to time
without changing the general principles thereof, and an equivalent
interest in real property (immovable property) situated in Chile, in-
cluding shares or other rights deriving more than 50 percent of
their value directly or indirectly from real property (immovable
property) situated in Chile (when Chile is the other Contracting
State under paragraph 1).

Under Code section 897(c) the term “United States real property
interest” includes shares in a U.S. corporation that owns sufficient
U.S. real property interests to satisfy an asset-ratio test on certain
testing dates. The term also includes certain foreign corporations
that have elected to be treated as U.S. corporations for this pur-
pose. Section 897(i).

Paragraph 3

Paragraph 3 of Article 13 deals with the taxation of certain gains
from the alienation of personal property (movable property) that
are attributable to a permanent establishment that an enterprise
of a Contracting State has in the other Contracting State, or that
are attributable to a fixed base available to a resident of a Con-
tracting State in the other Contracting State for the purpose of per-
forming independent personal services. This also includes gains
from the alienation of such a permanent establishment (alone or
with the whole enterprise) or of the fixed base. Such gains may be
taxed in the State in which the permanent establishment or fixed
base is located.

A resident of Chile that is a partner in a partnership doing busi-
ness in the United States generally will have a permanent estab-
lishment in the United States as a result of the activities of the
partnership, assuming that the activities of the partnership rise to
the level of a permanent establishment. See Unger v. Commis-
sioner, 936 F.2d 1316 (D.C. Cir. 1991); Donroy, Ltd., v. United
States, 301 F.2d 200 (9th Cir. 1962). See also Rev. Rul. 91-32,
1991-1 C.B. 107. Further, under paragraph 3, the United States
generally may tax a partner’s distributive share of income realized
by a partnership on the disposition of movable property forming
part of the business property of the partnership in the United
States.

The gains subject to paragraph 3 may be taxed in the State in
which the permanent establishment or fixed base is located, re-
gardless of whether the permanent establishment or fixed base ex-
ists at the time of the alienation. This rule incorporates the rule
of Code section 864(c)(6). Accordingly, income that is attributable
to a permanent establishment or fixed base, but that is deferred
and received after the permanent establishment or fixed base no
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longer exists, may nevertheless be taxed by the State in which the
permanent establishment or fixed base was located.

Paragraph 4

This paragraph limits the taxing jurisdiction of the State of
source with respect to gains from the alienation of ships, aircraft,
or containers operated or used in international traffic and from
personal property (movable property) pertaining to the operation or
use of such ships, aircraft, or containers.

Under paragraph 4, such gains are taxable only in the Con-
tracting State in which the alienator is resident. Notwithstanding
paragraph 3, the rules of this paragraph apply even if the income
is attributable to a permanent establishment or fixed base main-
tained by the enterprise in the other Contracting State. This result
is consistent with the allocation of taxing rights under Article 8
(International Transport).

Paragraph 5

Paragraph 5 provides that gains derived by a resident of a Con-
tracting State from the alienation of shares or other rights or inter-
ests representing the capital of a company that is a resident of the
other Contracting State may be taxed in that other State, but the
rate of tax shall be limited to 16 percent of the amount of the gain.
As stated in paragraph 4 of the 2010 Exchange of Notes, the provi-
sions of paragraph 5 (and paragraph 7, discussed below) of Article
13 reflect the unique operation of Chile’s integrated tax system and
are intended to prevent the avoidance of the Additional Tax.

Paragraph 16 of the Protocol provides that, if under the domestic
law of Chile, the First Category Tax exceeds 30 percent, paragraph
5 (and paragraph 7, discussed below) of Article 13 shall not apply.
In such case, paragraph 4 of the 2010 Exchange of Notes provides
that

Paragraph 16 of the Protocol will operate to limit the right of the
source State to tax capital gains, and such gains will only be sub-
ject to tax in the residence State.

Paragraph 22 of the Protocol provides that if Chile concludes
with another state an income tax treaty that contains terms fur-
ther limiting the right of the source State to tax capital gains
under Article 13, the United States and Chile shall, at the request
of the United States, consult to reassess the balance of benefits of
the Convention with a view to concluding a protocol to incorporate
such lower rates into the Convention.

Paragraph 6

Notwithstanding the provisions of paragraph 5, the State of resi-
dence of the alienator has the exclusive right to tax gains from the
alienation of certain shares of a company or other rights rep-
resenting the capital of a company that in either case is a resident
of the other Contracting State as described in paragraph 6.

Gains derived by a pension fund from the alienation of shares or
other rights representing the capital of a company that is a resi-
dent of the other Contracting State may be taxed only in the State
of residence of the pension fund.
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In addition, gains derived by a mutual fund or other institutional
investor from the alienation of shares of a company that is a resi-
dent of the other Contracting State may be taxed only in the State
of residence of the mutual fund or other institutional investor, pro-
vided that the company’s shares are substantially and regularly
traded on a recognized stock exchanged located in that other State
and the alienation occurred on a recognized stock exchange in that
other State. For this purpose, paragraph 17 of the Protocol provides
that the terms “mutual fund” and “institutional investor” do not in-
clude an investor of a Contracting State which directly or indirectly
owns 10 percent or more of the shares or other rights representing
the capital or of the profits in a company that is a resident of the
other Contracting State.

Finally, the State of residence of the alienator has the exclusive
right to tax gains from the alienation of shares of a company that
is a resident of the other Contracting State and whose shares are
substantially and regularly traded on a recognized stock exchange
located in that other State, provided that: (1) the shares were sold
either on a recognized stock exchange in that other State or in a
public offer for the acquisition of shares regulated by law; and (2)
such shares were previously acquired either on a recognized stock
exchange in that other State, in a public offer for the acquisition
of such shares regulated by law, in a placement of first issue
shares by that company at the time of the constitution of that com-
pany or of an increase in the capital of that company, or in an ex-
change of bonds convertible into shares.

Paragraph 7

Paragraph 7 sets forth two exceptions to the limitation imposed
by paragraph 5 on the rate of source State tax. As stated in para-
graph 4 of the 2010 Exchange of Notes, the provisions of paragraph
7 (and paragraph 5, discussed above) of Article 13 reflect the
unique operation of Chile’s integrated tax system and are intended
to prevent the avoidance of the Additional Tax.

As provided in subparagraph 7(a), the State of source may tax
gains derived by a resident of the other Contracting State if the re-
cipient of the gain at any time during the 12-month period pre-
ceding the alienation owned shares, directly or indirectly, con-
sisting of more than 50 percent of the capital of a company that
is a resident of the first-mentioned State. As provided in subpara-
graph 7(b), the State of source may tax gains derived by a resident
of the other Contracting State from the alienation of other rights
not being shares or debt claims representing the capital of a com-
pany (such as a limited liability company) that is a resident of the
first-mentioned State, if the recipient of the gain at any time dur-
ing the 12-month period preceding the alienation owned other such
rights, directly or indirectly, consisting of 20 percent or more of the
capital of that company. Paragraph 16 of the Protocol provides that
the rate of Additional Tax imposed by Chile under the provisions
of paragraph 7 of Article 13 shall not exceed 35 percent.

Paragraph 16 of the Protocol provides that the rate of Additional
Tax imposed by Chile under the provisions of paragraph 7 shall not
exceed 35 percent. In addition, paragraph 16 of the Protocol pro-
vides that if under the domestic law of Chile, the First Category
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Tax exceeds 30 percent, paragraph 7 (and paragraph 5, discussed
above) of Article 13 shall not apply. In such case, paragraph 4 of
the 2010 Exchange of Notes provides that paragraph 16 of the Pro-
tocol will operate to limit the right of the source State to tax cap-
ital gains, and such gains will only be subject to tax in the resi-
dence State.

Under paragraph 22 of the Protocol, if Chile concludes with an-
other state an income tax treaty that contains terms further lim-
iting the right of the source State to tax capital gains under Article
13, the United States and Chile shall, at the request of the United
States, consult to reassess the balance of benefits of the Convention
with a view to concluding a protocol incorporating such lower rates
into the Convention.

Paragraph 8

Paragraph 8 provides that the State of residence of the alienator
has the exclusive right to tax gains from the alienation of any prop-
erty other than property referred to in paragraphs 1 through 7.

Paragraph 9

The purpose of paragraph 9 is to provide a rule to address the
mark-to-market exit tax regime for “covered expatriates” under
Code section 877A. This rule is intended to coordinate United
States and Chilean taxation of gains in the case of a timing mis-
match. Such a mismatch may occur, for example, where a U.S. resi-
dent recognizes, for U.S. tax purposes, gain on a deemed sale of all
property on the day before the individual expatriates to Chile. To
avoid double taxation, paragraph 9 of Article 13 provides that
where an individual who, upon ceasing to be a resident of one Con-
tracting State, is treated for purposes of taxation by that State as
having alienated a property and is taxed by that State by reason
thereof, the individual may elect to be treated for the purposes of
taxation by the other Contracting State as having sold and repur-
chased the property for its fair market value on the day before the
expatriation date. The election in paragraph 9 therefore will be
available to any individual who expatriates from the United States
to Chile. The effect of the election will be to give the individual an
adjusted basis for Chilean tax purposes equal to the fair market
value of the property as of the date of the deemed alienation in the
United States, with the result that only post-emigration gain will
be subject to Chilean tax when there is an actual alienation of the
property while the individual is a resident of Chile.

If an individual recognizes in one Contracting State losses and
gains from the deemed alienation of multiple properties, then the
individual must apply paragraph 9 consistently with respect to all
such properties. An individual who is deemed to have alienated
multiple properties may only make the election under paragraph 9
if the deemed alienation of all such properties results in a net gain.

Paragraph 9 provides that an individual who ceases to be a resi-
dent of one of the Contracting States may not make the election
with respect to property situated in the other Contracting State. In
addition, an individual may make the election only with respect to
property that is treated as sold for its fair market value under a
Contracting State’s deemed disposition rules. At the time the Con-
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vention was signed, the following were the types of property that
were generally excluded from the deemed disposition rules in the
case of individuals who cease to be citizens or long term residents
of the United States: (1) an eligible deferred compensation item as
defined under Code section 877A(d)(3); (2) a specified tax deferred
account as defined under Code section 877A(e)(2); and (3) an inter-
est in a non-grantor trust as defined under Code section 877A(f)(3).

Relationship to Other Articles

Notwithstanding the foregoing limitations on taxation of certain
gains by the State of source, the saving clause of paragraph 4 of
the Protocol permits the United States to tax its citizens and resi-
dents as if the Convention had not come into effect. Thus, any limi-
tation in this Article on the right of the United States to tax gains
does not apply to gains of a U.S. citizen or resident.

The benefits of this Article are also subject to the provisions of
Article 24 (Limitation on Benefits). Thus, only a resident of a Con-
tracting State that satisfies one of the conditions in Article 24 is
entitled to the benefits of this Article.

ARTICLE 14 INDEPENDENT PERSONAL SERVICES)

The Convention addresses in separate Articles the taxation of
different classes of income from personal services. Article 14 con-
cerns income from independent personal services, and Article 15
concerns income from dependent personal services. The Convention
provides exceptions and additional rules for directors’ fees (Article
16); income of artists and athletes (Article 17); pensions, social se-
curity benefits, alimony, and child support payments (Article 18);
government service salaries (Article 19); and certain income of stu-
dents and trainees (Article 20).

Paragraph 1

Paragraph 1 of Article 14 provides the general rule that an indi-
vidual resident of a Contracting State who derives income from
performing professional services in an independent capacity will
not be taxed with respect to that income by the other Contracting
State. Such income may also be taxed in the other Contracting
State only if one of two tests is met. First, if a resident of a Con-
tracting State has a fixed base regularly available to him in the
host State for the purpose of performing his activities, the host
State may tax only so much of the income that is attributable to
that fixed base and is derived from services performed in any state
other than the residence State. Second, if a resident of a Con-
tracting State is present in the host State for a period or periods
equaling or exceeding 183 days in any 12-month period that begins
or ends during the relevant taxable year (i.e., in the United States,
the calendar year in which the services are performed), the host
State may tax only so much of the income that is derived from the
activities performed in the host State.

Paragraph 5 of the 2010 Exchange of Notes provides that “per-
formed in that other State” does not mean “received in that other
State.” This clarifies that Article 14 does not apply, for example,
to payments to a U.S. individual by a client in Chile for services
that were performed in the United States.
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Income derived by persons other than individuals or groups of in-
dividuals from the performance of independent personal services is
not covered by Article 14. Such income generally would be business
profits taxable in accordance with Article 7 (Business Profits). In-
come derived by employees of such persons generally would be tax-
able in accordance with Article 15 (Dependent Personal Services).

The term “fixed base” is not defined in the Convention, but its
meaning is understood to be identical to that of the term “perma-
nent establishment,” as defined in Article 5 (Permanent Establish-
ment). The term “regularly available” also is not defined in the
Convention. Whether a fixed base is regularly available to a person
will be determined based on all the facts and circumstances.

The 183-day period referred to in subparagraph 1(b) is to be
measured using the “days of physical presence” method. Under this
method, the days that are counted include any day in which a part
of the day is spent in the host State. See Rev. Rul. 56-24, 1956-
1 C.B. 851. Thus, days that are counted include the days of arrival
and departure; weekends and holidays on which the employee does
not work but is present within the State; vacation days spent in
the host State before, during or after the employment period, un-
less the individual’s presence before or after the employment can
be shown to be independent of his presence there for employment
purposes; and time during periods of sickness, training periods,
strikes, etc., when the individual is present but not working. If ill-
ness prevented the individual from leaving the host State in suffi-
cient time to qualify for the benefit, those days will not count. Also,
any part of a day spent in the host State while in transit between
two points outside the host State is not counted. If the individual
is a resident of the host State for part of the taxable year con-
cerned and a nonresident for the remainder of the year, the indi-
vidual’s days of presence as a resident do not count for purposes
of determining whether the 183-day period is exceeded.

Paragraph 7 of Article 7 (Business Profits) clarifies that income
that is attributable to a permanent establishment or fixed base but
that is deferred and received after such permanent establishment
or fixed base has ceased to exist may nevertheless be taxed by the
State in which the permanent establishment or fixed base was lo-
cated. Thus, under Article 14, income derived by an individual resi-
dent of a Contracting State from services performed in the other
Contracting State and attributable to a fixed base there may be
taxed by that other State even if the income is deferred and re-
ceived after there is no longer a fixed base available to the resident
in that other State.

Paragraph 2

Paragraph 2 provides that in cases where the host State may tax
income from independent personal services under paragraph 1, the
host State will do so only on a net basis, as if such income were
attributable to a permanent establishment and taxable by the host
State under Article 7. For purposes of paragraph 1, the principles
of paragraph 3 of Article 7 (Business Profits) will apply to deter-
mine the income that is taxable in the host State, provided that re-
lated administrative requirements have been satisfied. Thus, all
necessary expenses, including expenses not incurred in the host
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State, must be allowed as deductions in computing the net income
from services subject to tax in the host State.

Paragraph 3

Paragraph 3 contains a non-exhaustive list of activities that con-
stitute “professional services.” The term includes independent sci-
entific, literary, artistic, educational or teaching activities, as well
as the independent activities of physicians, lawyers, engineers, ar-
chitects, dentists, and accountants.

In addition to applying to income in respect of professional serv-
ices, Article 14 also applies to income in respect of other activities
of an independent character. This includes personal services per-
formed by an individual for his own account, whether as a sole pro-
prietor or a partner, where he receives the income and bears the
risk of loss arising from the services. However, the taxation of in-
come of an individual from those types of independent services
which are covered by Articles 16 through 18 is governed by the pro-
visions of those articles. For example, taxation of the income of a
corporate director would be governed by Article 16 rather than Ar-
ticle 14.

This Article applies to income derived by a partner resident in
the Contracting State that is attributable to personal services of an
independent character performed in the other State through a part-
nership that has a fixed base in that other Contracting State. In-
come which may be taxed under this Article includes all income at-
tributable to the fixed base in respect of the performance of the
personal services carried on by the partnership (whether by the
partner himself, other partners in the partnership, or by employees
assisting the partners) and any income from activities ancillary to
the performance of those services (for example, charges for fac-
simile services). Income that is not derived from the performance
of personal services and that is not ancillary thereto (for example,
rental income from subletting office space), will be governed by
other Articles of the Convention.

The application of Article 14 to a service partnership may be il-
lustrated by the following example: a partnership formed in a Con-
tracting State has five partners (who agree to split profits equally),
four of whom are resident and perform personal services only in
that Contracting State at Office A, and one of whom performs per-
sonal services from Office B, a fixed base in the other Contracting
State. In this case, the four partners of the partnership resident in
the first-mentioned Contracting State may be taxed in the other
Contracting State in respect of their share of the income attrib-
utable to the fixed base, Office B. The services giving rise to income
which may be attributed to the fixed base would include not only
the services performed by the one resident partner, but also, for ex-
ample, if one of the four other partners came to the other Con-
tracting State and worked on an Office B matter there, the income
in respect of those services also. As noted above, this would be the
case regardless of whether such partner from the first-mentioned
Contracting State actually visited or used Office B when per-
forming services in the other State.
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Relationship to other Articles

This Article is subject to the provisions of the saving clause of
paragraph 4 of the Protocol. Thus, if a resident of Chile who is a
U.S. citizen performs independent personal services in the United
States, the United States may tax his income without regard to the
provisions of this Article, subject to the special foreign tax credit
provisions of paragraph 3 of Article 23 (Relief from Double Tax-
ation). In addition, as with other benefits of the Convention, the
benefits of this Article are available to a resident of a Contracting
State only if that resident is entitled to those benefits under Article
24 (Limitation on Benefits).

ARTICLE 15 (DEPENDENT PERSONAL SERVICES)

Article 15 apportions taxing jurisdiction over remuneration de-
rived by a resident of a Contracting State as an employee between
the States of source and residence.

Paragraph 1

The general rule of Article 15 is contained in paragraph 1. Remu-
neration derived by a resident of a Contracting State as an em-
ployee may be taxed by the State of residence, and the remunera-
tion also may be taxed by the other Contracting State to the extent
derived from employment exercised (i.e., services performed) in
that other Contracting State. Paragraph 1 also provides that the
more specific rules of Articles 16 (Directors’ Fees), 18 (Pensions, So-
cial Security, Alimony and Child Support), and 19 (Government
Service) apply in the case of employment income described in one
of those articles. Thus, even though the State of source has a right
to tax employment income under Article 15, it may not have the
right to tax that income under the Convention if the income is de-
scribed, for example, in Article 18 and is not taxable in the State
of source under the provisions of that article.

Article 15 applies to any form of compensation for employment,
including payments in kind. Paragraph 1.1 of the Commentary to
Article 16 of the OECD Model is consistent with that interpreta-
tion.

Consistent with Code section 864(c)(6), Article 15 also applies re-
gardless of the timing of actual payment for services. Consequently,
a person who receives the right to a future payment in consider-
ation for services rendered in a Contracting State would be taxable
in that State even if the payment is received at a time when the
recipient is a resident of the other Contracting State. Thus, a
bonus paid to a resident of a Contracting State with respect to
services performed in the other Contracting State with respect to
a particular taxable year would be subject to Article 15 for that
year even if it was paid after the close of the year. An annuity re-
ceived for services performed in a taxable year could be subject to
Article 15 despite the fact that it was paid in subsequent years. In
that case, it would be necessary to determine whether the payment
constitutes deferred compensation, taxable under Article 15, or a
qualified pension subject to the rules of Article 18. Article 15 also
applies to income derived from the exercise of stock options granted
with respect to services performed in the host State, even if those
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stock options are exercised after the employee has left the host
State. If Article 15 is found to apply, whether such payments were
taxable in the State where the employment was exercised would
depend on whether the requirements of paragraph 2 were satisfied
in the year in which the services to which the payment relates
were performed.

Paragraph 2

Paragraph 2 sets forth an exception to the general rule that em-
ployment income may be taxed in the State where it is exercised.
Under paragraph 2, the State where the employment is exercised
may not tax the income from the employment if three conditions
are satisfied: (a) the individual is present in the other Contracting
State for a period or periods not exceeding 183 days in any 12-
month period that begins or ends during the relevant taxable year
(i.e., in the United States, the calendar year in which the services
are performed); (b) the remuneration is paid by, or on behalf of, an
employer who is not a resident of that other Contracting State; and
(c¢) the remuneration is not borne as a deductible expense by a per-
manent establishment or a fixed base which the employer has in
that other State. In order for the remuneration to be exempt from
tax in the source State, all three conditions must be satisfied. This
exception is identical to that set forth in the OECD Model.

The 183-day period in condition (a) is to be measured using the
“days of physical presence” method. Under this method, the days
that are counted include any day in which a part of the day is
spent in the host State. See Rev. Rul. 56-24, 1956-1 C.B. 851. Thus,
days that are counted include the days of arrival and departure;
weekends and holidays on which the employee does not work but
is present within the State; vacation days spent in the host State
before, during or after the employment period, unless the individ-
ual’s presence before or after the employment can be shown to be
independent of his presence there for employment purposes; and
time during periods of sickness, training periods, strikes, etc., when
the individual is present but not working. If illness prevented the
individual from leaving the host State in sufficient time to qualify
for the benefit, those days will not count. Also, any part of a day
spent in the host State while in transit between two points outside
the host State is not counted. If the individual is a resident of the
host State for part of the taxable year concerned and a nonresident
for the remainder of the year, the individual’s days of presence as
a resident do not count for purposes of determining whether the
183-day period is exceeded.

Conditions (b) and (c) are intended to ensure that a Contracting
State will not be required to allow a deduction to the payor for
compensation paid and at the same time to exempt the employee
on the amount received. Accordingly, if a foreign person pays the
salary of an employee who is employed in the host State, but a host
State corporation or permanent establishment reimburses the
payor with a payment that can be identified as a reimbursement,
neither condition (b) nor (c), as the case may be, will be considered
to have been fulfilled.

The reference to remuneration “borne by” a permanent establish-
ment is understood to encompass all expenses that economically
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are incurred and not merely expenses that are currently deductible
for tax purposes. Accordingly, the expenses referred to include ex-
penses that are capitalizable as well as those that are currently de-
ductible. Further, salaries paid by residents that are exempt from
income taxation may be considered to be borne by a permanent es-
tablishment notwithstanding the fact that the expenses will be nei-
ther deductible nor capitalizable since the payor is exempt from
tax.

Paragraph 3

Paragraph 3 contains a special rule applicable to remuneration
derived by a resident of a Contracting State as an employee aboard
a ship or aircraft operated in international traffic. Such remunera-
tion may be taxed only in the State of residence of the employee
if the services are performed as a member of the regular com-
plement of the ship or aircraft. The “regular complement” includes
the crew. In the case of a cruise ship, for example, it may also in-
clude others, such as entertainers, lecturers, etc., employed by the
shipping company to serve on the ship throughout its voyage. The
use of the term “regular complement” is intended to clarify that a
person who exercises his employment as, for example, an insurance
salesman while aboard a ship or aircraft is not covered by this
paragraph.

Relationship to other Articles

If a U.S. citizen who is resident in Chile performs services as an
employee in the United States and meets the conditions of para-
graph 2 for source State exemption, he nevertheless is taxable in
the United States by virtue of the saving clause of paragraph 4 of
the Protocol, subject to the special foreign tax credit rule of para-
graph 3 of Article 23 (Relief from Double Taxation).

ARTICLE 16 (DIRECTORS’ FEES)

This Article provides that directors’ fees and other similar pay-
ments derived by a resident of a Contracting State in his capacity
as a member of the board of directors or an equivalent body of a
company that is a resident of the other Contracting State may be
taxed by the State where such fees or payments arise. Such fees
or payments will be deemed to arise in the State in which the com-
pany is resident, except to the extent that such fees or payments
are paid in respect of attendance at meetings held in the other
Contracting State.

This rule is an exception to the more general rules of Articles 7
(Business Profits), 14 (Independent Personal Services), and 15 (De-
pendent Personal Services). Thus, for example, in determining
whether a director’s fee paid to a non-employee director is subject
to tax in the State of residence of the corporation, it is not relevant
to establish whether the fee is attributable to a permanent estab-
lishment in that State.

ARTICLE 17 (ARTISTES AND SPORTSMEN)

This Article deals with the taxation in a Contracting State of en-
tertainers and sportsmen resident in the other Contracting State
from the performance of their services as such. The Article applies
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both to the income of an entertainer or sportsman who performs
services on his own behalf and one who performs services on behalf
of another person, either as an employee of that person, or pursu-
ant to any other arrangement. The rules of this Article take prece-
dence, in some circumstances, over those of Articles 14 (Inde-
pendent Personal Services) and 15 (Dependent Personal Services).

This Article applies only with respect to the income of enter-
tainers and sportsmen. Others involved in a performance or ath-
letic event, such as producers, directors, technicians, managers,
coaches, etc., remain subject to the provisions of Articles 14 and 15.
In addition, except as provided in paragraph 2, income earned by
juridical persons is not covered by Article 17.

Paragraph 1

Paragraph 1 describes the circumstances in which a Contracting
State may tax the performance income of an entertainer or sports-
man who is a resident of the other Contracting State. Under this
paragraph, income derived by an individual resident of a Con-
tracting State from activities as an entertainer or sportsman exer-
cised in the other Contracting State may be taxed in that other
State if the amount of the gross receipts derived by the performer
equals or exceeds $5,000 (or its equivalent in Chilean pesos) for the
taxable year. The $5,000 threshold includes expenses reimbursed to
the individual or borne on his behalf. If the gross receipts exceed
$5,000, the full amount, not just the excess, may be taxed in the
State of performance.

The Convention introduces this monetary threshold to distin-
guish between two groups of entertainers and athletes—those who
are paid relatively large sums of money for very short periods of
service, and who would, therefore, normally be exempt from tax in
the host State under the standard personal services income rules,
from those who earn relatively modest amounts and are, therefore,
not easily distinguishable from those who earn other types of per-
sonal services income.

Tax may be imposed under paragraph 1 even if the performer
would have been exempt from tax under Article 14 or 15. On the
other hand, if the performer would be exempt from host-State tax
under Article 17, but would be taxable under either Article 14 or
15, tax may be imposed under either of those Articles. Thus, for ex-
ample, if a performer derives remuneration from his activities in
an independent capacity, and the performer does not have a perma-
nent establishment in the host State, he may be taxed by the host
State in accordance with Article 17 if his remuneration equals or
exceeds $5,000 annually, despite the fact that he generally would
be exempt from host State taxation under Article 14 or 15. How-
ever, a performer who receives less than the $5,000 threshold
amount and therefore is not taxable under Article 17 nevertheless
may be subject to tax in the host State under Article 14 or 15 if
the tests for host-State taxability under the relevant Article are
met. For example, if an entertainer who is an independent con-
tractor earns $14,000 of income in a State for the calendar year,
but the income is attributable to his fixed base in the host State,
that State may tax his income under Article 14 or 15.
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As explained in paragraph 9 of the Commentary to Article 17 of
the OECD Model, Article 17 of the Convention applies to all income
connected with a performance by the entertainer, such as appear-
ance fees, award or prize money, and a share of the gate receipts.
Income derived from a Contracting State by a performer who is a
resident of the other Contracting State from other than actual per-
formance, such as royalties from record sales and payments for
product endorsements, is not covered by this Article, but by other
articles of the Convention, such as Article 12 (Royalties) or Article
7 (Business Profits). For example, if an entertainer receives royalty
income from the sale of live recordings, the royalty income would
be subject to the provisions of Article 12, even if the performance
was conducted in the source State, although the entertainer could
be taxed in the source State with respect to income from the per-
formance itself under Article 17 if the $5,000 threshold is met.

In determining whether income falls under Article 17 or another
article, the controlling factor will be whether the income in ques-
tion is predominantly attributable to the performance itself or to
other activities or property rights. For instance, a fee paid to a per-
former for endorsement of a performance in which the performer
will participate would be considered to be so closely associated with
the performance itself that it normally would fall within Article 17.
Similarly, a sponsorship fee paid by a business in return for the
right to attach its name to the performance would be so closely as-
sociated with the performance that it would fall under Article 17
as well. As indicated in paragraph 9 of the Commentary to Article
17 of the OECD Model, however, a cancellation fee would not be
considered to fall within Article 17 but would be dealt with under
Article 14 or 15.

As indicated in paragraph 4 of the Commentary to Article 17 of
the OECD Model, where an individual fulfills a dual role as per-
former and non-performer (such as a player-coach or an actor-direc-
tor), but his role in one of the two capacities is negligible, the pre-
dominant character of the individual’s activities should control the
characterization of those activities. In other cases there should be
an apportionment between the performance-related compensation
and other compensation.

Consistent with Articles 14 and 15, Article 17 also applies re-
gardless of the timing of actual payment for services. Thus, a bonus
paid to a resident of a Contracting State with respect to a perform-
ance in the other Contracting State during a particular taxable
year would be subject to Article 17 for that year even if it was paid
after the close of the year. The determination as to whether the
$5,000 threshold has been met is determined separately with re-
spect to each year of payment. Accordingly, if an actor who is a
resident of one Contracting State receives residual payments over
time with respect to a movie that was filmed in the other Con-
tracting State, the payments do not have to be aggregated from one
year to another to determine whether the total payments have fi-
nally equaled or exceeded $5,000. Otherwise, residual payments re-
ceived many years later could retroactively subject all earlier pay-
ments to tax by the other Contracting State.
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Paragraph 2

Paragraph 2 is intended to address the potential for circumven-
tion of the rule in paragraph 1 when a performer’s income does not
accrue directly to the performer himself, but to another person.
Foreign performers frequently perform in the United States as em-
ployees of, or under contract with, a company or other person.

The relationship may truly be one of employee and employer,
with no circumvention of paragraph 1 either intended or realized.
On the other hand, the “employer” may, for example, be a company
established and owned by the performer, which is merely acting as
the nominal income recipient in respect of the remuneration for the
performance (a “star company”). The performer may act as an “em-
ployee,” receive a modest salary, and arrange to receive the re-
mainder of the income from his performance from the company in
another form or at a later time. In such case, absent the provisions
of paragraph 2, the income arguably could escape host-State tax be-
cause the company earns business profits but has no permanent es-
tablishment in that country. The performer may largely or entirely
escape host-State tax by receiving only a small salary, perhaps
small enough to place him below the dollar threshold in paragraph
1. The performer might arrange to receive further payments in a
later year, when he is not subject to host-State tax, perhaps as
dividends or liquidating distributions.

Paragraph 2 seeks to prevent this type of abuse while at the
same time protecting the taxpayers’ rights to the benefits of the
Convention when there is a legitimate employee-employer relation-
ship between the performer and the person providing his services.
Under paragraph 2, when the income accrues to a person other
than the performer, and the performer or any related persons par-
ticipate, directly or indirectly, in the receipts or profits of that
other person, the income may be taxed in the Contracting State
where the performer’s services are exercised, without regard to the
provisions of the Convention concerning business profits (Article 7)
or independent personal services income (Article 14).

In cases where paragraph 2 is applicable, the income of the “em-
ployer” may be subject to tax in the host State even if it has no
permanent establishment or fixed base in the host State.

Taxation under paragraph 2 is on the person providing the serv-
ices of the performer. This paragraph does not affect the rules of
paragraph 1, which apply to the performer himself. The income
taxable by virtue of paragraph 2 is reduced to the extent of salary
payments to the performer, which fall under paragraph 1.

For purposes of paragraph 2, income is deemed to accrue to an-
other person (i.e., the person providing the services of the per-
former) if that other person has control over, or the right to receive,
gross income in respect of the services of the performer. Direct or
indirect participation in the profits of a person may include, but is
not limited to, the accrual or receipt of deferred remuneration, bo-
nuses, fees, dividends, partnership income or other distributions.

Paragraph 2 does not apply if it is established that neither the
performer nor any persons related to the performer participate di-
rectly or indirectly in the receipts or profits of the person providing
the services of the performer. Assume, for example, that a circus
owned by a U.S. corporation performs in the other Contracting
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State, and promoters of the performance in the other State pay the
circus, which, in turn, pays salaries to the circus performers. The
circus is determined to have no permanent establishment in that
State. Since the circus performers do not participate in the profits
of the circus, but merely receive their salaries out of the circus’
gross receipts, the circus is protected by Article 7 and its income
is not subject to host-country tax. Whether the salaries of the cir-
cus performers are subject to host-country tax under this Article
depends on whether they exceed the $5,000 threshold in paragraph
1

Pursuant to Article 1 (General Scope) the Convention only ap-
plies to persons who are residents of one of the Contracting States.
Thus, income of a star company that is not a resident of one of the
Contracting States would not be eligible for benefits of the Conven-
tion.

Relationship to other Articles

This Article is subject to the provisions of the saving clause of
paragraph 4 of the Protocol. Thus, if an entertainer or a sportsman
who is resident of Chile is a citizen of the United States, the
United States may tax all of his income from performances in the
United States without regard to the provisions of this Article (sub-
ject to the special foreign tax credit provisions of paragraph 3 of
Article 23 (Relief from Double Taxation)). In addition, benefits of
this Article are subject to the provisions of Article 24 (Limitation
on Benefits).

ARTICLE 18 (PENSIONS, SOCIAL SECURITY, ALIMONY AND CHILD
SUPPORT)

This Article deals with the taxation of pension payments (both
private and government), social security benefits, contributions to
pension funds, and alimony and child support payments.

Paragraph 1

Paragraph 1 deals with the taxation of private (i.e., non-govern-
ment service) pension payments and other similar remuneration in
consideration of past employment that are derived from sources
within one Contracting State and beneficially owned by a resident
of the other Contracting State. The term “pension payments and
other similar remuneration” includes both periodic and single sum
payments. The taxation of annuity payments that are not in con-
sideration of past employment is dealt with in Article 21 (Other In-
come) of the Convention.

Subparagraph 1(a) provides that pension payments and other
similar remuneration that are derived from sources within one
Contracting State and beneficially owned by a resident of the other
Contracting State are taxable in both Contracting States. However,
the tax imposed by the source State may not exceed 15 percent of
the gross amount of such payment.

Subparagraph 1(b) contains an exception to the State of resi-
dence’s right to tax pension payments and other similar remunera-
tion under subparagraph 1(a). Under subparagraph 1(b), the State
of residence must exempt from tax any amount of such payment
that would be exempt from tax in the Contracting State in which
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the pension plan is established if the recipient were a resident of
that State. Thus, for example, a distribution from certain indi-
vidual retirement accounts (“IRAs”), such as a U.S. “Roth TRA” to
a resident of Chile would be exempt from tax in Chile to the same
extent the distribution would be exempt from tax in the United
States if it were distributed to a U.S. resident. The same is true
with respect to distributions from a traditional IRA to the extent
that the distribution represents a return of non-deductible con-
tributions. Similarly, if distributions from a traditional IRA were
not subject to U.S. tax because they were “rolled over” to another
U.S. IRA, then the distributions would be exempt from tax in
Chile.

Paragraph 1 is intended to cover payments made by qualified
private retirement plans. In the United States, the plans covered
by paragraph 1 include qualified plans under Code section 401(a),
individual retirement plans (including individual retirement plans
that are part of a simplified employee pension plan that satisfies
Code section 408(k), individual retirement accounts, and Code sec-
tion 408(p) accounts), Code section 403(a) qualified annuity plans,
and Code section 403(b) plans. Distributions from Code section 457
plans may also fall under paragraph 1 if they are not paid with re-
spect to government services. The competent authorities may agree
that distributions from other plans that generally meet criteria
similar to those applicable to the listed plans also qualify for the
benefits of paragraph 1. Payments in consideration of past employ-
ment in the private sector that are not eligible for the benefits of
paragraph 1 generally are covered by Article 15 (Dependent Per-
sonal Services).

Pensions in respect of government service and social security
benefits are not covered by paragraph 1. Pensions in respect of gov-
ernment service are generally covered by paragraph 2, while social
security benefits are covered by paragraph 3.

Paragraph 2

Paragraph 2 deals with the taxation of pensions paid from the
public funds of a Contracting State, or a political subdivision or a
local authority thereof, to an individual in respect of services ren-
dered to that State or subdivision or authority. Subparagraph 2(a)
provides that such pensions are taxable only in that State. Sub-
paragraph 2(b) provides an exception under which such pensions
are taxable only in the other State if the individual is a resident
of, and a national of, that other State.

Pensions paid to retired civilian and military employees of a Gov-
ernment of either State are intended to be covered under para-
graph 2. When benefits paid by a State in respect of services ren-
dered to that State or a subdivision or local authority are in the
form of social security benefits, however, those payments are cov-
ered by paragraph 3. As a general matter, the result will be the
same whether paragraph 2 or 3 applies, since both pensions in re-
spect of government service and social security benefits are taxable
exclusively by the source State. The result will differ only when the
payment is made to a national and resident of the other Con-
tracting State, who is not also a citizen of the paying State (or,
where the United States is the paying State, a lawful permanent



67

resident of the United States). In such a case, social security bene-
fits continue to be taxable at source while government pensions be-
come taxable only in the residence State.

In the case of the United States, paragraph 2 generally covers
payments from Code section 457(g), 401(a), 403(a), and 403(b)
plans established for U.S. government employees, as well as pay-
ments from the Thrift Savings Fund (Code section 7701()).

Paragraph 3

Paragraph 3 deals with the taxation of social security benefits.
This paragraph provides that, notwithstanding the provisions of
paragraphs 1 and 2, payments made by one of the Contracting
States under the provisions of its social security or similar legisla-
tion to a resident of the other Contracting State or to a citizen of
the United States will be taxable only in the Contracting State
making the payment. The reference to U.S. citizens is necessary to
ensure that a social security payment by Chile to a U.S. citizen
who is not resident in the United States will not be taxable by the
United States.

Paragraph 3 applies to social security benefits, regardless of
whether the beneficiary contributed to the system as a private sec-
tor or Government employee. Payments made under provisions of
the social security or similar legislation of a Contracting State in-
clude payments made pursuant to a pension plan or fund created
under the social security system of that State. Paragraph 18 of the
Protocol provides that in the case of Chile, the social security sys-
tem referred to in paragraph 3 of Article 18 is any pension scheme
or fund administered by the Instituto de Prevision Social (formerly
Instituto de Normalizacion Previsional) and the social security sys-
tem created by Decree Law 3500 (DL 3500). In the case of the
United States, the phrase “similar legislation” is intended to refer
to U.S. Tier 1 Railroad Retirement benefits.

Paragraph 4

Paragraph 4 provides that, if a resident of a Contracting State
is a beneficiary of a pension plan established in the other Con-
tracting State that is generally exempt from income taxation in
that other State and operated to provide pension or retirement ben-
efits, neither State will tax the income earned but not distributed
by the plan until a payment or other similar remuneration is

made from the plan. Thus, for example, if a U.S. citizen contrib-
utes to a U.S. qualified plan while working in the United States
and then establishes residence in Chile, this paragraph ensures
that neither the United States nor Chile will tax currently the
plan’s earnings and accretions with respect to that individual. Only
at the time and to the extent that a payment or other similar re-
muneration is made from the plan (and not transferred to another
pension fund in the United States), may the payment be subject to
tax subject to the provisions of paragraph 1 of Article 18. Thus, if
a distribution from a pension plan established in a Contracting
State is not currently taxable in that State because it is rolled over
into another pension plan in that State, such distribution shall also
not be subject to tax in the other Contracting State.
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Paragraph 5

Paragraph 5 provides certain benefits with respect to contribu-
tions to a pension fund in the case of a short-term assignment
where an individual participates in a pension fund in one State
(the “home State”) and performs services (whether or not as an em-
ployee) for a limited period of time in the other State (the “host
State”). It is not necessary for an individual to be a resident of the
host State in order to claim the benefits of paragraph 5 (as long
as the individual does not become a citizen or permanent resident
of the host State). However, benefits are available under paragraph
5 only for so long as the individual performs services in a period
not exceeding an aggregate of 60 months.

If the requirements of paragraph 5 are satisfied, contributions
paid by, or on behalf of, the individual with respect to the services
performed in the host State to a pension fund that is generally ex-
empt from income tax in the home State and operated primarily to
provide pension or retirement benefits in the home State (whether
or not sponsored by an employer) will be treated in the same way
for tax purposes in the host State as a contribution paid to a pen-
sion plan that is generally exempt from income tax in the host
State and operated primarily to provide pension or retirement ben-
efits in the host State. Thus, for example, if a participant in a U.S.
qualified plan goes to work temporarily in Chile, contributions to
the U.S. qualified plan will be treated for tax purposes in Chile as
contributions to a pension plan that is generally exempt in Chile
%I}lldl operated primarily to provide pension or retirement benefits in

ile.

Under subparagraph 5(a), the individual must have been already
contributing on a regular basis to the pension plan, or to another
similar plan for which the first-mentioned plan was substituted, for
a period ending immediately before the individual became a resi-
dent or is temporarily present in the host State. The rule regarding
substituted plans would be satisfied, for example, if the employer
has been acquired by a company that replaces the existing plan
with its own plan, transferring membership in the old plan over
into the new plan.

Under subparagraph 5(b), the competent authority of the host
State must determine that the home State plan to which the con-
tribution is made generally corresponds to a pension plan recog-
nized for tax purposes by the host State. For this purpose, para-
graph 19 of the Protocol provides that the Chilean pension plans
eligible for the benefits of paragraph 5 of Article 18 include the fol-
lowing and any identical or substantially similar plan that is estab-
lished pursuant to legislation introduced after the date of signature
of the Protocol: any pension scheme or fund administered by the
Instituto de Prevision Social (formerly Instituto de Normalizacifn
Previsional) and the social security system created by Decree Law
3500 (DL 3500).

Paragraph 19 of the Protocol also provides that the U.S. plans el-
igible for the benefits of paragraph 5 of Article 18 include the fol-
lowing and any identical or substantially similar plan that is estab-
lished pursuant to legislation introduced after the date of signature
of the Protocol: qualified plans under Code section 401(a) (including
Code section 401(k) arrangements), individual retirement plans (in-
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cluding individual retirement plans that are part of a simplified
employee pension plan that satisfies section 408(k), individual re-
tirement accounts, and Code section 408(p) simple retirement ac-
counts), Code section 403(a) qualified annuity plans, Code section
403(b) plans, Code section 457(g) trusts providing benefits under
Code section 457(b) plans, and the Thrift Savings Fund (Code sec-
tion 7701(j)).

If a particular plan in one Contracting State is of a type specified
in paragraph 19 of the Protocol, it will not be necessary for tax-
payers to obtain a determination from the competent authority of
the other Contracting State that the plan generally corresponds to
a pension or retirement plan established in and recognized for tax
purposes in that State. A taxpayer who believes a particular plan
in one Contracting State that is not described in paragraph 19 of
the Protocol nevertheless satisfies the requirement of paragraph 5
of Article 18 may request a determination from the competent au-
thority of the other Contracting State that the plan generally cor-
responds to a pension plan recognized for tax purposes by that
State. In the case of the United States, such a determination must
be requested under Revenue Procedure 2006-54, 2006-2 C.B. 1035
(or any applicable analogous or successor guidance).

Paragraph 5 applies only to the extent of the relief allowed by
the host State to residents of that State for contributions to, or
benefits accrued under, a pension plan established in the host
State. Therefore, where the United States is the host State, the
amount of contributions that may be excluded from an employee’s
income under this paragraph for U.S. tax purposes is limited to the
U.S. dollar amount specified in Code section 415 or the U.S. dollar
amount specified in section 402(g) to the extent contributions are
made from the employee’s compensation. For this purpose, the dol-
lar limit specified in section 402(g)(1) means the amount applicable
under section 402(g)(1) (including the age 50 catch-up amount in
section 402(g)(1)(C)) or, if applicable, the parallel dollar limit appli-
cable under section 457(e)(15) plus the age 50 catch-up amount
under section 414(v)(2)(B)(d) for a section 457(g) trust.

Paragraph 5 does not address the treatment of employer con-
tributions.

Paragraph 6

Paragraph 6 deals with alimony and child support payments.
Periodic payments made pursuant to a written separation agree-
ment or a decree of divorce, separate maintenance or compulsory
support, including payments for the support of a child, paid by a
resident of a Contracting State to a resident of the other Con-
tracting State generally are taxable in neither Contracting State.
However, if the payer is entitled to relief from tax for such pay-
ments in the first-mentioned State, such payments will be taxable
only in the other State.

Relationship to other Articles

Under subparagraph 4(a) of the Protocol, paragraphs 1(b), 3, 4
and 6 of Article 18 are excepted from the saving clause of para-
graph 4 of the Protocol. Thus, the United States will not tax U.S.
citizens and residents on the income described in those paragraphs
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even if such amounts otherwise would be subject to tax under U.S.
law.

Under subparagraph 4(b) of the Protocol, paragraphs 2 and 5 of
Article 18 are excepted from the saving clause but only with re-
spect to individuals who are neither citizens of the Contracting
State conferring the benefits nor persons who have been admitted
for permanent residence in that State (i.e., in the United States,
“green card” holders). Accordingly, for example, pension payments
from the public funds of Chile to a U.S. permanent resident or cit-
izen who 1s a Chilean national and resident (under paragraph 2 of
Article 4) may be taxed by the United States pursuant to para-
graph 4 of the Protocol even though such payments would be tax-
able only by Chile under paragraph 2 of Article 18. Similarly, if the
United States is the host State for purposes of paragraph 5 of Arti-
cle 18, a person who becomes a U.S. permanent resident or citizen
will not be entitled to a deduction or exclusion for contributions to
a pension plan established in Chile notwithstanding the provisions
of paragraph 5 of Article 18.

ARTICLE 19 (GOVERNMENT SERVICE)

Paragraph 1

Subparagraphs 1(a) and 1(b) deal with the taxation of govern-
ment compensation other than pensions which are addressed by
paragraph 2 of Article 18 (Pensions, Social Security, Alimony and
Child Support). Subparagraph 1(a) provides that salaries, wages,
and other remuneration, other than a pension, paid to any indi-
vidual who rendered services to a Contracting State, political sub-
division or local authority are taxable only in that State. Under
subparagraph 1(b), such payments are, however, taxable exclu-
sively in the other State (the host State) if the services are ren-
dered in the host State and the individual is a resident of the host
State who is either a national of that State or did not become a
resident of that State solely for purposes of rendering the services.
The paragraph applies to anyone performing services of a govern-
mental nature for a government, whether as a government em-
ployee, an independent contractor, or an employee of an inde-
pendent contractor.

Paragraph 2

Paragraph 2 provides that the remuneration described in para-
graph 1 will be subject to the rules of Articles 15 (Dependent Per-
sonal Services), 16 (Directors’ Fees), and 17 (Artistes and Sports-
men) if the services rendered by an individual are in connection
with a business conducted by a government.

Under subparagraph 4(b) of the Protocol, the saving clause does
not apply to the benefits conferred by one of the States under Arti-
cle 19 if the recipient of the benefits is neither a citizen of that
State nor a person who has been admitted for permanent residence
there (i.e., in the United States, a “green card” holder). Thus, a
resident of the United States who in the course of performing func-
tions of a governmental nature becomes a resident of Chile (but not
a permanent resident), would be entitled to the benefits of this Ar-
ticle.
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ARTICLE 20 (STUDENTS AND TRAINEES)

This Article provides rules for host-State taxation of visiting stu-
dents, apprentices, and business trainees. Persons who meet the
tests of the Article will be exempt from tax in the State that they
are visiting with respect to designated classes of income. Several
conditions must be satisfied in order for an individual to be entitled
to the benefits of this Article.

First, the visitor must have been, either at the time of his arrival
in the host State or immediately before, a resident of the other
Contracting State.

Second, the purpose of the visit must be the full-time education
at a recognized educational institution such as a university, college
or school, or full-time training of the visitor. Thus, if the visitor
comes principally to work in the host State but also is a part-time
student, he would not be entitled to the benefits of this Article,
even with respect to any payments he may receive from abroad for
his maintenance, education or training, and regardless of whether
or not he is in a degree program. Whether a student is to be consid-
ered full-time will be determined by the rules of the educational in-
stitution at which he is studying.

The host-State exemption applies to payments that are received
by the student, apprentice or business trainee for the purposes of
his maintenance, education or training and that arise or are remit-
ted from outside the host State. A payment will be considered to
arise outside the host State if the payer is located outside the host
State. Thus, if an employer from one of the Contracting States
sends an employee to the other Contracting State for full-time
training, the payments the trainee receives from abroad from his
employer for his maintenance or training while he is present in the
host State will be exempt from tax in the host State. Where appro-
priate, substance prevails over form in determining the identity of
the payer. Thus, for example, payments made directly or indirectly
by a U.S. person with whom the visitor is training, but which have
been routed through a source outside the United States (e.g., a for-
eign subsidiary), are not treated as arising outside the United
States for this purpose.

In the case of an apprentice or business trainee, the benefits of
the Article will extend only for a period of not exceeding two years
from the date the visitor first arrives in the host State for the pur-
pose of training. If, however, a trainee remains in the host country
for a third year, thus losing the benefits of the Article, he would
not retroactively lose the benefits of the Article for the first two
years.

The saving clause of paragraph 4 of the Protocol does not apply
to this Article with respect to an individual who is neither a citizen
of the host State nor has been admitted for permanent residence
there. The saving clause, however, does apply with respect to citi-
zens and permanent residents of the host State. Thus, a U.S. cit-
izen who is a resident of Chile and who visits the United States
as a full-time student at an accredited university will not be ex-
empt from U.S. tax on remittances from abroad that otherwise con-
stitute U.S. taxable income. A person, however, who is not a U.S.
citizen, and who visits the United States as a student and remains
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long enough to become a resident under U.S. law, but does not be-
come a permanent resident (i.e., does not acquire a green card),
will be entitled to the full benefits of the Article.

ARTICLE 21 (OTHER INCOME)

Article 21 assigns taxing jurisdiction over income not dealt with
in the other Articles (Articles 6 through 20) of the Convention. In
order for an item of income to be “dealt with” in another Article
it must be the type of income described in the article and, in most
cases, it must have its source in a Contracting State. For example,
all royalty income that arises in a Contracting State and that is
beneficially owned by a resident of the other Contracting State is
“dealt with” in Article 12 (Royalties). However, profits derived in
the conduct of a business are “dealt with” in Article 7 (Business
Profits) whether or not they have their source in one of the Con-
tracting States.

Examples of items of income covered by Article 21 include income
from gambling, punitive (but not compensatory) damages and cov-
enants not to compete. The article would also apply to income from
a variety of financial transactions, where such income does not
arise in the course of the conduct of a trade or business. For exam-
ple, income from notional principal contracts and other derivatives
would fall within Article 21 if derived by persons not engaged in
the trade or business of dealing in such instruments, unless such
instruments were being used to hedge risks arising in a trade or
business. It would also apply to securities lending fees derived by
an institutional investor. Further, in most cases guarantee fees
paid within an intercompany group would be covered by Article 21,
unless the guarantor were engaged in the business of providing
such guarantees to unrelated parties.

Article 21 also applies to items of income that are not dealt with
in the other articles because of their source or some other char-
acteristic. For example, Article 11 (Interest) addresses only the tax-
ation of interest arising in a Contracting State. Interest arising in
a third State that is not attributable to a permanent establish-
ment, therefore, is subject to Article 21.

Distributions from partnerships are not generally dealt with
under Article 21 because partnership distributions generally do not
constitute income. Under the Code, partners include in income
their distributive share of partnership income annually, and part-
nership distributions themselves generally do not give rise to in-
come. This would also be the case under U.S. law with respect to
distributions from trusts. Trust income and distributions that,
under the Code, have the character of the associated distributable
net income would generally be covered by another article of the
Convention. See Code section 641, et seq.

Paragraph 1

The general rule of Article 21 is contained in paragraph 1. Items
of income not dealt with in other Articles that are earned by a resi-
dent of a Contracting State will be taxable only in the State of resi-
dence. This right of taxation applies whether or not the residence
State exercises its right to tax the income covered by the Article.
The residence taxation provided by paragraph 1 applies only when
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a resident of a Contracting State is the beneficial owner of the in-
come. This is understood from the phrase “income of a resident of
a Contracting State.” Thus, source taxation of income not dealt
with in other articles of the Convention is not limited by paragraph
1 if it is nominally paid to a resident of the other Contracting
State, but is beneficially owned by a resident of a third State. In
addition, as discussed in greater detail below, where income not
dealt with in other Articles of the Convention arises in the other
Contracting State, paragraphs 2 and 3 permit source-State tax-
ation.

Paragraph 2

This paragraph provides an exception to the general rule of para-
graph 1 for income, other than income from immovable property as
defined in paragraph 2 of Article 6 (Income from Real Property
(Immovable Property)), that is effectively connected to a permanent
establishment or fixed base maintained in a Contracting State by
a resident of the other Contracting State. The taxation of such in-
come is governed by the provisions of Article 7 (Business Profits)
or 14 (Independent Personal Services), as the case may be. There-
fore, for example, income arising outside the United States that is
attributable to a permanent establishment maintained in the
United States by a resident of Chile generally would be taxable by
the United States under the provisions of Article 7. This would be
true even if the income is sourced in a third State.

Paragraph 3

Notwithstanding the provisions of paragraphs 1 and 2, income of
a resident of one of the Contracting States not dealt with in other
articles and arising in the other State may also be taxed in that
other State.

Relationship to Other Articles

This Article is subject to the saving clause of paragraph 4 of the
Protocol. Thus, the United States may tax the income of a resident
of Chile that is not dealt with elsewhere in the Convention, if that
resident is a citizen of the United States. The Article is also subject
to the provisions of Article 24 (Limitation on Benefits).

ARTICLE 22 (CAPITAL)

This Article specifies the circumstances in which a Contracting
State may impose tax on capital owned by a resident of the other
Contracting State. At the time of the signing of the Convention,
neither the United States nor Chile imposed taxes on capital. Nev-
ertheless, the Article is drafted in a reciprocal manner. The Article
was included at Chile’s request.

The Article provides the general rule in paragraph 4 that capital
owned by a resident of a Contracting State may be taxed only by
that Contracting State. Thus, in general, the source State cannot
tax a resident of the other State on capital owned by that resident.
Exceptions to this general rule are provided in paragraphs 1 and
2.
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Paragraphs 1 and 2

Paragraph 1 provides that capital represented by real property
(immovable property) (as defined in Article 6 (Income from Real
Property (Immovable Property)) which is owned by a resident of a
Contracting State and located in the other State may be taxed by
that other State. Under paragraph 2, the source State may tax cap-
ital which is represented by personal property (movable property)
which is part of the business property of a permanent establish-
ment maintained in that State by an enterprise of the other State
or which pertains to a fixed base maintained in the source State
by a resident of the other State.

Paragraph 3

Paragraph 3 deals with capital represented by ships, aircraft and
containers owned by a resident of a Contracting State and operated
in international traffic, and by personal property (movable prop-
erty) pertaining to the operation of such ships, aircraft or con-
tainers. Under the paragraph, such capital is taxable only in the
residence State. Thus, for example, capital represented by ships
owned by a resident of the United States and operated in inter-
national traffic will be exempt from capital tax in Chile.

Paragraph 4

Paragraph 4 provides that all other elements of capital of a resi-
dent of a Contracting State shall be taxable only in that State.

ARTICLE 23 (RELIEF FROM DOUBLE TAXATION)

This Article describes the manner in which each Contracting
State undertakes to relieve double taxation. The United States
uses the foreign tax credit method under its domestic law, and by
treaty.

Paragraph 1

The United States agrees, in paragraph 1, to allow to its citizens
and residents a credit against U.S. tax for income taxes paid or ac-
crued to Chile. For this purpose, paragraph 1 provides that the
taxes referred to in subparagraph 3(b) and paragraph 4 of Article
2 (Taxes Covered), excluding taxes on capital, are considered in-
come taxes.

Subparagraph 1(b) provides for a deemed-paid credit, consistent
with Code section 902, to a U.S. corporation in respect of dividends
received from a corporation resident in Chile of which the U.S. cor-
poration owns at least 10 percent of the voting stock. This credit
is for the tax paid by the corporation to Chile on the profits out
of which the dividends are considered paid.

The credits allowed under paragraph 1 are allowed in accordance
with the provisions and subject to the limitations of U.S. law, as
that law may be amended over time, so long as the general prin-
ciple of the Article, that is, the allowance of a credit, is retained.
Thus, although the Convention provides for a foreign tax credit, the
terms of the credit are generally determined by the U.S. domestic
law in effect for the taxable year for which the credit is allowed.
See, e.g., Code sections 901-909 and the regulations under those
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sections. For example, a foreign levy is not a tax to the extent a
person subject to the levy receives (or will receive), directly or indi-
rectly, a specific economic benefit from the foreign country in ex-
change for payment pursuant to the levy. See Treas. Reg. §1.901-
2(a)(2). In addition, the credit generally is limited to the amount
of U.S. tax due with respect to net foreign source income within the
relevant foreign tax credit limitation category (see Code section
904(a) and (d)), and the dollar amount of the credit is determined
in accordance with U.S. currency translation rules (see, e.g., Code
section 986). Similarly, U.S. law applies to determine carryover pe-
riods for excess credits and other inter-year adjustments.

Paragraph 2

Paragraph 2 provides that Chile will provide relief from double
taxation through the credit method. Chile agrees in paragraph 2,
in accordance with and subject to the provisions of the law of Chile,
to allow a credit against Chilean tax for income taxes payable on
income from sources outside Chile.

Paragraph 3

Paragraph 3 provides special rules for the tax treatment in both
States of certain types of income derived from U.S. sources by U.S.
citizens who are residents of Chile. Since U.S. citizens, regardless
of residence, are subject to United States tax at ordinary progres-
sive rates on their worldwide income, the U.S. tax on the U.S.
source income of a U.S. citizen resident in Chile may exceed the
U.S. tax that may be imposed under the Convention on an item of
U.S. source income derived by a resident of Chile who is not a U.S.
citizen. The provisions of paragraph 3 ensure that Chile does not
l())(ilai" the cost of U.S. taxation of its citizens who are residents of

ile.

Subparagraph 3(a) provides, with respect to items of income from
sources within the United States, special credit rules for Chile.
These rules apply to items of U.S.-source income that would be ei-
ther exempt from U.S. tax or subject to reduced rates of U.S. tax
under the provisions of the Convention if they had been received
by a resident of Chile who is not a U.S. citizen. The tax credit al-
lowed under paragraph 3 with respect to such items need not ex-
ceed the U.S. tax that may be imposed under the Convention, other
than tax imposed solely by reason of the U.S. citizenship of the tax-
payer under the provisions of the saving clause of paragraph 4 of
the Protocol.

For example, if a U.S. citizen resident in Chile receives a pay-
ment of royalties described in subparagraph 3(b) of Article 12 (Roy-
alties) from sources within the United States, the foreign tax credit
granted by Chile would be limited to 10 percent of the gross
amount of the royalties—the U.S. tax that may be imposed under
subparagraph 2(b) of Article 12—even if the shareholder is subject
to U.S. net income tax because of his U.S. citizenship.

Subparagraph 3(b) of Article 23 eliminates the potential for dou-
ble taxation that can arise because subparagraph 3(a) provides that
Chile need not provide full relief for the U.S. tax imposed on its
citizens resident in Chile. Subparagraph 3(b) provides that the
United States will credit the income tax paid or accrued to Chile,
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after the application of subparagraph 3(a). It further provides that
in allowing the credit, the United States will not reduce its tax
below the amount that is taken into account in Chile in applying
subparagraph 3(a).

Since the income described in subparagraph 3(a) generally will
be U.S. source income, special rules are required to re-source some
of the income to Chile in order for the United States to be able to
credit the tax paid to Chile. This re-sourcing is provided for in sub-
paragraph 3(c), which deems the items of income referred to in sub-
paragraph 3(a) to be from foreign sources to the extent necessary
to avoid double taxation under paragraph 3(b). Paragraph 3 of Arti-
cle 26 (Mutual Agreement Procedure) provides a mechanism by
which the competent authorities can resolve any disputes regarding
whether income is from sources within the United States.

The following two examples illustrate the application of para-
graph 3 in the case of U.S.-source royalties described in subpara-
graph 3(b) of Article 12 (Royalties) received by a U.S. citizen resi-
dent in Chile. In both examples, the U.S. rate of tax on residents
of Chile, under subparagraph 2(b) of Article 12, is 10 percent. In
both examples, the U.S. income tax rate on the U.S. citizen is 35
percent. In example 1, the rate of income tax imposed in Chile on
its resident (the U.S. citizen) is 25 percent (below the U.S. rate),
and in example 2, the rate imposed on its resident is 40 percent
(above the U.S. rate).

Example 1 Example 2

Subparagraph (a)
U.S.-source royalty payment .........coocooeooeeeeereereeesereeenn. $100.00 $100.00
Notional U.S. withholding tax (Article 12(2)(b)) ............... 10.00 10.00
Taxable income in Chile ......o.ocueeeeeeeeeeeeee e 100.00 100.00
Chilean tax before credit .......ococoveeeeveceeeeieeeceeeece 25.00 40.00
Less: tax credit for notional U.S. withholding tax ............. 10.00 10.00
Net post-credit tax paid to Chile ......ccocoovvvvevviiiiicee, 15.00 30.00
Subparagraphs (b) and (c)
U.S. Pre-tax iNCOME .....oeeveeeeeeeeeeeeee s eeseeeseeseeen $100.00 $100.00
U.S. pre-credit citizenship taX ......ccccovvvmevreevieeieeeen, 35.00 35.00
Notional U.S. withholding tax ......ccccocoevieivescesieeee, 10.00 10.00
U.S. tax eligible to be offset by credit .........cocovvvvevvvcnnnne. 25.00 25.00
Tax paid t0 Chile ......ooveeveeeeeeeeeeeeeeeee e 15.00 30.00
Income re-sourced from U.S. to foreign source (see

DBIOW) oottt 42.86 71.43
U.S. pre-credit tax on re-sourced inCOME ..........ccovvvvvevnnee. 15.00 25.00
U.S. credit for tax paid to Chile .......cccccovevveiviieeiecee, 15.00 25.00
Net post-credit U.S. taX ....cccooveeveeveccceeeeee e 10.00 0.00
Total U.S. 18X woveeeeeeeeeceeeeeeeceeee et 20.00 10.00

In both examples, in the application of subparagraph 3(a), Chile
credits a 10 percent U.S. tax against its residence tax on the U.S.
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citizen. In the first example, the net tax paid to Chile after the for-
eign tax credit is $15.00; in the second example, it is $30.00. In the
application of subparagraphs 3(b) and 3(c), from the U.S. tax due
before credit of $35.00, the United States subtracts the amount of
the U.S. source tax of $10.00, against which no U.S. foreign tax
credit is allowed. This subtraction ensures that the United States
collects the tax that it is due under the Convention as the State
of source.

In both examples, given the 35 percent U.S. tax rate, the max-
imum amount of U.S. tax against which credit for the tax paid to
Chile may be claimed is $25 ($35 U.S. tax minus $10 U.S. with-
holding tax). Initially, all of the income in both examples was from
sources within the United States. For a U.S. foreign tax credit to
be allowed for the full amount of the tax paid to Chile, an appro-
priate amount of the income must be treated as foreign-source in-
come under subparagraph 3(c).

The amount that must be re-sourced depends on the amount of
tax for which the U.S. citizen is claiming a U.S. foreign tax credit.
In example 1, the tax paid to Chile was $15. For this amount to
be creditable against U.S. tax, $42.86 ($15 tax divided by 35 per-
cent U.S. tax rate) must be re-sourced as foreign-source income.
When the tax is credited against the $15 of U.S. tax on this re-
sourced income, there is a net U.S. tax of $10 due after credit ($25
U.S. tax eligible to be offset by credit, minus $15 tax paid to Chile).
Thus, in example 1, there is a total of $20 in U.S. tax ($10 U.S.
withholding tax plus $10 residual U.S. tax).

In example 2, the tax paid to Chile was $30, but, because the
United States subtracts the U.S. withholding tax of $10 from the
total U.S. tax of $35, only $25 of U.S. taxes may be offset by taxes
paid to Chile. Accordingly, the amount that must be re-sourced to
Chile is limited to the amount necessary to ensure a U.S. foreign
tax credit for $25 of tax paid to Chile, or $71.43 ($25 tax paid to
the other Contracting State divided by 35 percent U.S. tax rate).
When the tax paid to Chile is credited against the U.S. tax on this
re-sourced income, there is no residual U.S. tax ($25 U.S. tax
minus $30 tax paid to Chile, subject to the U.S. limit of $25). Thus,
in example 2, there is a total of $10 in U.S. tax ($10 U.S. with-
holding tax plus $0 residual U.S. tax). Because the tax paid to
Chile was $30 and the U.S. tax eligible to be offset by credit was
$25, there is $5 of excess foreign tax credit available for carryover.

Paragraph 4

Paragraph 4 provides that where in accordance with the Conven-
tion income derived or capital owned by a resident of a Contracting
State is exempt from tax in that State, such State may neverthe-
less take into account the exempted income or capital in calculating
the amount of tax on the remaining income or capital of such per-
son. This rule provides for “exemption with progression.”

Paragraph 5

Paragraph 5 provides that certain items of gross income that
would be otherwise treated as from sources within a Contracting
State will be treated as income from sources within the other Con-
tracting State for the purposes of allowing relief of double taxation
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pursuant to Article 23. Paragraph 5 is intended to ensure that a
resident of a Contracting State can obtain an appropriate amount
of foreign tax credit for income taxes paid to the other Contracting
State when the Convention assigns to such other State primary
taxing rights over an item of gross income.

Accordingly, for example, if the Convention allows Chile to tax
an item of gross income (as defined under U.S. law) derived by a
resident of the United States, the United States will treat that
item of gross income as gross income from sources within Chile for
U.S. foreign tax credit purposes. In the case of a U.S.-owned for-
eign corporation, however, section 904(h)(10) may apply for pur-
poses of determining the U.S. foreign tax credit with respect to in-
come subject to this re-sourcing rule. Section 904(h)(10) generally
applies the foreign tax credit limitation separately to re-sourced in-
come. See also Code sections 865(h) and 904(d)(6). Because para-
graph 5 applies to items of gross income, not net income, U.S. ex-
pense allocation and apportionment rules, see, e.g., Treas. Reg. sec-
tions 1.861-9 and -9T, continue to apply to income re-sourced under
paragraph 5.

Relationship to other Articles

Article 23 is not subject to the saving clause of paragraph 4 of
the Protocol. Thus, the United States will allow a credit to its citi-
zens and residents in accordance with the Article, even if such
credit were to provide a benefit not available under the Code (such
as the re-sourcing provided by subparagraph 3(c) and paragraph 5).

ARTICLE 24 (LIMITATION ON BENEFITS)

Article 24 contains anti-treaty-shopping provisions that are in-
tended to prevent residents of third countries from benefiting from
what is intended to be a reciprocal agreement between two coun-
tries. In general, the provision does not rely on a determination of
purpose or intention but instead sets forth a series of objective
tests. A resident of a Contracting State that satisfies one of the
tests will receive benefits regardless of its motivations in choosing
its particular business structure.

The structure of the Article is as follows: Paragraph 1 states the
general rule that residents are entitled to benefits otherwise ac-
corded to residents only to the extent provided in the Article. Para-
graph 2 lists a series of attributes of a resident of a Contracting
State, the presence of any one of which will entitle that person to
all the benefits of the Convention. Paragraph 3 provides that, re-
gardless of whether a person qualifies for benefits under paragraph
2, benefits may be granted to that person with regard to certain in-
come earned in the conduct of an active trade or business. Para-
graph 4 provides that benefits also may be granted if the com-
petent authority of the State from which benefits are claimed de-
termines that it is appropriate to provide benefits in that case.
Paragraph 5 provides special rules for so-called “triangular cases”
notwithstanding paragraphs 1 through 4 of the Article. Paragraph
6 defines certain terms used in the Article.
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Paragraph 1

Paragraph 1 provides that, except as otherwise provided, a resi-
dent of a Contracting State will be entitled to the benefits other-
wise accorded to residents of a Contracting State under the Con-
vention only to the extent provided in the Article. The benefits oth-
erwise accorded to residents under the Convention include all limi-
tations on source-based taxation under Articles 6 through 22, the
treaty-based relief from double taxation provided by Article 23 (Re-
lief from Double Taxation), and the protection afforded to residents
of a Contracting State under Article 25 (Non-Discrimination). Some
provisions do not require that a person be a resident in order to
enjoy the benefits of those provisions. Article 26 (Mutual Agree-
ment Procedure) is not limited to residents of the Contracting
States, and Article 28 (Members of Diplomatic Missions and Con-
sular Posts) applies to diplomatic agents or consular officials re-
gardless of residence. Article 24 accordingly does not limit the
availability of treaty benefits under these provisions.

Article 24 and the anti-abuse provisions of domestic law com-
plement each other, as Article 24 effectively determines whether an
entity has a sufficient nexus to the Contracting State to be treated
as a resident for treaty purposes, while domestic anti-abuse provi-
sions (e.g., business purpose, substance-over-form, step transaction
or conduit principles) determine whether a particular transaction
should be recast in accordance with its substance. Thus, internal
law principles of the source Contracting State may be applied to
identify the beneficial owner of an item of income, and Article 24
then will be applied to the beneficial owner to determine if that
person is entitled to the benefits of the Convention with respect to
such income.

Paragraph 2

Paragraph 2 has six subparagraphs, each of which describes a
category of residents that are entitled to all benefits of the Conven-
tion.

It is intended that the provisions of paragraph 2 will be self-exe-
cuting. Unlike the provisions of paragraph 4, discussed below,
claiming benefits under paragraph 2 does not require advance com-
petent authority ruling or approval. The tax authorities may, of
course, on review, determine that the taxpayer has improperly in-
terpreted the paragraph and is not entitled to the benefits claimed.

Individuals—Subparagraph 2(a)

Subparagraph 2(a) provides that individual residents of a Con-
tracting State will be entitled to all treaty benefits. If such an indi-
vidual receives income as a nominee on behalf of a third country
resident, benefits may be denied under the respective articles of
the Convention by the requirement that the beneficial owner of the
income be a resident of a Contracting State.

Governments—Subparagraph 2(b)

Subparagraph 2(b) provides that the Contracting States and any
political subdivision or local authority or any agency or instrumen-
tality thereof will be entitled to all benefits of the Convention.
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Publicly-Traded Corporations—Subparagraph 2(c)(i)

Subparagraph 2(c) applies to two categories of companies: pub-
licly traded companies and subsidiaries of publicly traded compa-
nies. A company resident in a Contracting State 1s entitled to all
the benefits of the Convention under subparagraph 2(c)(i) if the
principal class of its shares, and any disproportionate class of
shares, is regularly traded on one or more recognized stock ex-
changes, and the company satisfies at least one of the following ad-
ditional requirements: the company’s principal class of shares is
primarily traded on one or more recognized stock exchanges located
in the Contracting State of which the company is a resident; or the
company’s primary place of management and control is in its State
of residence.

The term “recognized stock exchange” is defined in subparagraph
(a) of paragraph 6. It includes (i) the NASDAQ System and any
stock exchange registered with the Securities and Exchange Com-
mission as a national securities exchange for purposes of the Secu-
rities Exchange Act of 1934, (ii) the “Bolsa de Comercio,” “Bolsa
Electronica de Chile,” and “Bolsa de Corredores,” and any stock ex-
change recognized by the “Superintendencia de Valores y Seguros”
according to Law No. 18.0845, and (iii) any other stock exchanges
ggreed upon by the competent authorities of the Contracting

tates.

If a company has only one class of shares, it is only necessary
to consider whether the shares of that class meet the relevant trad-
ing requirements. If the company has more than one class of
shares, it is necessary as an initial matter to determine which class
or classes constitute the “principal class of shares.” The term “prin-
cipal class of shares” is defined in subparagraph 6(b) to mean the
ordinary or common shares of the company representing the major-
ity of the aggregate voting power and value of the company. If the
company does not have a class of ordinary or common shares rep-
resenting the majority of the aggregate voting power and value of
the company, then the “principal class of shares” is that class or
any combination of classes of shares that represents, in the aggre-
gate, a majority of the voting power and value of the company. Al-
though in a particular case involving a company with several class-
es of shares it is conceivable that more than one group of classes
could be identified that account for more than 50 percent of the
shares, it is only necessary for one such group to satisfy the re-
quirements of this subparagraph in order for the company to be en-
titled to benefits. Benefits would not be denied to the company
even if a second, non-qualifying, group of shares with more than
half of the company’s voting power and value could be identified.

A company whose principal class of shares is regularly traded on
a recognized stock exchange will nevertheless not qualify for bene-
fits under subparagraph 2(c)(i) if it has a disproportionate class of
shares that is not regularly traded on a recognized stock exchange.
The term “disproportionate class of shares” is defined in subpara-
graph 7(c). A company has a disproportionate class of shares if it
has outstanding a class of shares which is subject to terms or other
arrangements that entitle the holder to a larger portion of the com-
pany’s income, profit, or gain in the other Contracting State than
that to which the holder would be entitled in the absence of such
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terms or arrangements. Thus, for example, a company resident in
Chile meets the test of subparagraph 6(c) if it has outstanding a
class of “tracking stock” that pays dividends based upon a formula
that approximates the company’s return on its assets employed in
the United States.

The following example illustrates this result.

Example. CCo is a corporation resident in Chile. CCo has two
classes of shares: Common and Preferred. The Common shares are
listed and regularly traded on the Bolsa de Comercio, a recognized
Chilean stock exchange. The Preferred shares have no voting rights
and are entitled to receive dividends equal in amount to interest
payments that CCo receives from unrelated borrowers in the
United States. The Preferred shares are owned entirely by a single
investor that is a resident of a country with which the United
States does not have a tax treaty. The Common shares account for
more than 50 percent of the value of CCo and for 100 percent of
the voting power. Because the owner of the Preferred shares is en-
titled to receive payments corresponding to the U.S. source interest
income earned by CCo, the Preferred shares are a disproportionate
class of shares. Because the Preferred shares are not regularly
traded on a recognized stock exchange, CCo will not qualify for
benefits under subparagraph 2(c)@).

The term “regularly traded” is not defined in the Convention. In
accordance with paragraph 2 of Article 3 (General Definitions), this
term will be defined by reference to the domestic tax laws of the
State from which treaty benefits are sought. In the case of the
United States, this term is understood to have the meaning it has
under Treas. Reg. §1.884-5(d)(4)(1)(B), relating to the branch tax
provisions of the Code. Under these regulations, a class of shares
is considered to be “regularly traded” if two requirements are met:
trades in the class of shares are made in more than de minimis
quantities on at least 60 days during the taxable year; and the ag-
gregate number of shares in the class traded during the year is at
least 10 percent of the average number of shares outstanding dur-
ing the year. Treas. Reg. §1.884-5(d)(4)(1)(A), (ii) and (iii) will not
be taken into account for purposes of defining the term “regularly
traded” under the Convention.

The regular trading requirement can be met by trading on any
recognized exchange or exchanges located in either State. Trading
on one or more recognized stock exchanges may be aggregated for
purposes of this requirement. Thus, a U.S. company could satisfy
the regularly traded requirement through trading, in whole or in
part, on a recognized stock exchange located in Chile. Authorized
but unissued shares are not considered for purposes of this test.

The term “primarily traded” is not defined in the Convention. In
accordance with paragraph 2 of Article 3, this term will have the
meaning it has under the laws of the State concerning the taxes
to which the Convention applies, generally the source State. In the
case of the United States, this term is understood to have the
meaning it has under Treas. Reg. §1.884-5(d)(3), relating to the
branch tax provisions of the Code. Accordingly, stock of a corpora-
tion is “primarily traded” if the number of shares in the company’s
principal class of shares that are traded during the taxable year on
all recognized stock exchanges in the Contracting State of which
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the company is a resident exceeds the number of shares in the com-
pany’s principal class of shares that are traded during that year on
established securities markets in any other single foreign country.

A company whose principal class of shares is regularly traded on
a recognized exchange but cannot meet the primarily traded test
may claim treaty benefits if its primary place of management and
control is in its country of residence. This test should be distin-
guished from the “place of effective management” test which is
used in the OECD Model and by many other countries to establish
residence. In some cases, the place of effective management test
has been interpreted to mean the place where the board of direc-
tors meets. By contrast, the primary place of management and con-
trol test looks to where day-to-day responsibility for the manage-
ment of the company (and its subsidiaries) is exercised. The com-
pany’s primary place of management and control will be located in
the State in which the company is a resident only if the executive
officers and senior management employees exercise day-to-day re-
sponsibility for more of the strategic, financial and operational pol-
icy decision making for the company (including direct and indirect
subsidiaries) in that State than in the other State or any third
state, and the staff that support the management in making those
decisions are also based in that State. Thus, the test looks to the
overall activities of the relevant persons to see where those activi-
ties are conducted.

In most cases, it will be a necessary, but not a sufficient, condi-
tion that the headquarters of the company (that is, the place at
which the Chief Executive Officer and other top executives nor-
mally are based) be located in the Contracting State of which the
company is a resident.

To apply the test, it will be necessary to determine which persons
are to be considered “executive officers and senior management em-
ployees.” In most cases, it will not be necessary to look beyond the
executives who are members of the board of directors (the “inside
directors”) in the case of a U.S. company. That will not always be
the case, however; in fact, the relevant persons may be employees
of subsidiaries if those persons make the strategic, financial and
operational policy decisions. Moreover, it would be necessary to
take into account any special voting arrangements that result in
certain board members making certain decisions without the par-
ticipation of other board members.

Subsidiaries of Publicly-Traded Corporations—Subparagraph
2(c)(iv)

A company resident in a Contracting State is entitled to all the
benefits of the Convention under subparagraph 2(c)(ii) if five or
fewer publicly traded companies described in subparagraph 2(c)(i)
are the direct or indirect owners of at least 50 percent of the aggre-
gate vote and value of the company’s shares (and at least 50 per-
cent of any disproportionate class of shares). If the publicly-traded
companies are indirect owners, however, each of the intermediate
companies must be a resident of one of the Contracting States.

Thus, for example, a company that is a resident of Chile, all the
shares of which are owned by another company that is a resident
of Chile, would qualify for benefits under subparagraph 2(c) if the
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principal class of shares (and any disproportionate classes of
shares) of the parent company are regularly and primarily traded
on a recognized stock exchange in Chile. However, such a sub-
sidiary would not qualify for benefits under clause (ii) if the pub-
licly traded parent company were a resident of a third state, for ex-
ample, and not a resident of the United States or Chile. Further-
more, if a parent company in Chile indirectly owned the bottom-tier
company through a chain of subsidiaries, each such subsidiary in
the chain, as an intermediate owner, must be a resident of the
United States or Chile in order for the subsidiary to meet the test
in clause (ii).

Headquarters Companies—Subparagraph 2(d)

Subparagraph 2(d) provides that a resident of one of the Con-
tracting States is entitled to all the benefits of the Convention if
that person functions as a recognized headquarters company for a
multinational corporate group. The provisions of this paragraph are
consistent with the other U.S. tax treaties where this provision has
been adopted. For this purpose, the multinational corporate group
includes all corporations that the headquarters company supervises
and excludes affiliated corporations not supervised by the head-
quarters company. The headquarters company does not have to
own shares in the companies that it supervises. In order to be con-
sidered a headquarters company, the person must meet several re-
quirements that are enumerated in subparagraph 2(d). These re-
quirements are discussed below.

Overall Supervision and Administration

Clause (i) of subparagraph 2(d) provides that the person must
provide a substantial portion of the overall supervision and admin-
istration of the group. This activity may include group financing,
but group financing may not be the principal activity of the person
functioning as the headquarters company. A person only will be
considered to engage in supervision and administration if it en-
gages in a number of the following activities: group financing, pric-
ing, marketing, internal auditing, internal communications, and
management. Other activities also could be part of the function of
supervision and administration.

In determining whether a “substantial portion” of the overall su-
pervision and administration of the group is provided by the head-
quarters company, its headquarters-related activities must be sub-
stantial in relation to the same activities for the same group per-
formed by other entities. Clause (i) does not require that the group
that is supervised include persons in the other State. However, it
is anticipated that in most cases the group will include such per-
sons, due to the requirement in subparagraph 2(d)(vii), discussed
below, that the income derived in the other Contracting State by
the headquarters company be derived in connection with or be inci-
dental to an active trade or business supervised by the head-
quarters company.

Active Trade or Business

Clause (ii) of subparagraph 2(d) is the first of several require-
ments intended to ensure that the relevant group is truly “multi-
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national.” This subparagraph provides that the corporate group su-
pervised by the headquarters company must consist of corporations
resident in, and engaged in active trades or businesses in, at least
five countries. Furthermore, at least five countries must each con-
tribute substantially to the income generated by the group, as the
rule requires that the business activities carried on in each of the
five countries (or groupings of countries) generate at least 10 per-
cent of the gross income of the group. For purposes of the 10 per-
cent gross income requirement, the income from multiple countries
may be aggregated into non-overlapping groupings, as long as there
are at least five individual countries or groupings that each satis-
fies the 10 percent requirement. If the gross income requirement
under this subparagraph is not met for a taxable year, the tax-
payer may satisfy this requirement by applying the 10 percent
gross income test to the average of the gross incomes for the four
years preceding the taxable year.

Example. CHQ is a corporation resident in Chile. CHQ functions
as a headquarters company for a group of companies. These compa-
nies are resident in the United States, Canada, New Zealand, the
United Kingdom, Malaysia, the Philippines, Singapore, and Indo-
nesia. The gross income generated by each of these companies for
2012 and 2013 is as follows:

Country 2012 2013

UNIted SEALES .eooeoeeeeee e $40 $45
Canada $25 $15
NEW ZBAIANM ..o $10 $20
United KINGAOM .voveoeeeeeeeeeeeee e $30 $35
Malaysia .....c.ovvereeeeeereeeeereseeens $10 $12
Philippines $7 $10
Singapore $10 $8
Indonesia $5 $10
TOEAL oo s $137 $155

For 2012, 10 percent of the gross income of this group is equal
to $13.70. Only the United States, Canada, and the United King-
dom satisfy this requirement for that year. The other countries
may be aggregated to meet this requirement. Because New Zealand
and Malaysia have a total gross income of $20, and the Philippines,
Singapore, and Indonesia have a total gross income of $22, these
two groupings of countries may be treated as the fourth and fifth
members of the group for purposes of clause (ii).

In the following year, 10 percent of the gross income is $15.50.
Only the United States, New Zealand, and the United Kingdom
satisfy this requirement. Because Canada and Malaysia have a
total gross income of $27, and the Philippines, Singapore, and Indo-
nesia have a total gross income of $28, these two groupings of
countries may be treated as the fourth and fifth members of the
group for purposes of clause (ii). The fact that Canada replaced
New Zealand in a group is not relevant for this purpose. The com-
position of the grouping may change from year to year.
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Single Country Limitation

Clause (iii) of subparagraph 2(d) provides that the business ac-
tivities carried on in any one country other than the headquarters
company’s State of residence must generate less than 50 percent of
the gross income of the group. If the gross income requirement
under this subparagraph is not met for a taxable year, the tax-
payer may satisfy this requirement by applying the 50 percent
gross income test to the average of the gross incomes for the four
years preceding the taxable year. The following example illustrates
the application of this clause.

Example. CHQ is a corporation resident in Chile. CHQ functions
as a headquarters company for a group of companies. CHQ derives
dividend income from a United States subsidiary in the 2008 tax-
able year. The state of residence of each of these companies, the
situs of their activities and the amounts of gross income attrib-
utable to each for the years 2012 through 2016 are set forth below.

Country Situs 2012 2011 2010 2009 2008
United States .ooovevvveeeeeenn. u.s. $100 $100 $95 $90 $85
Mexico u.s. $10 $8 $5 $0 $0
Canada u.s. $20 $18 $16 $15 $12
United Kingdom ................ UK $30 $32 $30 $28 $27
New Zealand .......coooo..... N.Z. $35 $42 $38 $36 $35
Japan ... Japan $35 $32 $30 $30 $28
Singapore ... Singapore $30 $25 $24 $22 $20

111121 R $260 $257 $238 $221 $207

Because the United States’ total gross income of $130 in 2012 is
not less than 50 percent of the gross income of the group, clause
(ii1) is not satisfied with respect to dividends derived in 2012. How-
ever, the United States’ average gross income for the preceding
four years may be used in lieu of the preceding year’s average. The
United States’ average gross income for the years 2008-11 is
$111.00 ($444/4). The group’s total average gross income for these
years is $230.75 ($923/4). Because $111 represents 48.1 percent of
the group’s average gross income for the years 2008 through 2011,
the requirement under clause (iii) is satisfied.

Other State Gross Income Limitation

Clause (iv) of subparagraph 2(d) provides that no more than 25
percent of the headquarters company’s gross income may be de-
rived from the other Contracting State. Thus, if the headquarters
company’s gross income for the taxable year is $200, no more than
$50 of this amount may be derived from the other Contracting
State. If the gross income requirement under this subparagraph is
not met for a taxable year, the taxpayer may satisfy this require-
ment by applying the 25 percent gross income test to the average
of the gross incomes for the four years preceding the taxable year.

Independent Discretionary Authority

Clause (v) of subparagraph 2(d) requires that the headquarters
company have and exercise independent discretionary authority to
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carry out the functions referred to in clause (i). Thus, if the head-
quarters company was nominally responsible for group financing,
pricing, marketing and other management functions, but merely
implemented instructions received from another entity, the head-
quarters company would not be considered to have and exercise
independent discretionary authority with respect to these func-
tions. This determination is made individually for each function.
For instance, a headquarters company could be nominally respon-
sible for group financing, pricing, marketing and internal auditing
functions, but another entity could be actually directing the head-
quarters company as to the group financing function. In such a
case, the headquarters company would not be deemed to have inde-
pendent discretionary authority for group financing, but it might
have such authority for the other functions. Functions for which
the headquarters company does not have and exercise independent
discretionary authority are considered to be conducted by an entity
other than the headquarters company for purposes of clause (i).

Income Taxation Rules

Clause (vi) of subparagraph 2(d) requires that the headquarters
company be subject to the generally applicable income taxation
rules in its country of residence. This reference should be under-
stood to mean that the company must be subject to the income tax-
ation rules to which a company engaged in the active conduct of
a trade or business would be subject. Thus, if one of the Con-
tracting States has or introduces special taxation legislation that
imposes a lower rate of income tax on headquarters companies
than is imposed on companies engaged in the active conduct of a
trade or business, or provides for an artificially low taxable base
for such companies, a headquarters company subject to these rules
is not entitled to the benefits of the Convention under subpara-
graph 2(d).

In Connection With or Incidental to Trade or Business

Clause (vii) of subparagraph 2(d) requires that the income de-
rived in the other Contracting State be derived in connection with
or be incidental to the active business activities referred to in
clause (ii). This determination is made under the principles set
forth in paragraph 3. For instance, assume that a Chilean company
satisfies the other requirements in subparagraph 2(d) and acts as
a headquarters company for a group that includes a U.S. corpora-
tion. If the group is engaged in the design and manufacture of com-
puter software, but the U.S. corporation is also engaged in the de-
sign and manufacture of photocopying machines, the income that
the Chilean company derives from the United States would have to
be derived in connection with or be incidental to the income gen-
erated by the computer business in order to be entitled to the bene-
fits of the Convention under subparagraph 2(d). Interest income re-
ceived from the U.S. corporation also would be entitled to the bene-
fits of the Convention under this subparagraph as long as the in-
terest was attributable to the computer business supervised by the
headquarters company. Interest income derived from an unrelated
party would normally not, however, satisfy the requirements of this
clause.
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Tax Exempt Organizations—Subparagraph 2(e)

Subparagraph 2(e) provides rules by which tax exempt organiza-
tions will be entitled to all the benefits of the Convention. Entities
qualifying under this rule are those that are generally exempt from
tax in their State of residence and that are organized and operated
exclusively to fulfill religious, charitable, scientific, artistic, cul-
tural, or educational purposes.

Pension Funds—Subparagraph 2(f)

A pension fund will qualify for benefits under subparagraph 2(f),
if in the case of a person described in subclause (A) of clause (ii)
of subparagraph (j) of paragraph 1 of Article 3 (General Defini-
tions), more than 50 percent of the beneficiaries, members or par-
ticipants of the pension fund are individuals resident in either Con-
tracting State. For purposes of this provision, the term “bene-
ficiaries” should be understood to refer to the persons receiving
benefits from the organization.

Ownership /| Base Erosion—Subparagraph 2(g)

Subparagraph 2(g) provides an additional method to qualify for
treaty benefits that applies to any form of legal entity that is a
resident of a Contracting State. The test provided in this subpara-
graph, the so-called ownership and base erosion test, is a two-part
test. Both prongs of the test must be satisfied for the resident to
be entitled to treaty benefits under subparagraph 2(g).

The ownership prong of the test, under clause (i), requires that
shares or other beneficial interests representing at least 50 percent
of the aggregate voting power and value (and at least 50 percent
of any disproportionate class of shares) of the person be owned, di-
rectly or indirectly, on at least half the days of the person’s taxable
year by persons who are residents of the Contracting State of
which that person is a resident and that are themselves entitled
to treaty benefits under subparagraph 2(a), 2(b), 2(c)(i), 2(e) or 2(f).
In the case of indirect owners, each of the intermediate owners
must be a resident of that Contracting State.

Trusts may be entitled to benefits under this provision if they
are treated as residents under Article 4 (Residence) and they other-
wise satisfy the requirements of this subparagraph. For purposes
of this subparagraph, the beneficial interests in a trust will be con-
sidered to be owned by its beneficiaries in proportion to each bene-
ficiary’s actuarial interest in the trust. The interest of a remainder
beneficiary will be equal to 100 percent less the aggregate percent-
ages held by income beneficiaries. A beneficiary’s interest in a trust
will not be considered to be owned by a person entitled to benefits
under the other provisions of paragraph 2 if it is not possible to de-
termine the beneficiary’s actuarial interest. Consequently, if it is
not possible to determine the actuarial interest of the beneficiaries
in a trust, the ownership test under clause (i) cannot be satisfied,
unless all possible beneficiaries are persons entitled to benefits
under subparagraph 2(a), 2(b), 2(c)(d), 2(e) or 2(f).

The base erosion prong of clause (ii) of subparagraph 2(g) is sat-
isfied with respect to a person if less than 50 percent of the per-
son’s gross income for the taxable year, as determined under the
tax law in the person’s State of residence, is paid or accrued, di-
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rectly or indirectly, to persons who are not residents of either Con-
tracting State entitled to benefits under subparagraph 2(a), 2(b),
2(c)(), 2(e) or 2(f), in the form of payments deductible for tax pur-
poses in the payor’s State of residence. These amounts do not in-
clude arm’s-length payments in the ordinary course of business for
services or tangible property. To the extent they are deductible
from the taxable base, trust distributions are deductible payments.
However, depreciation and amortization deductions, which do not
represent payments or accruals to other persons, are disregarded
for this purpose.

Paragraph 3

Paragraph 3 sets forth an alternative test under which a resident
of a Contracting State may receive treaty benefits with respect to
certain items of income that are connected to an active trade or
business conducted in its State of residence. A resident of a Con-
tracting State may qualify for benefits under paragraph 3 even
though it does not qualify under paragraph 2.

Subparagraph 3(a) sets forth the general rule that a resident of
a Contracting State engaged in the active conduct of a trade or
business in that State may obtain the benefits of the Convention
with respect to an item of income derived in the other Contracting
State. The item of income, however, must be derived in connection
with or incidental to that trade or business.

The term “trade or business” is not defined in the Convention.
Pursuant to paragraph 2 of Article 3 (General Definitions), when
determining whether a resident of Chile is entitled to the benefits
of the Convention under paragraph 3 of this Article with respect
to an item of income derived from sources within the United
States, the United States will ascribe to this term the meaning
that it has under the law of the United States. Accordingly, the
U.S. competent authority will refer to the regulations issued under
section 367(a) for the definition of the term “trade or business.” In
general, therefore, a trade or business will be considered to be a
specific unified group of activities that constitutes or could con-
stitute an independent economic enterprise carried on for profit.
Furthermore, a corporation generally will be considered to carry on
a trade or business only if the officers and employees of the cor-
poration conduct substantial managerial and operational activities.

The business of making or managing investments for the resi-
dent’s own account will be considered to be a trade or business only
when part of banking, insurance or securities activities conducted
by a bank, insurance company or registered securities dealer. Such
activities conducted by a person other than a bank, insurance com-
pany, or registered securities dealer will not be considered to be the
conduct of an active trade or business, nor would they be consid-
ered to be the conduct of an active trade or business if conducted
by a bank, insurance company or registered securities dealer but
not as part of the company’s banking, insurance, or dealer busi-
ness. Because a headquarters operation is in the business of man-
aging investments, a company that functions solely as a head-
quarters company will not be considered to be engaged in an active
trade or business for purposes of paragraph 3.
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An item of income is derived in connection with a trade or busi-
ness if the income-producing activity in the State of source is a line
of business that “forms a part of” or is “complementary” to the
trade or business conducted in the State of residence by the income
recipient.

A business activity generally will be considered to form part of
a business activity conducted in the State of source if the two ac-
tivities involve the design, manufacture or sale of the same prod-
ucts or type of products, or the provision of similar services. The
line of business in the State of residence may be upstream, down-
stream, or parallel to the activity conducted in the State of source.
Thus, the line of business may provide inputs for a manufacturing
process that occurs in the State of source, may sell the output of
that manufacturing process, or simply may sell the same sorts of
products that are being sold by the trade or business carried on in
the State of source.

Example 1. USCo is a corporation resident in the United States.
USCo is engaged in an active manufacturing business in the
United States. USCo owns 100 percent of the shares of CCo, a cor-
poration resident in Chile. CCo distributes USCo products in Chile.
Since the business activities conducted by the two corporations in-
volve the same products, CCo’s distribution business is considered
to form a part of USCo’s manufacturing business.

Example 2. The facts are the same as in Example 1, except that
USCo does not manufacture. Rather, USCo operates a large re-
search and development facility in the United States that licenses
intellectual property to affiliates worldwide, including CCo. CCo
and other USCo affiliates then manufacture and market the USCo-
designed products in their respective markets. Since the activities
conducted by CCo and USCo involve the same product lines, these
activities are considered to form a part of the same trade or busi-
ness.

For two activities to be considered to be “complementary,” the ac-
tivities need not relate to the same types of products or services,
but they should be part of the same overall industry and be related
in the sense that the success or failure of one activity will tend to
result in success or failure for the other. Where more than one
trade or business is conducted in the State of source and only one
of the trades or businesses forms a part of or is complementary to
a trade or business conducted in the State of residence, it is nec-
essary to identify the trade or business to which an item of income
is attributable. Royalties generally will be considered to be derived
in connection with the trade or business to which the underlying
intangible property is attributable. Dividends will be deemed to be
derived first out of earnings and profits of the treaty-benefited
trade or business, and then out of other earnings and profits. Inter-
est income may be allocated under any reasonable method consist-
ently applied. A method that conforms to U.S. principles for ex-
pense allocation will be considered a reasonable method.

Example 3. Americair is a corporation resident in the United
States that operates an international airline. CSub is a wholly-
owned subsidiary of Americair resident in Chile. CSub operates a
chain of hotels in Chile that are located near airports served by
Americair flights. Americair frequently sells tour packages that in-
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clude air travel to Chile and lodging at CSub hotels. Although both
companies are engaged in the active conduct of a trade or business,
the businesses of operating a chain of hotels and operating an air-
line are distinct trades or businesses. Therefore CSub’s business
does not form a part of Americair’s business. However, CSub’s busi-
ness is considered to be complementary to Americair’s business be-
cause they are part of the same overall industry (travel) and the
links between their operations tend to make them interdependent.

Example 4. The facts are the same as in Example 3, except that
CSub owns an office building in Chile instead of a hotel chain. No
part of Americair’s business is conducted through the office build-
ing. CSub’s business is not considered to form a part of or to be
complementary to Americair’s business. They are engaged in dis-
tinct trades or businesses in separate industries, and there is no
economic dependence between the two operations.

Example 5. USFlower is a corporation resident in the United
States. USFlower produces and sells flowers in the United States
and other countries. USFlower owns all the shares of CHolding, a
corporation resident in Chile. CHolding is a holding company that
is not engaged in a trade or business. CHolding owns all the shares
of three corporations that are resident in Chile: CFlower, CLawn,
and CFish. CFlower distributes USFlower flowers under the
USFlower trademark in Chile. CLawn markets a line of lawn care
products in Chile under the USFlower trademark. In addition to
being sold under the same trademark, CLawn and CFlower prod-
ucts are sold in the same stores and sales of each company’s prod-
ucts tend to generate increased sales of the other’s products. CFish
imports fish from the United States and distributes it to fish
wholesalers in Chile. For purposes of paragraph 3, the business of
CFlower forms a part of the business of USFlower, the business of
CLawn is complementary to the business of USFlower, and the
business of CFish is neither part of nor complementary to that of
USFlower.

An item of income derived from the State of source is “incidental
to” the trade or business carried on in the State of residence if pro-
duction of the item facilitates the conduct of the trade or business
in the State of residence. An example of incidental income is the
temporary investment of working capital of a person in the State
of residence in securities issued by persons in the State of source.

Subparagraph 3(b) states a further condition to the general rule
in subparagraph 3(a) in cases where the trade or business gener-
ating the item of income in question is carried on either by the per-
son deriving the income or by any associated enterprises. Subpara-
graph 3(b) states that the trade or business carried on in the State
of residence, under these circumstances, must be substantial in re-
lation to the activity in the State of source. The substantiality re-
quirement is intended to prevent a narrow case of treaty-shopping
abuses in which a company attempts to qualify for benefits by en-
gaging in de minimis connected business activities in the treaty
country in which it is resident (i.e., activities that have little eco-
nomic cost or effect with respect to the company business as a
whole).

The determination of substantiality is made based upon all the
facts and circumstances and takes into account the comparative
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sizes of the trades or businesses in each Contracting State, the na-
ture of the activities performed in each Contracting State, and the
relative contributions made to that trade or business in each Con-
tracting State.

The determination in subparagraph 3(b) is also made separately
for each item of income derived from the State of source. It there-
fore is possible that a person would be entitled to the benefits of
the Convention with respect to one item of income but not with re-
spect to another. If a resident of a Contracting State is entitled to
treaty benefits with respect to a particular item of income under
paragraph 3, the resident is entitled to all benefits of the Conven-
tion insofar as they affect the taxation of that item of income in
the State of source.

The application of the substantiality requirement only to income
from related parties focuses only on potential abuse cases, and does
not hamper certain other kinds of non-abusive activities, even
though the income recipient resident in a Contracting State may be
very small in relation to the entity generating income in the other
Contracting State. For example, if a small U.S. research firm devel-
ops a process that it licenses to a very large, unrelated, pharma-
ceutical manufacturer in Chile, the size of the U.S. research firm
would not have to be tested against the size of the manufacturer.
Similarly, a small U.S. bank that makes a loan to a very large un-
related company operating a business in Chile would not have to
pass a substantiality test to receive treaty benefits under para-
graph 3.

Subparagraph 3(c) provides special attribution rules for purposes
of applying the substantive rules of subparagraphs 3(a) and 3(b).
Thus, these rules apply for purposes of determining whether a per-
son meets the requirement in subparagraph 3(a) that it be engaged
in the active conduct of a trade or business and that the item of
income is derived in connection with that active trade or business,
and for making the comparison required by the “substantiality” re-
quirement in subparagraph 3(b). Subparagraph (c) attributes to a
person activities conducted by persons “connected” to such person.
A person (“X”) is connected to another person (“Y”) if X possesses
50 percent or more of the beneficial interest in Y (or if Y possesses
50 percent or more of the beneficial interest in X). For this purpose,
X is connected to a company if X owns shares representing 50 per-
cent or more of the aggregate voting power and value of the com-
pany or 50 percent or more of the beneficial equity interest in the
company. X also is connected to Y if a third person possesses 50
percent or more of the beneficial interest in both X and Y. For this
purpose, if X or Y is a company, the threshold relationship with re-
spect to such company or companies is 50 percent or more of the
aggregate voting power and value or 50 percent or more of the ben-
eficial equity interest. Finally, X is connected to Y if, based upon
all the facts and circumstances, X controls Y, Y controls X, or X
and Y are controlled by the same person or persons.

Paragraph 4

Paragraph 4 provides that a resident of one of the States that is
not entitled to the benefits of the Convention as a result of para-
graph 2 or 3 still may be granted benefits under the Convention
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at the discretion of the competent authority of the State from
which benefits are claimed. Under paragraph 4, that competent au-
thority will determine whether the establishment, acquisition or
maintenance of the person seeking benefits under the Convention,
or the conduct of such person’s operations, has or had as one of its
principal purposes the obtaining of benefits under the Convention.
Benefits will not be granted, however, solely because a company
was established prior to the effective date of a treaty or protocol.
In that case a company would still be required to establish to the
satisfaction of the competent authority clear non-tax business rea-
sons for its formation in a Contracting State, or that the allowance
of benefits would not otherwise be contrary to the purposes of the
treaty. Thus, persons that establish operations in one of the States
with a principal purpose of obtaining the benefits of the Convention
ordinarily will not be granted relief under paragraph 4.

The competent authority’s discretion is quite broad. It may grant
all of the benefits of the Convention to the taxpayer making the re-
quest, or it may grant only certain benefits. For instance, it may
grant benefits only with respect to a particular item of income in
a manner similar to paragraph 4. Further, the competent authority
may establish conditions, such as setting time limits on the dura-
tion of any relief granted.

For purposes of implementing paragraph 4, a taxpayer will be
permitted to present his case to the relevant competent authority
for an advance determination based on the facts. In these cir-
cumstances, it is also expected that, if the competent authority de-
termines that benefits are to be allowed, they will be allowed retro-
actively to the time of entry into force of the relevant treaty provi-
sion or the establishment of the structure in question, whichever
is later.

Finally, there may be cases in which a resident of a Contracting
State may apply for discretionary relief to the competent authority
of his State of residence. This would arise, for example, if the ben-
efit the resident is claiming is provided by the residence State, and
not by the source State. So, for example, if a company that is a
resident of the United States would like to claim the benefit of the
re-sourcing rule of paragraph 3 of Article 23, but it does not meet
any of the objective tests of this Article, it may apply to the U.S.
competent authority for discretionary relief.

Paragraph 5

Paragraph 5 deals with the treatment of income in the context
of a so-called “triangular case.” An example of a triangular case
would be a structure under which a resident of Chile earns interest
income from the United States. The resident of Chile, who is as-
sumed to qualify for benefits under one or more of the provisions
of this Article, sets up a permanent establishment in a third juris-
diction that imposes only a low rate of tax on the income of the per-
manent establishment. The Chilean resident lends funds into the
United States through the permanent establishment. The perma-
nent establishment, despite its third-jurisdiction location, is an in-
tegral part of a Chilean resident. Therefore, the income that it
earns on those loans, absent the provisions of paragraph 5, is enti-
tled to a reduced rate of withholding tax under the Convention.
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Under a current Chilean income tax treaty with the host jurisdic-
tion of the permanent establishment, the income of the permanent
establishment is exempt from Chilean tax (alternatively, Chile may
choose to exempt the income of the permanent establishment from
Chilean income tax by statute). In addition, the third jurisdiction
may exempt the income of the permanent establishment, for exam-
ple by statute or ruling. Thus, the interest income is exempt from
U.S. tax, is subject to little tax in the host jurisdiction of the per-
manent establishment, and is exempt from Chilean tax.

Paragraph 5 applies reciprocally. However, the United States
does not exempt the profits of a third-jurisdiction permanent estab-
lishment of a U.S. resident from U.S. tax, either by statute or by
treaty.

Paragraph 5 provides that the tax benefits that would otherwise
apply under the Convention will not apply to any item of income
if the combined tax actually paid in the residence State and the
third state is less than 60 percent of the tax that would have been
payable in the residence State if the income were earned in that
State by the enterprise and were not attributable to the permanent
establishment in the third state. In the case of dividends, interest
and royalties to which this paragraph applies, the withholding tax
rates under the Convention are replaced with a 15 percent with-
holding tax. Any other income to which the provisions of paragraph
5 apply is subject to tax under the domestic law of the source
State, notwithstanding any other provisions of the Convention.

In general, the principles employed under Code section 954(b)(4)
will be employed to determine whether the profits are subject to an
effective rate of taxation that is above the specified threshold.

Notwithstanding the level of tax on interest and royalty income
of the permanent establishment, paragraph 5 will not apply under
certain circumstances. In the case of royalties, paragraph 5 will not
apply if the royalties are received as compensation for the use of,
or the right to use, intangible property produced or developed by
the permanent establishment itself. In the case of any other in-
come, paragraph 5 will not apply if that income is derived in con-
nection with, or is incidental to, the active conduct of a trade or
business carried on by the permanent establishment in the third
state. The business of making, managing or simply holding invest-
ments for the enterprise’s own account is not considered to be an
active trade or business, unless these are banking or securities ac-
tivities carried on by a bank or registered securities dealer.

Paragraph 6

Paragraph 6 defines several key terms for purposes of Article 24.
Each of the defined terms is discussed above in the context in
which it is used.

ARTICLE 25 (NON-DISCRIMINATION)

This Article ensures that nationals of a Contracting State, in the
case of paragraph 1, and residents of a Contracting State, in the
case of paragraphs 2 through 4, will not be subject, directly or indi-
rectly, to discriminatory taxation in the other Contracting State.
Not all differences in tax treatment, either as between nationals of
the two States, or between residents of the two States, are viola-
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tions of the prohibition against discrimination. Rather, the non-dis-
crimination obligations of this Article apply only if the nationals or
residents of the two States are comparably situated.

Each of the relevant paragraphs of the Article provides that two
persons that are comparably situated must be treated similarly. Al-
though the actual words differ from paragraph to paragraph (e.g.,
paragraph 1 refers to two nationals “in the same circumstances,”
paragraph 2 refers to two enterprises “carrying on the same activi-
ties” and paragraph 4 refers to two companies that are “similar”),
the common underlying premise is that if the difference in treat-
ment is directly related to a tax-relevant difference in the situa-
tions of the domestic and foreign persons being compared, that dif-
ference is not to be treated as discriminatory (i.e., if one person is
taxable in a Contracting State on worldwide income and the other
is not, or tax may be collectible from one person at a later stage,
but not from the other, distinctions in treatment would be justified
under paragraph 1). Other examples of such factors that can lead
to non-discriminatory differences in treatment are noted in the dis-
cussions of each paragraph.

The operative paragraphs of the Article also use different lan-
guage to identify the kinds of differences in taxation treatment that
will be considered discriminatory. For example, paragraphs 1 and
4 refer to any taxation that is more burdensome, while paragraph
2 specifies that a tax “shall not be less favorably levied.” Regard-
less of these differences in language, only differences in tax treat-
ment that materially disadvantage the foreign person relative to
the domestic person are properly the subject of the Article.

Paragraph 1

Paragraph 1 provides that a national of one Contracting State
may not be subject to taxation or connected requirements in the
other Contracting State that are other or more burdensome than
the taxes and connected requirements imposed upon a national of
that other State in the same circumstances.

The term “national” in relation to a Contracting State is defined
in subparagraph 1(i) of Article 3 (General Definitions). The term in-
cludes both individuals and juridical persons. A national of a Con-
tracting State is afforded protection under this paragraph even if
the national is not a resident of either Contracting State. Thus, a
U.S. citizen who is resident in a third country is entitled under this
paragraph to the same treatment in Chile as a national of Chile
who is in similar circumstances (i.e., presumably one who is resi-
dent in a third State).

Paragraph 1 specifically states that a citizen or national of a
Contracting State who is not a resident of that Contracting State
and a citizen or national of the other Contracting State who is not
a resident of the first-mentioned State are not in the same cir-
cumstances with respect to the tax of that first-mentioned State.
Thus, for example, the United States is not obligated to apply the
same taxing regime to a national of Chile who is not resident in
the United States as it applies to a U.S. national who is not resi-
dent in the United States. U.S. citizens who are not residents of
the United States but who are nevertheless subject to United
States tax on their worldwide income are not in the same cir-
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cumstances with respect to United States taxation as citizens of
Chile who are not United States residents. Accordingly, Article 25
would not entitle a national of Chile resident in a third country to
taxation at graduated rates on U.S. source dividends or other in-
vestment income that applies to a U.S. citizen resident in the same
third country.

Paragraph 2

Paragraph 2 of the Article provides that a Contracting State may
not tax a permanent establishment of an enterprise of the other
Contracting State less favorably than an enterprise of that first-
mentioned State that is carrying on the same activities.

The fact that a U.S. permanent establishment of an enterprise
of Chile is subject to U.S. tax only on income that is attributable
to the permanent establishment, while a U.S. corporation engaged
in the same activities is taxable on its worldwide income is not, in
itself, a sufficient difference to provide different treatment for the
permanent establishment. There are cases, however, where the two
enterprises would not be similarly situated and differences in treat-
ment may be warranted. For instance, it would not be a violation
of the non-discrimination protection of paragraph 2 to require the
foreign enterprise to provide information in a reasonable manner
that may be different from the information requirements imposed
on a resident enterprise, because information may not be as readily
available to the Internal Revenue Service from a foreign as from
a domestic enterprise. Similarly, it would not be a violation of para-
graph 2 to impose penalties on persons who fail to comply with
such a requirement (see, e.g., sections 874(a) and 882(c)(2)). Fur-
ther, a determination that income and expenses have been attrib-
uted or allocated to a permanent establishment in conformity with
the principles of Article 7 (Business Profits) implies that the attri-
bution or allocation was not discriminatory.

Code section 1446 imposes on any partnership with income that
is effectively connected with a U.S. trade or business the obligation
to withhold tax on amounts allocable to a foreign partner. In the
context of the Convention, this obligation applies with respect to a
share of the partnership income of a partner resident in Chile, and
attributable to a U.S. permanent establishment. There is no simi-
lar obligation with respect to the distributive shares of U.S. resi-
dent partners. It is understood, however, that this distinction is not
a form of discrimination within the meaning of paragraph 2 of the
Article. No distinction is made between U.S. and non-U.S. partner-
ships, since the law requires that partnerships of both U.S. and
non-U.S. domicile withhold tax in respect of the partnership shares
of non-U.S. partners. Furthermore, in distinguishing between U.S.
and non-U.S. partners, the requirement to withhold on the non-
U.S. but not the U.S. partner’s share is not discriminatory tax-
ation, but, like other withholding on nonresident aliens, is merely
a reasonable method for the collection of tax from persons who are
not continually present in the United States, and as to whom it
otherwise may be difficult for the United States to enforce its tax
jurisdiction. If tax has been over-withheld, the partner can, as in
other cases of over-withholding, file for a refund.
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Paragraph 2 also makes clear that the provisions of paragraphs
1 and 2 do not obligate a Contracting State to grant to a resident
of the other Contracting State any tax allowances, reliefs, etc., that
it grants to its own residents on account of their civil status or fam-
ily responsibilities. Thus, if a sole proprietor who is a resident of
Chile has a permanent establishment in the United States, in as-
sessing income tax on the profits attributable to the permanent es-
tablishment, the United States is not obligated to allow to the resi-
dent of Chile the personal allowances for himself and his family
that he would be permitted to take if the permanent establishment
were a sole proprietorship owned and operated by a U.S. resident,
despite the fact that the individual income tax rates would apply.

Paragraph 3

Paragraph 3 prohibits discrimination in the allowance of deduc-
tions. When a resident or an enterprise of a Contracting State pays
interest, royalties or other disbursements to a resident of the other
Contracting State, the first-mentioned Contracting State must
allow a deduction for those payments in computing the taxable
profits of the resident or enterprise as if the payment had been
made under the same conditions to a resident of the first-men-
tioned Contracting State. Paragraph 3, however, does not require
a Contracting State to give nonresidents more favorable treatment
than it gives to its own residents. Consequently, a Contracting
State does not have to allow nonresidents a deduction for items
that are not deductible under its domestic law (for example, ex-
penses of a capital nature).

The term “other disbursements” is understood to include a rea-
sonable allocation of executive and general administrative ex-
penses, research and development expenses, and other expenses in-
curred for the benefit of a group of related persons that includes
the person incurring the expense.

An exception to the rule of paragraph 3 is provided for cases
where the provisions of paragraph 1 of Article 9 (Associated Enter-
prises), paragraph 8 of Article 11 (Interest) or pararaph 6 of Article
12 (Royalties) apply. All of these provisions permit the denial of de-
ductions in certain circumstances in respect of transactions be-
tween related persons. Neither State is forced to apply the non-dis-
crimination principle in such cases. The exception with respect to
paragraph 8 of Article 11 would include the denial or deferral of
certain interest deductions under Code section 163(j).

Paragraph 3 also provides that any debts of an enterprise of a
Contracting State to a resident of the other Contracting State are
deductible in the first-mentioned Contracting State for purposes of
computing the capital tax of the enterprise under the same condi-
tions as if the debt had been contracted to a resident of the first-
mentioned Contracting State. This provision is relevant for both
States as the Convention covers taxes on income and capital, and
under paragraph 6 of this Article, the nondiscrimination provisions
apply to all taxes levied in both Contracting States at all levels of
government. In the United States such taxes frequently are im-
posed by local governments and the same may be true in the case
of Chile.
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Paragraph 4

Paragraph 4 requires that a Contracting State not impose more
burdensome taxation on a company that is a resident of that State
the capital of which is wholly or partly owned or controlled, directly
or indirectly, by one or more residents of the other Contracting
State than the taxation that it imposes or may impose on other
similar companies of that first-mentioned Contracting State. For
this purpose it is understood that “similar” refers to similar activi-
ties or ownership of the company.

This rule, like all non-discrimination provisions, does not prohibit
differing treatment of entities that are in differing circumstances.
Rather, a protected enterprise is only required to be treated in the
same manner as other enterprises that, from the point of view of
the application of the tax law, are in substantially similar cir-
cumstances both in law and in fact. The taxation of a distributing
corporation under section 367(e) on an applicable distribution to
foreign shareholders does not violate paragraph 4 of the Article be-
cause a foreign-owned corporation is not similar to a domestically-
owned corporation that is accorded non-recognition treatment
under sections 337 and 355.

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

It is further understood that the ineligibility of a U.S. corpora-
tion with nonresident alien shareholders to make an election to be
an “S” corporation does not violate paragraph 4 of the Article. If
a corporation elects to be an S corporation, it is generally not sub-
ject to income tax and the shareholders take into account their pro
rata shares of the corporation’s items of income, loss, deduction or
credit. A nonresident alien does not pay U.S. tax on a net basis,
and, thus, does not generally take into account items of loss, deduc-
tion or credit. Thus, the S corporation provisions do not exclude
corporations with nonresident alien shareholders because such
shareholders are foreign, but only because they are not net-basis
taxpayers. Similarly, the provisions exclude corporations with other
types of shareholders where the purpose of the provisions cannot
be fulfilled or their mechanics implemented. For example, corpora-
tions with corporate shareholders are excluded because the purpose
of the provision to permit individuals to conduct a business in cor-
porate form at individual tax rates would not be furthered by their
inclusion.

Finally, it is understood that paragraph 4 does not require a
Contracting State to allow foreign corporations to join in filing a
consolidated return with a domestic corporation or to allow similar
benefits between domestic and foreign enterprises.

Paragraph 5

Paragraph 5 of the Article confirms that no provision of the Arti-
cle will prevent either Contracting State from imposing the branch
profits tax described in paragraph 7 of Article 10 (Dividends) or the
branch level interest tax described in paragraph 10 of Article 11
(Interest).
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Paragraph 6

As noted above, notwithstanding the specification of taxes cov-
ered by the Convention in Article 2 (Taxes Covered) for general
purposes, for purposes of providing nondiscrimination protection
this Article applies to taxes of every kind and description imposed
by a Contracting State or a political subdivision or local authority
thereof. However, in the case of taxes not covered by the Conven-
tion, the provisions of this Article shall not apply to any taxation
laws of a Contracting State that were in force on February 4, 2010,
the date of signature of the Convention. Customs duties are not
considered to be taxes for purposes of this Article.

Relationship to Other Articles

The saving clause of paragraph 4 of the Protocol does not apply
to this Article by virtue of the exception for Article 25 in that para-
graph. Thus, for example, a U.S. citizen who is a resident of Chile
may claim benefits in the United States under this Article.

Nationals of a Contracting State may claim the benefits of para-
graph 1 regardless of whether they are entitled to benefits under
Article 24 (Limitation on Benefits), because that paragraph applies
to nationals and not residents. They may not claim the benefits of
the other paragraphs of this Article with respect to an item of in-
come unless they are generally entitled to treaty benefits with re-
spect to that income under a provision of Article 24.

ARTICLE 26 (MUTUAL AGREEMENT PROCEDURE)

This Article provides the mechanism for taxpayers to bring to the
attention of competent authorities issues and problems that may
arise under the Convention. It also provides the authority for co-
operation between the competent authorities of the Contracting
States to resolve disputes and clarify issues that may arise under
the Convention and to resolve cases of double taxation not provided
for in the Convention. The competent authorities of the two Con-
tracting States are identified in subparagraph 1(h) of Article 3
(General Definitions).

Paragraph 1

This paragraph provides that, where a resident of a Contracting
State considers that the actions of one or both Contracting States
will result in taxation that is not in accordance with the Conven-
tion, he may present his case to the competent authority of the
Contracting State of which he is resident, or, if his case comes
under paragraph 1 of Article 25 (Non-Discrimination), to the com-
petent authority of the State of which he is a national.

Although the most common cases brought under this paragraph
will involve economic double taxation arising from transfer pricing
adjustments, the scope of this paragraph is not limited to such
cases. For example, a taxpayer could request assistance from the
competent authority if one Contracting State determines that the
taxpayer has received deferred compensation taxable at source
under Article 15 (Dependent Personal Services), while the taxpayer
believes that such income should be treated as a pension that is



99

taxable only in his country of residence pursuant to Article 18
(Pensions, Social Security, Alimony and Child Support).

It is not necessary for a person requesting assistance first to
have exhausted the remedies provided under the national laws of
the Contracting States before presenting a case to the competent
authorities, nor does the fact that the statute of limitations may
have passed for seeking a refund preclude bringing a case to the
competent authority. The case must be presented within three
years from the first notification of the action resulting in taxation
not in accordance with the provisions of the Convention.

Paragraph 2

Paragraph 2 sets out the framework within which the competent
authorities will deal with cases brought by taxpayers under para-
graph 1. It provides that, if the competent authority of the Con-
tracting State to which the case is presented judges the case to
have merit and cannot reach a unilateral solution, it shall seek an
agreement with the competent authority of the other Contracting
State pursuant to which taxation not in accordance with the Con-
vention will be avoided.

Any agreement is to be implemented even if such implementa-
tion otherwise would be barred by the statute of limitations or by
some other procedural limitation, such as a closing agreement.
Paragraph 2, however, does not prevent the application of domes-
tic-law procedural limitations that give effect to the agreement
(e.g., a domestic-law requirement that the taxpayer file a return re-
flecting the agreement within one year of the date of the agree-
ment).

Where the taxpayer has entered a closing agreement (or other
written settlement) with the United States before bringing a case
to the competent authorities, the U.S. competent authority will en-
deavor only to obtain a correlative adjustment from Chile. See Rev.
Proc. 2006-54, 2006-49 1.R.B. 1035, § 7.05. Because, as specified in
paragraph 2 of the Protocol, the Convention cannot operate to in-
crease a taxpayer’s liability, temporal or other procedural limita-
tions can be overridden only for the purpose of making refunds and
not to impose additional tax.

Paragraph 3

Paragraph 3 authorizes the competent authorities to resolve by
mutual agreement any difficulties or doubts that may arise as to
the application or interpretation of the Convention.

The competent authorities may, for example, agree to the same
allocation of income, deductions, credits or allowances between an
enterprise in one Contracting State and its permanent establish-
ment in the other or between related persons. These allocations are
to be made in accordance with the arm’s length principle under-
lying Article 7 (Business Profits) and Article 9 (Associated Enter-
prises). Agreements reached under Article 26 may include agree-
ment on a methodology for determining an appropriate transfer
price, on an acceptable range of results under that methodology, or
on a common treatment of a taxpayer’s cost sharing arrangement.

The competent authorities also may agree to settle a variety of
conflicting applications of the Convention. They may agree to settle



100

conflicts regarding the characterization of particular items of in-
come, the characterization of persons, the application of source
rules to particular items of income, the meaning of a term, or the
timing of an item of income.

The competent authorities also may agree as to advance pricing
arrangements. They also may agree as to the application of the
provisions of domestic law regarding penalties, fines, and interest
in a manner consistent with the purposes of the Convention.

The competent authorities may also, for example, seek agree-
ment on a uniform set of standards for the use of exchange rates.
Agreements reached by the competent authorities under paragraph
3 need not conform to the internal law provisions of either Con-
tracting State.

Paragraph 4

Paragraph 4 provides that the competent authorities may com-
municate with each other for the purpose of reaching an agree-
ment. This makes clear that the competent authorities of the two
Contracting States may communicate without going through diplo-
matic channels. Such communication may be in various forms, in-
cluding, where appropriate, through face-to-face meetings of rep-
resentatives of the competent authorities.

Paragraph 6 of the 2010 Exchange of Notes

The competent authorities, through consultations, shall develop
appropriate bilateral procedures, conditions, methods, and tech-
niques for the implementation of the mutual agreement procedure
provided in Article 26. Each competent authority may, in addition,
develop unilateral procedures to facilitate the bilateral implementa-
tion of the mutual agreement procedure. For guidance in devel-
oping such bilateral implementation, the competent authorities will
refer to the Best Practices identified in the OECD Manual on Effec-
tive Mutual Agreement Procedures.

Treaty termination in relation to competent authority dispute reso-
lution

A case may be raised by a taxpayer after the Convention has
been terminated with respect to a year for which a treaty was in
force. In such a case the ability of the competent authorities to act
is limited. They may not exchange confidential information, nor
may they reach a solution that varies from that specified in its law.

Triangular competent authority solutions

International tax cases may involve more than two taxing juris-
dictions (e.g., transactions among a parent corporation resident in
country A and its subsidiaries resident in countries B and C). As
long as there is a complete network of treaties among the three
countries, it should be possible, under the full combination of bilat-
eral authorities, for the competent authorities of the three States
to work together on a three-sided solution. Although country A may
not be able to give information received under Article 27 (Exchange
of Information) from country B to the authorities of country C, if
the competent authorities of the three countries are working to-
gether, it should not be a problem for them to arrange for the au-
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thorities of country B to give the necessary information directly to
the tax authorities of country C, as well as to those of country A.
Each bilateral part of the trilateral solution must, of course, not ex-
ceed the scope of the authority of the competent authorities under
the relevant bilateral treaty.

Relationship to Other Articles

This Article is not subject to the saving clause of paragraph 4 of
the Protocol by virtue of the exception in subparagraph 4(a) of the
Protocol. Thus, rules, definitions, procedures, etc., that are agreed
upon by the competent authorities under this Article may be ap-
plied by the United States with respect to its citizens and residents
even if they differ from the comparable Code provisions. Similarly,
as indicated above, U.S. law may be overridden to provide refunds
of tax to a U.S. citizen or resident under this Article. A person may
seek relief under Article 26 regardless of whether he is generally
entitled to benefits under Article 24 (Limitation on Benefits). As in
all other cases, the competent authority is vested with the discre-
tion to decide whether the claim for relief is justified.

ARTICLE 27 (EXCHANGE OF INFORMATION)

This Article provides for the exchange of information between the
competent authorities of the Contracting States.

Paragraph 1

The obligation to obtain and provide information to the other
Contracting State is set out in paragraph 1. The information to be
exchanged 1s that which is foreseeably relevant for carrying out the
provisions of the Convention or the domestic laws of the United
States or Chile concerning taxes of every kind applied at the na-
tional level. This language is consistent with the standard of the
U.S. and OECD Models. The parties intend for the phrase “is
foreseeably relevant” to be interpreted to permit the exchange of
information that “may be relevant” for purposes of Code section
7602, which authorizes the IRS to examine “any books, papers,
records, or other data which may be relevant or material” (empha-
sis added). In United States v. Arthur Young & Co., 465 U.S. 805,
814 (1984), the Supreme Court stated that the language “may be”
reflects Congress’s express intention to allow the IRS to obtain
“items of even potential relevance to an ongoing investigation,
without reference to its admissibility.” However, the language “may
be” would not support a request in which a Contracting State sim-
ply asked for information regarding all bank accounts maintained
by residents of that Contracting State in the other Contracting
State. Thus, the language of paragraph 1 is intended to provide for
the exchange of information in tax matters to the widest extent
possible, while clarifying that Contracting States are not at liberty
to engage in “fishing expeditions” or otherwise to request informa-
tion that is unlikely to be relevant to the tax affairs of a given tax-
payer.

Exchange of information with respect to each State’s domestic
law is authorized to the extent that taxation under domestic law
is not contrary to the Convention. Thus, for example, information
may be exchanged with respect to a covered tax, even if the trans-
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action to which the information relates is a purely domestic trans-
action in the requesting State and, therefore, the exchange is not
made to carry out the Convention. An example of such a case is
provided in paragraph 8(b) of the OECD Commentary: a company
resident in one Contracting State and a company resident in the
other Contracting State transact business between themselves
through a third-country resident company. Neither Contracting
State has a treaty with the third State. To enforce their internal
laws with respect to transactions of their residents with the third-
country company (since there is no relevant treaty in force), the
Contracting States may exchange information regarding the prices
that their residents paid in their transactions with the third-coun-
try resident.

Paragraph 1 clarifies that information may be exchanged that re-
lates to the assessment or collection of, the enforcement or prosecu-
tion in respect of, or the determination of appeals in relation to the
taxes covered by the Convention. Thus, the competent authorities
may request and provide information for cases under examination
or criminal investigation, in collection, on appeals, or under pros-
ecution.

The taxes covered by the Convention for purposes of this Article
constitute a broader category of taxes than those referred to in Ar-
ticle 2 (Taxes Covered). Exchange of information is authorized with
respect to taxes of every kind imposed by a Contracting State at
the national level. Accordingly, information may be exchanged with
respect to U.S. estate and gift taxes and excise taxes.

Information exchange is not restricted by paragraph 1 of Article
1 (General Scope). Accordingly, information may be requested and
provided under Article 27 with respect to persons who are not resi-
dents of either Contracting State. For example, if a third-country
resident has a permanent establishment in Chile, and that perma-
nent establishment engages in transactions with a U.S. enterprise,
the United States could request information with respect to that
permanent establishment, even though the third-country resident
is not a resident of either Contracting State. Similarly, if a third-
country resident maintains a bank account in Chile, and the Inter-
nal Revenue Service has reason to believe that funds in that ac-
count should have been reported for U.S. tax purposes but have not
been so reported, information can be requested from Chile with re-
spect to that person’s account, even though that person is not the
taxpayer under examination.

Although the term “United States” does not encompass U.S. pos-
sessions for most purposes of the Convention, Code section 7651
authorizes the Internal Revenue Service to utilize the provisions of
the Code to obtain information from the U.S. possessions pursuant
to a proper request made under Article 27. If necessary to obtain
requested information, the Internal Revenue Service could issue
and enforce an administrative summons to the taxpayer, a tax au-
thority (or a government agency in a U.S. possession), or a third
party located in a U.S. possession.

Paragraph 2

Paragraph 2 provides assurances that any information ex-
changed will be treated as secret, subject to the same disclosure
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constraints as information obtained under the laws of the request-
ing State. Information received may be disclosed only to persons or
authorities, including courts and administrative bodies, involved in
the assessment, collection, or administration of, the enforcement or
prosecution in respect of, or the determination of the of appeals in
relation to, the taxes covered by the Convention. The information
must be used by these persons in connection with the specified
functions. Information may also be disclosed to legislative bodies,
such as the tax-writing committees of Congress and the Govern-
ment Accountability Office, engaged in the oversight of the pre-
ceding activities. Information received by these bodies must be for
use in the performance of their role in overseeing the administra-
tion of U.S. tax laws. Information received may be disclosed in pub-
lic court proceedings or in judicial decisions.

Paragraph 3

Paragraph 3 provides that the obligations undertaken in para-
graphs 1 and 2 to exchange information do not require a Con-
tracting State to carry out administrative measures that are at
variance with the laws or administrative practice of either State.
Nor is a Contracting State required to supply information not ob-
tainable under the laws or administrative practice of either State,
or to disclose trade secrets or other information, the disclosure of
which would be contrary to public policy.

Thus, a requesting State may be denied information from the
other State if the information would be obtained pursuant to proce-
dures or measures that are broader than those available in the re-
questing State. However, the statute of limitations of the Con-
tracting State making the request for information should govern a
request for information. Thus, the Contracting State of which the
request is made should attempt to obtain the information even if
its own statute of limitations has passed. In many cases, relevant
information will still exist in the business records of the taxpayer
or a third party, even though it is no longer required to be kept
for domestic tax purposes.

While paragraph 3 states conditions under which a Contracting
State is not obligated to comply with a request from the other Con-
tracting State for information, the requested State is not precluded
from providing such information, and may, at its discretion, do so
subject to the limitations of its domestic law.

Paragraph 4

Paragraph 4 provides that when information is requested by a
Contracting State in accordance with this Article, the other Con-
tracting State is obligated to obtain the requested information as
if the tax in question were the tax of the requested State, even if
that State has no direct tax interest in the case to which the re-
quest relates. In the absence of such a paragraph, some taxpayers
have argued that subparagraph 3(a) prevents a Contracting State
from requesting information from a bank or fiduciary that the Con-
tracting State does not need for its own tax purposes. This para-
graph clarifies that paragraph 3 does not impose such a restriction
and that a Contracting State is not limited to providing only the
information that it already has in its own files.
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Paragraph 5

Paragraph 5 provides that a Contracting State may not decline
to provide information because that information is held by a bank,
other financial institution, nominee or person acting in an agency
or fiduciary capacity or because it related to ownership interests in
a person. Thus, paragraph 5 would effectively prevent a Con-
tracting State from relying on paragraph 3 to argue that its domes-
tic bank secrecy laws (or similar legislation relating to the disclo-
sure of financial information by financial institutions or inter-
mediaries) override its obligation to provide information under
paragraph 1. This paragraph also requires the disclosure of infor-
mation regarding the beneficial owner of an interest in a person,
such as the identity of a beneficial owner of bearer shares.

Paragraph 6

Paragraph 6 provides that the requesting State may specify the
form in which information is to be provided (e.g., depositions of wit-
nesses and authenticated copies of unedited original documents).
The intention is to ensure that the information may be introduced
as evidence in the judicial proceedings of the requesting State. The
requested State shall provide the information in the form requested
to the same extent that it can obtain information in that form
under its own laws and administrative practices with respect to its
own taxes.

Paragraph 7

Paragraph 7 states that the competent authorities of the Con-
tracting States will consult with each other for the purpose of co-
operating and advising in respect of any action to be taken in im-
plementing this Article. For example, the competent authorities
may develop an agreement upon the mode of application of the Ar-
ticle, and may also agree on specific procedures and timetables for
the exchange of information. In particular, the competent authori-
ties may agree on minimum thresholds regarding tax at stake or
take other measures aimed at ensuring some measure of reciprocity
with respect to the overall exchange of information between the
Contracting States.

Paragraph 7 of the 2010 Exchange of Notes

With regard to on-site interviews and examinations of books and
records, paragraph 7 of the 2010 Exchange of Notes provides that
the applicant State will notify the requested State when the appli-
cant State has obtained the consent of persons to be interviewed
by officials of the applicant State or for such officials to examine
books and records in the possession or control of such consenting
persons. Following such interview or examination of books and
records, the applicant State may request information or documents
related to such interview or examination under Article 27.

Treaty effective dates and termination in relation to exchange of in-
formation

Under paragraph 3 of Article 29 (Entry into Force), Article 27
will be effective from the date of entry into force, and, the com-
petent authority may seek information under the Convention with-
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out regard to the taxable period to which the matter relates, i.e.,
such period may be prior to the date of entry into force of the Con-
vention. However, paragraph 20 of the Protocol, as amended by the
2012 Exchange of Notes, provides that, notwithstanding paragraph
3 of Article 29, information covered by paragraph 5 of Article 27,
to the extent such information is covered by Article 1 of DFL No.
707 and Article 154 of DFL No. 3 of Chile, shall be available only
with respect to bank account transactions that take place on or
after January 1, 2010. Other bank information such as signature
cards and other account opening documents may be exchanged
without regard to the time they were created.

A tax administration may also seek information with respect to
a year for which the Convention was in force after the Convention
has been terminated. In such a case, the ability of the other tax
administration to act is limited. The Convention no longer provides
authority for the tax administrations to exchange confidential in-
formation. They may only exchange information pursuant to do-
mestic law or other international agreement or arrangement.

ARTICLE 28 (MEMBERS OF DIPLOMATIC MISSIONS AND CONSULAR
POSTS)

This Article confirms that any fiscal privileges to which diplo-
matic or consular officials are entitled under general provisions of
international law or under special agreements will apply notwith-
standing any provisions to the contrary in the Convention. The
agreements referred to include any bilateral agreements, such as
consular conventions, that affect the taxation of diplomats and con-
sular officials and any multilateral agreements dealing with these
issues, such as the Vienna Convention on Diplomatic Relations and
the Vienna Convention on Consular Relations. The United States
generally adheres to the latter because its terms are consistent
with customary international law.

The Article does not independently provide any benefits to diplo-
matic agents and consular officers. Article 19 (Government Service)
does so, as do Code section 893 and a number of bilateral and mul-
tilateral agreements. In the event that there is a conflict between
the Convention and international law or such other treaties, under
which the diplomatic agent or consular official is entitled to greater
benefits under the latter, the latter laws or agreements shall have
precedence. Conversely, if the Convention confers a greater benefit
than another agreement, the affected person could claim the ben-
efit of the tax treaty.

Pursuant to subparagraph 4(b) of the Protocol, the saving clause
of paragraph 4 of the Protocol does not apply to override any bene-
fits of this Article available to an individual who neither is a U.S.
citizen nor has been admitted for permanent residence in the
United States.

ARTICLE 29 (ENTRY INTO FORCE)

This Article contains the rules for bringing the Convention into
force and giving effect to its provisions.
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Paragraph 1

Paragraph 1 provides for the ratification of the Convention by
both Contracting States according to their constitutional and statu-
tory requirements. The Contracting States will notify each other in
writing, through diplomatic channels, when their respective appli-
cable procedures have been satisfied.

In the United States, the process leading to ratification and entry
into force is as follows: Once a treaty has been signed by author-
ized representatives of the two Contracting States, the Department
of State sends the treaty to the President who formally transmits
it to the Senate for its advice and consent to ratification, which re-
quires approval by two-thirds of the Senators present and voting.
Prior to this vote, however, it generally has been the practice for
the Senate Committee on Foreign Relations to hold hearings on the
treaty and make a recommendation regarding its approval to the
full Senate. Both Government and private sector witnesses may
testify at these hearings. After the Senate gives its advice and con-
sent to ratification of the treaty, an instrument of ratification is
drafted for the President’s signature. The President’s signature
completes the process in the United States.

Paragraph 2

The first sentence of paragraph 2 provides that the Convention
will enter into force on the date of the later of the notifications re-
ferred to in paragraph 1. The relevant date is the date on the sec-
ond of these notification documents, and not the date on which the
second notification is provided to the other Contracting State.

The date on which a treaty enters into force is not necessarily
the date on which its provisions take effect. Paragraph 2, therefore,
also contains rules that determine when the provisions of the trea-
ty will have effect.

Under subparagraph 2(a), the Convention will have effect with
respect to taxes withheld at source, for amounts paid or credited
on or after the first day of the second month following the date on
which the Convention enters into force. For example, if the date of
the second of the notification documents referred to in paragraph
1 is April 25 of a given year, the withholding rates specified in
paragraph 2 of Article 10 (Dividends) would be applicable to any
dividends paid or credited on or after June 1 of that year. This rule
allows the benefits of the withholding reductions to be put into ef-
fect as soon as possible, without waiting until the following year.
The delay of one to two months is required to allow sufficient time
for withholding agents to be informed about the change in with-
holding rates. If for some reason a withholding agent withholds at
a higher rate than that provided by the Convention (perhaps be-
cause it was not able to re-program its computers before the pay-
ment is made), a beneficial owner of the income that is a resident
of the other Contracting State may make a claim for refund pursu-
ant to Code section 1464.

For all other taxes, subparagraph 2(b) specifies that the Conven-
tion will have effect for any taxable period beginning on or after
January 1 of the calendar year immediately following the date on
which the Convention enters into force.
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Paragraph 3

As discussed under Article 27 (Exchange of Information), the
powers afforded the competent authority under that Article apply
from the date of entry into force of the Convention, regardless of
the taxable period to which the matter relates. Paragraph 20 of the
Protocol, as amended by the 2012 Exchange of Notes, provides that
notwithstanding paragraph 3 of Article 29, information covered by
paragraph 5 of Article 27, to the extent that such information is
covered by Article 1 of DFL No. 707 and Article 154 of DFL No.
3 of Chile, shall be available only with respect to bank account
transactions that take place on or after January 1, 2010. Other
bank information such as signature cards and other account open-
ing documents may be exchanged without regard to the time they
were created.

ARTICLE 30 (TERMINATION)

Paragraph 1 provides that the Convention is to remain in effect
indefinitely, unless terminated by one of the Contracting States in
accordance with the provisions of Article 30. Either State may ter-
minate the Convention by giving to the other State a notice of ter-
mination in writing through diplomatic channels on or before the
thirtieth day of June in any calendar year beginning after the year
in which the Convention enters into force. Under subparagraph
2(a), if notice of termination is so given, the provisions of the Con-
vention with respect to taxes withheld at source will cease to have
effect for amounts paid or credited on or after January 1 of the cal-
endar year immediately following the date on which such notice is
given. Under subparagraph 2(b), with respect to other taxes, the
Convention will cease to have effect for taxable periods beginning
on or after January 1 of the calendar year immediately following
the date on which such notice is given. Under subparagraph 2(c),
with respect to provisions of the Convention not covered by sub-
paragraph 2(a) or 2(b), the Convention will cease to have effect on
January 1 of the calendar year immediately following the date on
which the notice is given.

Article 30 relates only to unilateral termination of the Conven-
tion by a Contracting State. Nothing in that Article should be con-
strued as preventing the Contracting States from concluding a new
bilateral agreement, subject to ratification, that supersedes,
amends or terminates provisions of the Convention without the six-
month notification period.

Customary international law observed by the United States and
other countries, as reflected in the Vienna Convention on Treaties,
allows termination by one Contracting State at any time in the
event of a “material breach” of the agreement by the other Con-
tracting State.

OTHER

Paragraph 21 of the Protocol

Paragraph 21 of the Protocol provides a rule regarding the tax-
ation by Chile of certain remittances from pooled investment ac-
counts (such as those established under the Foreign Capital Invest-
ment Fund Law No. 18.657, as it may be amended from time to
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time without changing the general principles thereof). Nothing in
the Convention shall restrict the imposition by Chile of tax on re-
mittances from such funds if the fund is required to be adminis-
tered by a resident of Chile, although the imposition of remittance
tax is only permitted in respect of investment in assets situated in
Chile. The current tax imposed by Chile on remittances from such
funds is 10 percent.

Paragraph 22 of the Protocol

Paragraph 22 of the Protocol provides that the United States and
Chile will consult together regarding the terms, operation and ap-
plication of the Convention to ensure that it continues to serve the
purposes of avoiding double taxation and preventing fiscal evasion.
Either Contracting State may at any time request that such con-
sultations be conducted expeditiously on matters relating to the
terms, operation and application of the Convention which it con-
siders require urgent resolution. The first such consultation in any
event will take place within five years of the date on which the
Convention enters into force. The Protocol also provides that the
United States and Chile will conclude further protocols to amend
the Convention, if appropriate. In addition, as explained earlier,
paragraph 22 of the Protocol provides that if Chile concludes an in-
come tax treaty with another state that imposes a withholding rate
limitation on payments of interest or royalties lower than the lim-
its imposed under paragraph 2 of Article 11 (Interest) or paragraph
2 of Article 12 (Royalties) or that contains terms that further limit
the right of the source State to tax capital gains under Article 13
(Capital Gains), the United States and Chile will, at the request of
the United States, consult to reassess the balance of benefits of the
Convention with a view to concluding a protocol to incorporate such
lower rates or limiting terms into the Convention.

O
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