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INTRODUCTION

This pamphlet,! prepared by the staff of the Joint Committee on
Taxation, describes the proposed income tax treaty between the
United States of America and the Republic of Estonia (“Estonia”).
The proposed treaty was signed on January 15, 1998.2 The Senate
Committee on Foreign Relations has scheduled a public hearing on
the proposed treaty on October 13, 1999.

Part I of the pamphlet provides a summary with respect to the
proposed treaty. Part II provides a brief overview of U.S. tax laws
relating to international trade and investment and of U.S. income
tax treaties in general. Part III contains an article-by-article expla-
nation of the proposed treaty. Part IV contains a discussion of
issues with respect to the proposed treaty.

1This pamphlet may be cited as follows: Joint Committee on Taxation, Explanation of Pro-
posed Income Tax Treaty Between the United States and the Republic of Estonia (JCS-7-99),
October 8, 1999].

2For a copy of the proposed treaty, see Senate Treaty Doc. 105-55, June 26, 1998.
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I. SUMMARY

The principal purposes of the proposed income tax treaty be-
tween the United States and Estonia are to reduce or eliminate
double taxation of income earned by residents of either country
from sources within the other country and to prevent avoidance or
evasion of the taxes of the two countries. The proposed treaty also
is intended to promote close economic cooperation between the two
countries and to eliminate possible barriers to trade and invest-
ment caused by overlapping taxing jurisdictions of the two coun-
tries.

As in other U.S. tax treaties, these objectives principally are
achieved through each country’s agreement to limit, in certain
specified situations, its right to tax income derived from its terri-
tory by residents of the other country. For example, the proposed
treaty contains provisions under which each country generally
agrees not to tax business income derived from sources within that
country by residents of the other country unless the business ac-
tivities in the taxing country are substantial enough to constitute
a permanent establishment or fixed base (Articles 7 and 14). Simi-
larly, the proposed treaty contains “commercial visitor” exemptions
under which residents of one country performing personal services
in the other country will not be required to pay tax in the other
country unless their contact with the other country exceeds speci-
fied minimums (Articles 14, 15, and 17). The proposed treaty pro-
vides that dividends, interest, royalties, and certain capital gains
derived by a resident of either country from sources within the
other country generally may be taxed by both countries (Articles
10, 11, 12, and 13); however, the rate of tax that the source country
may impose on a resident of the other country on dividends, inter-
est, and royalties generally will be limited by the proposed treaty
(Articles 10, 11, and 12).

In situations where the country of source retains the right under
the proposed treaty to tax income derived by residents of the other
country, the proposed treaty generally provides for relief from the
potential double taxation through the allowance by the country of
residence of a tax credit for certain foreign taxes paid to the other
country (Article 23).

The proposed treaty contains the standard provision (the “saving
clause”) included in U.S. tax treaties pursuant to which each coun-
try retains the right to tax its residents and citizens as if the treaty
had not come into effect (Article 1). In addition, the proposed treaty
contains the standard provision providing that the treaty may not
be applied to deny any taxpayer any benefits the taxpayer would
be entitled to under the domestic law of a country or under any
other agreement between the two countries (Article 1).
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The proposed treaty also contains a detailed limitation on bene-
fits provision to prevent the inappropriate use of the treaty by
third-country residents (Article 22).

No income tax treaty between the United States and Estonia is
in force at present. The proposed treaty is similar to other recent
U.S. income tax treaties, the 1996 U.S. model income tax treaty
(“U.S. model”), the model income tax treaty of the Organization for
Economic Cooperation and Development (“OECD model”), and the
United Nations Model Double Taxation Convention between Devel-
oped and Developing Countries (the “U.N. model”). However, the
proposed treaty contains certain substantive deviations from those
treaties and models.



II. OVERVIEW OF U.S. TAXATION OF INTERNATIONAL
TRADE AND INVESTMENT AND U.S. TAX TREATIES

This overview briefly describes certain U.S. tax rules relating to
foreign income and foreign persons that apply in the absence of a
U.S. tax treaty. This overview also discusses the general objectives
of U.S. tax treaties and describes some of the modifications to U.S.
tax rules made by treaties.

A. U.S. Tax Rules

The United States taxes U.S. citizens, residents, and corpora-
tions on their worldwide income, whether derived in the United
States or abroad. The United States generally taxes nonresident
alien individuals and foreign corporations on all their income that
is effectively connected with the conduct of a trade or business in
the United States (sometimes referred to as “effectively connected
income”). The United States also taxes nonresident alien individ-
uals and foreign corporations on certain U.S.-source income that is
not effectively connected with a U.S. trade or business.

Income of a nonresident alien individual or foreign corporation
that is effectively connected with the conduct of a trade or business
in the United States generally is subject to U.S. tax in the same
manner and at the same rates as income of a U.S. person. Deduc-
tions are allowed to the extent that they are related to effectively
connected income. A foreign corporation also is subject to a flat 30—
percent branch profits tax on its “dividend equivalent amount,”
which is a measure of the effectively connected earnings and profits
of the corporation that are removed in any year from the conduct
of its U.S. trade or business. In addition, a foreign corporation is
subject to a flat 30—percent branch-level excess interest tax on the
excess of the amount of interest that is deducted by the foreign cor-
poration in computing its effectively connected income over the
amount of interest that is paid by its U.S. trade or business.

U.S.-source fixed or determinable annual or periodical income of
a nonresident alien individual or foreign corporation (including, for
example, interest, dividends, rents, royalties, salaries, and annu-
ities) that is not effectively connected with the conduct of a U.S.
trade or business is subject to U.S. tax at a rate of 30 percent of
the gross amount paid. Certain insurance premiums earned by a
nonresident alien individual or foreign corporation are subject to
U.S. tax at a rate of 1 or 4 percent of the premiums. These taxes
generally are collected by means of withholding.

Specific statutory exemptions from the 30-—percent withholding
tax are provided. For example, certain original issue discount and
certain interest on deposits with banks or savings institutions are
exempt from the 30—percent withholding tax. An exemption also is
provided for certain interest paid on portfolio debt obligations. In

(4)
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addition, income of a foreign government or international organiza-
tion from investments in U.S. securities is exempt from U.S. tax.

U.S.-source capital gains of a nonresident alien individual or a
foreign corporation that are not effectively connected with a U.S.
trade or business generally are exempt from U.S. tax, with two ex-
ceptions: (1) gains realized by a nonresident alien individual who
is present in the United States for at least 183 days during the tax-
able year, and (2) certain gains from the disposition of interests in
U.S. real property.

Rules are provided for the determination of the source of income.
For example, interest and dividends paid by a U.S. citizen or resi-
dent or by a U.S. corporation generally are considered U.S.-source
income. Conversely, dividends and interest paid by a foreign cor-
poration generally are treated as foreign-source income. Special
rules apply to treat as foreign-source income (in whole or in part)
interest and dividends paid by certain U.S. corporations with for-
eign businesses and to treat as U.S.-source income (in whole or in
part) dividends paid by certain foreign corporations with U.S. busi-
nesses. Rents and royalties paid for the use of property in the
United States are considered U.S.-source income.

Because the United States taxes U.S. citizens, residents, and cor-
porations on their worldwide income, double taxation of income can
arise when income earned abroad by a U.S. person is taxed by the
country in which the income is earned and also by the United
States. The United States seeks to mitigate this double taxation
generally by allowing U.S. persons to credit foreign income taxes
paid against the U.S. tax imposed on their foreign-source income.
A fundamental premise of the foreign tax credit is that it may not
offset the U.S. tax liability on U.S.-source income. Therefore, the
foreign tax credit provisions contain a limitation that ensures that
the foreign tax credit offsets only the U.S. tax on foreign-source in-
come. The foreign tax credit limitation generally is computed on a
worldwide basis (as opposed to a “per-country” basis). The limita-
tion is applied separately for certain classifications of income. In
addition, a special limitation applies to the credit for foreign taxes
imposed on foreign oil and gas extraction income.

For foreign tax credit purposes, a U.S. corporation that owns 10
percent or more of the voting stock of a foreign corporation and re-
ceives a dividend from the foreign corporation (or is otherwise re-
quired to include in its income earnings of the foreign corporation)
is deemed to have paid a portion of the foreign income taxes paid
by the foreign corporation on its accumulated earnings. The taxes
deemed paid by the U.S. corporation are included in its total for-
eign taxes paid and its foreign tax credit limitation calculations for
the year the dividend is received (or an amount is included in in-
come).

B. U.S. Tax Treaties

The traditional objectives of U.S. tax treaties have been the
avoidance of international double taxation and the prevention of
tax avoidance and evasion. Another related objective of U.S. tax
treaties is the removal of the barriers to trade, capital flows, and
commercial travel that may be caused by overlapping tax jurisdic-
tions and by the burdens of complying with the tax laws of a juris-
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diction when a person’s contacts with, and income derived from,
that jurisdiction are minimal. To a large extent, the treaty provi-
sions designed to carry out these objectives supplement U.S. tax
law provisions having the same objectives; treaty provisions modify
the generally applicable statutory rules with provisions that take
into account the particular tax system of the treaty partner.

The objective of limiting double taxation generally is accom-
plished in treaties through the agreement of each country to limit,
in specified situations, its right to tax income earned from its terri-
tory by residents of the other country. For the most part, the var-
ious rate reductions and exemptions agreed to by the source coun-
try in treaties are premised on the assumption that the country of
residence will tax the income at levels comparable to those imposed
by the source country on its residents. Treaties also provide for the
elimination of double taxation by requiring the residence country
to allow a credit for taxes that the source country retains the right
to impose under the treaty. In addition, in the case of certain types
of income, treaties may provide for exemption by the residence
country of income taxed by the source country.

Treaties define the term “resident” so that an individual or cor-
poration generally will not be subject to tax as a resident by both
the countries. Treaties generally provide that neither country will
tax business income derived by residents of the other country un-
less the business activities in the taxing jurisdiction are substantial
enough to constitute a permanent establishment or fixed base in
that jurisdiction. Treaties also contain commercial visitation ex-
emptions under which individual residents of one country per-
forming personal services in the other will not be required to pay
tax in that other country unless their contacts exceed certain speci-
fied minimums (e.g., presence for a set number of days or earnings
in excess of a specified amount). Treaties address passive income
such as dividends, interest, and royalties from sources within one
country derived by residents of the other country either by pro-
viding that such income is taxed only in the recipient’s country of
residence or by reducing the rate of the source country’s with-
holding tax imposed on such income. In this regard, the United
States agrees in its tax treaties to reduce its 30—percent with-
holding tax (or, in the case of some income, to eliminate it entirely)
in return for reciprocal treatment by its treaty partner.

In its treaties, the United States, as a matter of policy, generally
retains the right to tax its citizens and residents on their world-
wide income as if the treaty had not come into effect. The United
States also provides in its treaties that it will allow a credit against
U.S. tax for income taxes paid to the treaty partners, subject to the
various limitations of U.S. law.

The objective of preventing tax avoidance and evasion generally
is accomplished in treaties by the agreement of each country to ex-
change tax-related information. Treaties generally provide for the
exchange of information between the tax authorities of the two
countries when such information is relevant for carrying out provi-
sions of the treaty or of their domestic tax laws. The obligation to
exchange information under the treaties typically does not require
either country to carry out measures contrary to its laws or admin-
istrative practices or to supply information that is not obtainable
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under its laws or in the normal course of its administration or that
would reveal trade secrets or other information the disclosure of
which would be contrary to public policy. The Internal Revenue
Service (the “IRS”), and the treaty partner’s tax authorities, also
can request specific tax information from a treaty partner. This can
include information to be used in a criminal investigation or pros-
ecution.

Administrative cooperation between countries is enhanced fur-
ther under treaties by the inclusion of a “competent authority”
mechanism to resolve double taxation problems arising in indi-
vidual cases and, more generally, to facilitate consultation between
tax officials of the two governments.

Treaties generally provide that neither country may subject na-
tionals of the other country (or permanent establishments of enter-
prises of the other country) to taxation more burdensome than that
it imposes on its own nationals (or on its own enterprises). Simi-
larly, in general, neither treaty country may discriminate against
enterprises owned by residents of the other country.

At times, residents of countries that do not have income tax trea-
ties with the United States attempt to use a treaty between the
United States and another country to avoid U.S. tax. To prevent
third-country residents from obtaining treaty benefits intended for
treaty country residents only, U.S. treaties generally contain an
“anti-treaty shopping” provision that is designed to limit treaty
benefits to bona fide residents of the two countries.



III. EXPLANATION OF PROPOSED TREATY

A detailed, article-by-article explanation of the proposed income
tax treaty between the United States and Estonia is set forth
below.

Article 1. General Scope

Overview

The general scope article describes the persons who may claim
the benefits of the proposed treaty. It also includes a “saving
clause” provision similar to provisions found in most U.S. income
tax treaties.

The proposed treaty generally applies to residents of the United
States and to residents of Estonia, with specific modifications to
such scope provided in other articles (e.g., Article 24 (Non-
discrimination) and Article 26 (Exchange of Information and Ad-
ministrative Assistance)). This scope is consistent with the scope of
other U.S. income tax treaties, the U.S. model, and the OECD
model. For purposes of the proposed treaty, residence is determined
under Article 4 (Resident).

The proposed treaty provides that it does not restrict in any
manner any exclusion, exemption, deduction, credit, or other allow-
ance accorded by internal law or by any other agreement between
the United States and Estonia. Thus, the proposed treaty will not
apply to increase the tax burden of a resident of either the United
States or Estonia. According to the Treasury Department’s Tech-
nical Explanation (hereinafter referred to as the “Technical Expla-
nation”), the fact that the proposed treaty only applies to a tax-
payer’s benefit does not mean that a taxpayer may select inconsist-
ently among treaty and internal law provisions in order to mini-
mize its overall tax burden. In this regard, the Technical Expla-
nation sets forth the following example. Assume a resident of Esto-
nia has three separate businesses in the United States. One busi-
ness is profitable and constitutes a U.S. permanent establishment.
The other two businesses generate effectively connected income as
determined under the Internal Revenue Code (the “Code”), but do
not constitute permanent establishments as determined under the
proposed treaty; one business is profitable and the other business
generates a net loss. Under the Code, all three businesses would
be subject to U.S. income tax, in which case the losses from the un-
profitable business could offset the taxable income from the other
businesses. On the other hand, only the income of the business
which gives rise to a permanent establishment is taxable by the
United States under the proposed treaty. The Technical Expla-
nation makes clear that the taxpayer may not invoke the proposed
treaty to exclude the profits of the profitable business that does not
constitute a permanent establishment and invoke U.S. internal law

®
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to claim the loss of the unprofitable business that does not con-
stitute a permanent establishment to offset the taxable income of
the permanent establishment.3

The proposed treaty provides that the dispute resolution proce-
dures under its mutual agreement article take precedence over the
corresponding provisions of any other agreement to which the
United States and Estonia are parties in determining whether a
measure is within the scope of the proposed treaty. Unless the com-
petent authorities agree that a taxation measure is outside the
scope of the proposed treaty, only the proposed treaty’s non-
discrimination rules, and not the nondiscrimination rules of any
other agreement in effect between the United States and Estonia,
generally apply to that measure. The only exception to this general
rule is such national treatment or most favored nation obligations
as may apply to trade in goods under the General Agreement on
Tariffs and Trade. For purposes of this provision, the term “meas-
ure” means a law, regulation, rule, procedure, decision, administra-
tive action, or any similar provision or action.

Saving clause

Like all U.S. income tax treaties, the proposed treaty includes a
“saving clause.” Under this clause, with specific exceptions de-
scribed below, the proposed treaty does not affect the taxation by
a country of its residents or its citizens. By reason of this saving
clause, unless otherwise specifically provided in the proposed trea-
ty, the United States may continue to tax its citizens who are resi-
dents of Estonia as if the treaty were not in force. For purposes of
the proposed treaty (and, thus, for purposes of the saving clause),
the term “residents,” which is defined in Article 4 (Resident), in-
cludes corporations and other entities as well as individuals.

The proposed treaty contains a provision under which the saving
clause (and therefore the U.S. jurisdiction to tax) applies to a
former U.S. citizen or a former long-term resident (whether or not
treated as such under Article 4 (Resident)), whose loss of citizen-
ship or resident status, respectively, had as one of its principal pur-
poses the avoidance of tax; such application is limited to the ten-
year period following the loss of citizenship or resident status. Sec-
tion 877 of the Code provides special rules for the imposition of
U.S. income tax on former U.S. citizens and long-term residents for
a period of ten years following the loss of citizenship or resident
status; these special tax rules apply to a former citizen or long-
term resident only if his or her loss of U.S. citizenship or resident
status had as one of its principal purposes the avoidance of U.S.
income, estate, or gift taxes. For purposes of applying the special
tax rules to former citizens and long-term residents, individuals
who meet a specified income tax liability threshold or a specified
net worth threshold generally are considered to have lost citizen-
ship or resident status for a principal purpose of U.S. tax avoid-
ance.

Exceptions to the saving clause are provided for the following
benefits conferred by a treaty country: the allowance of correlative
adjustments when the profits of an associated enterprise are ad-

3See Rev. Rul. 84-17, 1984-1 C.B. 308.
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justed by the other country (Article 9, paragraph 2); the exemption
from residence country tax for social security benefits and certain
child support payments (Article 18, paragraphs 2 and 5); relief
from double taxation through the provision of a foreign tax credit
(Article 23); protection from discriminatory tax treatment with re-
spect to transactions with residents of the other country (Article
24); and benefits under the mutual agreement procedures (Article
25). These exceptions to the saving clause permit residents or citi-
zens of the United States or Estonia to obtain such benefits of the
proposed treaty with respect to their country of residence or citi-
zenship.

In addition, the saving clause does not apply to the following
benefits conferred by one of the countries upon individuals who nei-
ther are citizens of that country nor have been admitted for perma-
nent residence in that country. Under this set of exceptions to the
saving clause, the specified treaty benefits are available to, for ex-
ample, an Estonian citizen who spends enough time in the United
States to be taxed as a U.S. resident but who has not acquired U.S.
permanent residence status (i.e., does not hold a “green card”). The
benefits that are covered under this set of exceptions are the ex-
emptions from host country tax for certain compensation from gov-
ernment service (Article 19), certain income received by students,
trainees, or researchers (Article 20), and certain income of dip-
lomats and consular members (Article 27).

Article 2. Taxes Covered

The proposed treaty generally applies to the income taxes of the
United States and Estonia. However, Article 24 (Nondiscrimina-
tion) is applicable to all taxes imposed at all levels of government,
including State and local taxes. Moreover, Article 26 (Exchange of
Information and Administrative Assistance) generally is applicable
to all national-level taxes, including, for example, estate and gift
taxes.

In the case of the United States, the proposed treaty applies to
the Federal income taxes imposed by the Code and the excise taxes
imposed with respect to investment income of private foundations,
but excludes the accumulated earnings tax, the personal holding
company tax, and social security taxes.

In the case of Estonia, the proposed treaty applies to the income
tax (tulumaks) (but excluding the tax on insurance companies pro-
vided in paragraph 35 of the Estonian income tax law) and the
local income tax (kohalik tulumaks).

The proposed treaty also contains a rule generally found in U.S.
income tax treaties which provides that the proposed treaty applies
to any identical or substantially similar taxes that may be imposed
subsequently in addition to or in place of the taxes covered. The
proposed treaty obligates the competent authority of each country
to notify the competent authority of the other country of any sig-
nificant changes in its internal tax laws or of any official published
materials concerning the application of the treaty, including expla-
nations, regulations, rulings, or judicial decisions. The Technical
Explanation states that this requirement relates to changes that
are significant to the operation of the proposed treaty.
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Article 3. General Definitions

The proposed treaty provides definitions of a number of terms for
purposes of the proposed treaty. Certain of the standard definitions
found in most U.S. income tax treaties are included in the proposed
treaty.

The term “United States” means the United States of America,
but does not include Puerto Rico, the Virgin Islands, Guam, or any
other U.S. possession or territory. When used in the geographical
sense, the term “United States” also includes the territorial sea of
the United States, and for certain purposes, the definition is ex-
tended to include the sea bed and subsoil of undersea areas adja-
cent to the territorial sea of the United States. This extension ap-
plies to the extent that the United States exercises sovereignty in
accordance with international law for the purpose of natural re-
source exploration and exploitation of such areas. This extension of
the definition applies, however, only if the person, property, or ac-
tivity to which the proposed treaty is being applied is connected
with such natural resource exploration or exploitation. Thus, the
Technical Explanation concludes that the term “United States”
would not include any activity involving the sea floor of an area
over which the United States exercised sovereignty for natural re-
source purposes if that activity was unrelated to the exploration
and exploitation of natural resources.

The term “Estonia” means the Republic of Estonia and, when
used in the geographical sense, means the territory of the Republic
of Estonia and any other area adjacent to the territorial waters of
the Republic of Estonia within which under the laws of Estonia
and in accordance with international law, the rights of Estonia may
be exercised with respect to the sea bed and its sub-soil and their
natural resources.

The term “person” includes an individual, an estate, a trust, a
partnership, a company, and any other body of persons.

A “company” under the proposed treaty is any body corporate or
any entity which is treated as a body corporate for tax purposes.

The terms “enterprise of a Contracting State” and “enterprise of
the other Contracting State” mean, respectively, an enterprise car-
ried on by a resident of a Contracting State and an enterprise car-
ried on by a resident of the other Contracting State. The proposed
treaty does not define the term “enterprise.” However, despite the
absence of a clear, generally accepted meaning, the Technical Ex-
planation states that the term is understood to refer to any activity
or set of activities that constitute a trade or business. The terms
“a Contracting State” and “the other Contracting State” mean the
United States or Estonia, according to the context in which such
terms are used.

The proposed treaty defines “international traffic” as any trans-
port by a ship or aircraft operated by an enterprise of a treaty
country, except when the transport is solely between places in the
other treaty country. Accordingly, with respect to an Estonian en-
terprise, purely domestic transport within the United States does
not constitute “international traffic.”

The U.S. “competent authority” is the Secretary of the Treasury
or his delegate. The U.S. competent authority function has been
delegated to the Commissioner of Internal Revenue, who has re-
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delegated the authority to the Assistant Commissioner (Inter-
national). On interpretative issues, the latter acts with the concur-
rence of the Associate Chief Counsel (International) of the IRS. The
Estonian “competent authority” is the Minister of Finance or his
authorized representatives.

The term “national” means (1) any individual possessing the na-
tionality of a treaty country; and (2) any legal person, partnership,
or association deriving its status as such from the laws in force in
a treaty country.

The proposed treaty also contains the standard provision that,
unless the context otherwise requires or the competent authorities
agree to a common meaning, all terms not defined in the treaty
have the meaning pursuant to the respective laws of the country
that is applying the treaty. Where a term is defined both under a
country’s tax law and under a non-tax law, the definition in the tax
law is to be used in applying the proposed treaty.

Article 4. Resident

The assignment of a country of residence is important because
the benefits of the proposed treaty generally are available only to
a resident of one of the treaty countries as that term is defined in
the proposed treaty. Furthermore, issues arising because of dual
residency, including situations of double taxation, may be avoided
by the assignment of one treaty country as the country of residence
when under the internal laws of the treaty countries a person is
a resident of both countries.

Internal taxation rules

United States

Under U.S. law, the residence of an individual is important be-
cause a resident alien, like a U.S. citizen, is taxed on his or her
worldwide income, while a nonresident alien is taxed only on cer-
tain U.S.-source income and on income that is effectively connected
with a U.S. trade or business. An individual who spends sufficient
time in the United States in any year or over a three-year period
generally is treated as a U.S. resident. A permanent resident for
immigration purposes (i.e., a “green card” holder) also is treated as
a U.S. resident.

Under U.S. law, a company is taxed on its worldwide income if
it is a “domestic corporation.” A domestic corporation is one that
is created or organized in the United States or under the laws of
the United States, a State, or the District of Columbia.

Estonia

Individuals are considered to be residents of Estonia if they stay
in Estonia 183 days or more during the taxable period, if they have
a permanent place of residence in Estonia, or if they are persons
employed in the public service of Estonia and sent abroad. Under
Estonian law, residents are subject to tax on their worldwide in-
come, while nonresident individuals are subject to tax only on in-
come earned in Estonia.

A corporation is resident in Estonia if it is founded or formed
under Estonian law. Estonian resident companies are subject to
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taxation on their worldwide income. Nonresident companies are
taxed only on income earned in Estonia.

Proposed treaty rules

The proposed treaty specifies rules to determine whether a per-
son is a resident of the United States or Estonia for purposes of
the proposed treaty. The rules generally are consistent with the
rules of the U.S. model.

The proposed treaty generally defines “resident of a Contracting
State” to mean any person who, under the laws of that country, is
liable to tax in that country by reason of the person’s residence,
domicile, citizenship, place of management, place of incorporation,
or any other criterion of a similar nature. The term “resident of a
Contracting State” does not include any person that is liable to tax
in that country only on income from sources in that country. Ac-
cording to the Technical Explanation, the reference in the proposed
treaty to persons “liable to tax” in a country is interpreted as refer-
ring to those persons subject to the taxation laws of such country;
the reference therefore includes REITs that are subject to the tax
laws of a country (even though such organizations generally do not
pay tax). The determination of whether a citizen or national is con-
sidered a resident of the United States or Estonia is made based
on the principles of the treaty tie-breaker rules described below.

The proposed treaty provides that the income of a partnership,
estate, or trust is considered to be the income of a resident of one
of the treaty countries only to the extent that such income is sub-
ject to tax in that country as the income of a resident, either in its
hands or in the hands of its partners or beneficiaries. Under this
provision, for example, if the U.S. partners’ share of the income of
a U.S. partnership is only one-half, the proposed treaty’s limita-
tions on withholding tax rates would apply to only one-half of the
Estonian source income paid to the partnership.

The proposed treaty provides that an individual who is a resident
(as defined above) of a treaty country due to his or her citizenship
or permanent residency (i.e., a “green card” holder), and is not a
resident of the other treaty country, will be considered a resident
of the first treaty country only if he or she has a substantial pres-
ence, permanent home, or habitual abode in such country.

The proposed treaty also considers a resident to include (1) a
treaty country, political subdivision, or a local authority thereof,
and any agency or instrumentality of the treaty country, subdivi-
sion, or local authority; and (2) a legal person organized under the
laws of a treaty country and that is generally exempt from tax in
the treaty country because it is established and maintained either
(i) exclusively for a religious, charitable, educational, scientific, or
other similar purpose; or (ii) to provide pensions or other similar
benefits to employees pursuant to a plan. The Technical Expla-
nation states that the term “similar benefits” is intended to encom-
pass employee benefits such as health and disability benefits.

A set of “tie-breaker” rules is provided to determine residence in
the case of an individual who, under the basic residence definition,
would be considered to be a resident of both countries. Under these
rules, an individual is deemed to be a resident of the country in
which he or she has a permanent home available. If the individual
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has a permanent home in both countries, the individual’s residence
is deemed to be the country with which his or her personal and eco-
nomic relations are closer (i.e., his or her “center of vital inter-
ests”). If the country in which the individual has his or her center
of vital interests cannot be determined, or if he or she does not
have a permanent home available in either country, he or she is
deemed to be a resident of the country in which he or she has an
habitual abode. If the individual has an habitual abode in both
countries or in neither country, he or she is deemed to be a resi-
dent of the country of which he or she is a national. If the indi-
vidual is a national of both countries or neither country, the com-
petent authorities of the countries will settle the question of resi-
dence by mutual agreement.

If a company would be a resident of both countries under the
basic definition in the proposed treaty, the competent authorities of
the countries will attempt to settle the question of residence by
mutual agreement. If a mutual agreement cannot be reached, the
company will not be considered to be a resident of either country
for purposes of enjoying benefits under the proposed treaty.

In the case of any person other than an individual or a company
that would be a resident of both countries under the basic defini-
tion in the proposed treaty, the proposed treaty requires the com-
petent authorities to settle the issue of residence by mutual agree-
ment and to determine the mode of application of the proposed
treaty to such person.

Article 5. Permanent Establishment

The proposed treaty contains a definition of the term “permanent
establishment” that generally follows the pattern of other recent
U.S. income tax treaties, the U.S. model, and the OECD model.

The permanent establishment concept is one of the basic devices
used in income tax treaties to limit the taxing jurisdiction of the
host country and thus to mitigate double taxation. Generally, an
enterprise that is a resident of one country is not taxable by the
other country on its business profits unless those profits are attrib-
utable to a permanent establishment of the resident in the other
country. In addition, the permanent establishment concept is used
to determine whether the reduced rates of, or exemptions from, tax
provided for dividends, interest, and royalties apply, or whether
those items of income will be taxed as business profits.

In general, under the proposed treaty, a permanent establish-
ment is a fixed place of business through which the business of an
enterprise is wholly or partly carried on. A permanent establish-
ment includes a place of management, a branch, an office, a fac-
tory, a workshop, a mine, an oil or gas well, a quarry, or any other
place of extraction of natural resources. It also includes a building
site or a construction or installation project, or an installation or
drilling rig or ship used for the exploration or exploitation of nat-
ural resources, if the site, project, rig, or ship continues for more
than six months. The Technical Explanation states that the six-
month test applies separately to each individual site or project,
with a series of contracts or projects that are interdependent both
commercially and geographically treated as a single project. The
Technical Explanation further states that if the six-month thresh-
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old is exceeded, the site or project constitutes a permanent estab-
lishment as of the first day that work in the country began. The
U.S. model contains similar rules, but the threshold period is
twelve months rather than six months.

Under the proposed treaty, the following activities are deemed
not to constitute a permanent establishment: (1) the use of facili-
ties solely for storing, displaying, or delivering goods or merchan-
dise belonging to the enterprise; (2) the maintenance of a stock of
goods or merchandise belonging to the enterprise solely for storage,
display, or delivery or solely for processing by another enterprise;
(8) the maintenance of a fixed place of business solely for the pur-
chase of goods or merchandise or for the collection of information
for the enterprise; and (4) the maintenance of a fixed place of busi-
ness solely for the purpose of carrying on for the enterprise any
other activity of a preparatory or auxiliary character.

Under the U.S. model, the maintenance of a fixed place of busi-
ness solely for any combination of the above-listed activities does
not constitute a permanent establishment. Under the proposed
treaty (as under the OECD model), a fixed place of business used
solely for any combination of these activities does not constitute a
permanent establishment, provided that the overall activity of the
fixed place of business is of a preparatory or auxiliary character.
In this regard, the Technical Explanation states that it is assumed
that a combination of preparatory or auxiliary activities generally
will also be of a character that is preparatory or auxiliary.

Under the proposed treaty, if a person, other than an inde-
pendent agent, is acting in a treaty country on behalf of an enter-
prise of the other country and has, and habitually exercises, the
authority to conclude contracts in the name of such enterprise, the
enterprise is deemed to have a permanent establishment in the
first country in respect of any activities undertaken for that enter-
prise. This rule does not apply where the contracting authority is
limited to the activities listed above, such as storage, display, or de-
livery of merchandise, which are excluded from the definition of a
permanent establishment.

Under the proposed treaty, no permanent establishment is
deemed to arise if the agent is a broker, general commission agent,
or any other agent of independent status, provided that the agent
is acting in the ordinary course of its business. However, an agent
will not be considered as independent if its activities are devoted
wholly or almost wholly on behalf of an enterprise and the condi-
tions between the agent and the enterprise differ from those which
would be made between independent persons (i.e., the agent and
the enterprise are not operating at arms length). In such a case,
the rules in the preceding paragraph will apply. The Technical Ex-
planation states that whether an enterprise and an agent are inde-
pendent is a factual determination, a relevant factor of which in-
cludes the extent to which the agent bears business risk.

The proposed treaty provides that the fact that a company that
is a resident of one country controls or is controlled by a company
that is a resident of the other country or that engages in business
in the other country (whether through a permanent establishment
or otherwise) does not of itself cause either company to be a perma-
nent establishment of the other.
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Article 6. Income From Immovable (Real) Property

This article covers income from real property. The rules covering
gains from the sale of real property are in Article 13 (Capital
Gains).

Under the proposed treaty, income derived by a resident of one
country from immovable (real) property situated in the other coun-
try may be taxed in the country where the property is located. This
rule is consistent with the rules in the U.S. and OECD models. For
this purpose, income from immovable (real) property includes in-
come from agriculture or forestry.

The term “immovable (real) property” has the meaning which it
has under the law of the country in which the property in question
is situated. In the case of the United States, the term “real prop-
erty” is defined in Treas. Reg. sec. 1.897—1(b). The proposed treaty
specifies that the term in any case includes: property accessory to
immovable (real) property; livestock and equipment used in agri-
culture and forestry; rights to which the provisions of general law
respecting landed property apply; any option or similar right to ac-
quire immovable (real) property; usufruct of immovable (real) prop-
erty; and rights to variable or fixed payments relating to the pro-
duction from, or the right to work, mineral deposits, sources, and
other natural resources. Ships, boats, and aircraft are not consid-
ered to be immovable (real) property.

The proposed treaty specifies that the country in which the prop-
erty is situated also may tax income derived from the direct use,
letting, or use in any other form of immovable (real) property. The
rules of Article 6, permitting source country taxation, also apply to
the income from immovable (real) property of an enterprise and to
income from immovable (real) property used for the performance of
independent personal services.

Where the ownership of shares or other corporate rights in a
company entitles the owner to the enjoyment of immovable (real)
property held by the company, any income from the direct use, let-
ting, or use in any other form of this right of enjoyment may be
taxed in the treaty country in which the immovable (real) property
is situated. The Technical Explanation states that this rule is in-
tended to clarify that such income is to be treated as income from
immovable (real) property and not as income from movable prop-
erty, and will likely apply to a shareholder of an apartment rental
cooperative.

The proposed treaty provides that residents of a treaty country
that are liable for tax in the other treaty country on income from
immovable (real) property situated in such other treaty country
may elect to compute the tax on such income on a net basis. In the
case of the U.S. tax, such an election will be binding for the taxable
year of the election and all subsequent taxable years unless the
competent authority of the United States agrees to terminate the
election. U.S. internal law provides such a net-basis election in the
case of income of a foreign person from U.S. real property (Code
secs. 871(d) and 882(d)).
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Article 7. Business Profits

Internal taxation rules

United States

U.S. law distinguishes between the U.S. business income and the
other U.S. income of a nonresident alien or foreign corporation. A
nonresident alien or foreign corporation is subject to a flat 30—per-
cent rate (or lower treaty rate) of tax on certain U.S.-source income
if that income is not effectively connected with the conduct of a
trade or business within the United States. The regular individual
or corporate rates apply to income (from any source) which is effec-
tively connected with the conduct of a trade or business within the
United States.

The treatment of income as effectively connected with a U.S.
trade or business depends upon whether the source of the income
is U.S. or foreign. In general, U.S.-source periodic income (such as
interest, dividends, rents, and wages) and U.S.-source capital gains
are effectively connected with the conduct of a trade or business
within the United States if the asset generating the income is used
in (or held for use in) the conduct of the trade or business or if the
activities of the trade or business were a material factor in the re-
alization of the income. All other U.S.-source income of a person
engaged in a trade or business in the United States is treated as
effectively connected with the conduct of a trade or business in the
United States (under what is referred to as a “force of attraction”
rule).

Foreign-source income generally is effectively connected income
only if the foreign person has an office or other fixed place of busi-
ness in the United States and the income is attributable to that
place of business. Only three types of foreign-source income are
considered to be effectively connected income: rents and royalties
for the use of certain intangible property derived from the active
conduct of a U.S. business; certain dividends and interest either de-
rived in the active conduct of a banking, financing or similar busi-
ness in the United States or received by a corporation the principal
business of which is trading in stocks or securities for its own ac-
count; and certain sales income attributable to a U.S. sales office.
Special rules apply for purposes of determining the foreign-source
income that is effectively connected with a U.S. business of an in-
surance company.

Any income or gain of a foreign person for any taxable year that
is attributable to a transaction in another year is treated as effec-
tively connected with the conduct of a U.S. trade or business if it
would have been so treated had it been taken into account in that
other year (Code sec. 864(c)(6)). In addition, if any property ceases
to be used or held for use in connection with the conduct of a trade
or business within the United States, the determination of whether
any income or gain attributable to a sale or exchange of that prop-
erty occurring within ten years after the cessation of business is ef-
fectively connected with the conduct of a trade or business within
the United States is made as if the sale or exchange occurred im-
mediately before the cessation of business (Code sec. 864(c)(7)).



18

Estonia

Permanent establishments of foreign corporations and non-
resident individuals generally are subject to Estonian tax only on
income derived in Estonia. Business income derived in Estonia by
a foreign corporation or nonresident individual generally is taxed
in the same manner as the income of an Estonian corporation or
resident individual, at a rate of 26 percent.

Proposed treaty limitations on internal law

Under the proposed treaty, business profits of an enterprise of
one of the countries are taxable in the other country only to the
extent that they are attributable to a permanent establishment in
the other country through which the enterprise carries on business.
This is one of the basic limitations on a country’s right to tax in-
come of a resident of the other country. The rule is similar to those
contained in the U.S. and OECD models.

Under certain circumstances, the business profits of an enter-
prise of one country may be taxable in the other country even
though the permanent establishment was not involved in the gen-
eration of such profits if two conditions are met. First, the profits
must be derived either from the sale of goods or merchandise of the
same or similar kind as those sold through the permanent estab-
lishment or from other business activities of the same or similar
kind as those effected through the permanent establishment. Sec-
ond, it must be established that the sale or activities were struc-
tured in a manner intended to avoid taxation in the country in
which the permanent establishment is located. Taxation by the
source country of this category of profits represents a limited force
of attraction rule that is similar to, but narrower than, the rules
found in the U.N. model and Code section 864(c)(3). The intent of
the provision is to permit the source country to tax the income de-
rived from sales or other business activities within its borders by
the home office of the enterprise if such sales or activities are the
same as or similar to sales or activities conducted there by the per-
manent establishment. Such profits may not be taxed by the source
country, however, unless it is established that the transactions
were structured to avoid such tax.

The taxation of business profits under the proposed treaty differs
from U.S. internal law rules for taxing business profits primarily
by requiring more than merely being engaged in a trade or busi-
ness before a country can tax business profits and by substituting
an “attributable to” standard for the Code’s “effectively connected”
standard. Under the proposed treaty, some level of fixed place of
business would have to be present and the business profits gen-
erally would have to be attributable to that fixed place of business
(or subject to the limited force of attraction rule described above).

The proposed treaty provides that there will be attributed to a
permanent establishment the business profits which it might be ex-
pected to make if it were a distinct and independent enterprise en-
gaged in the same or similar activities under the same or similar
conditions. The Technical Explanation states that this rule permits
the use of methods other than separate accounting to estimate the
arm’s-length profits of a permanent establishment where it is nec-
essary to do so for practical reasons, such as when the affairs of
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the permanent establishment are so closely bound up with those of
the head office that it would be impossible to disentangle them on
any strict basis of accounts.

In computing taxable business profits, the proposed treaty pro-
vides that deductions are allowed for expenses, wherever incurred,
which are incurred for the purposes of the permanent establish-
ment. These deductions include a reasonable allocation of research
and development expenses, interest, and other similar expenses
and executive and general administrative expenses. The Technical
Explanation states that this rule permits (but does not require)
each treaty country to apply the type of expense allocation rules
provided by U.S. law (such as in Treas. Reg. secs. 1.861-8 and
1.882-5).

The Technical Explanation clarifies that deductions will not be
allowed for expenses charged to a permanent establishment by an-
other unit of the enterprise. Thus, a permanent establishment may
not deduct a royalty deemed paid to the head office.

Unlike the U.S. model or the OECD model, the proposed treaty
allows each treaty country, consistent with its internal law, to im-
pose limitations on the deductions taken by the permanent estab-
lishment as long as the limitations are consistent with the concept
of net income (e.g., partially disallowed entertainment expenses).

In cases where the information available to the competent au-
thority is not adequate to measure accurately the profits of a per-
manent establishment, the tax authorities of a treaty country may
apply the provisions of their internal law in determining the tax li-
ability of such permanent establishment. This rule applies provided
that, on the basis of available information, the determination of the
profits of the permanent establishment is consistent with the prin-
ciples of this article.

Business profits are not attributed to a permanent establishment
merely by reason of the purchase of goods or merchandise by the
permanent establishment for the enterprise. Thus, where a perma-
nent establishment purchases goods for its head office, the business
profits attributed to the permanent establishment with respect to
its other activities are not increased by a profit element in its pur-
chasing activities.

The proposed treaty requires the determination of business prof-
its of a permanent establishment to be made in accordance with
the same method year by year unless a good and sufficient reason
to the contrary exists. For purposes of the proposed treaty, the
term “business profits” means profits derived from any trade or
business, including profits from manufacturing, mercantile, fishing,
transportation, communications, or extractive activities. Also in-
cluded are profits from the furnishing of personal services of an-
other person, including the furnishing by a company of the per-
sonal services of its employees. Business profits, however, do not
include income received by an individual for his performance of
personal services either as an employee or in an independent ca-
pacity.

Where business profits include items of income that are dealt
with separately in other articles of the proposed treaty, those other
articles, and not the business profits article, govern the treatment
of those items of income (except where such other articles specifi-
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cally provide to the contrary). Thus, for example, dividends are
taxed under the provisions of Article 10 (Dividends), and not as
business profits, except as specifically provided in Article 10.

The proposed treaty provides that, for purposes of the taxation
of business profits, income may be attributable to a permanent es-
tablishment (and therefore may be taxable in the source country)
even if the payment of such income is deferred until after the per-
manent establishment or fixed base has ceased to exist. This rule
incorporates into the proposed treaty the rule of Code section
864(c)(6) described above. This rule applies with respect to business
profits (Article 7, paragraphs 1 and 2), dividends (Article 10, para-
graph 4), interest (Article 11, paragraph 5), royalties (Article 12,
paragraph 4), capital gains (Article 13, paragraph 3), independent
personal services income (Article 14), and other income (Article 21,
paragraph 2).

Article 8. Shipping and Air Transport

Article 8 of the proposed treaty covers income from the operation
or rental of ships, aircraft, and containers in international traffic.
The rules governing income from the disposition of ships, aircraft,
and containers are in Article 13 (Capital Gains).

The United States generally taxes the U.S.-source income of a
foreign person from the operation of ships or aircraft to or from the
United States. An exemption from U.S. tax is provided if the in-
come is earned by a corporation that is organized in, or an alien
individual who is resident in, a foreign country that grants an
equivalent exemption to U.S. corporations and residents. The
United States has entered into agreements with a number of coun-
tries providing such reciprocal exemptions.

Under the proposed treaty, profits which are derived by an enter-
prise of one country from the operation in international traffic of
ships or aircraft (“shipping profits”) are taxable only in that coun-
try, regardless of the existence of a permanent establishment in the
other country. “International traffic” is defined in Article 3(1)(g)
(General Definitions) as any transport by a ship or aircraft oper-
ated by an enterprise of a treaty country, except when the trans-
port is solely between places in the other treaty country.

For purposes of the proposed treaty, shipping profits subject to
the rule described in the foregoing paragraph include profits de-
rived from the rental of ships or aircraft on a full (time or voyage)
basis (i.e., with crew). It also includes profits from the rental of
ships or aircraft on a bareboat basis (i.e., without crew) by an en-
terprise engaged in the operation of ships or aircraft in inter-
national traffic, if such rental activities are incidental to the activi-
ties from the operation of ships or aircraft in international traffic.
The Technical Explanation states that such rental profits from
bareboat leasing that are not incidental to the operation of ships
or aircraft in international traffic are treated as royalties (Article
12) or as business profits (Article 7). Profits derived by an enter-
prise from the inland transport of property or passengers within ei-
ther treaty country are treated as profits from the operation of
ships or aircraft in international traffic if such transport is under-
taken as part of international traffic by the enterprise.
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The proposed treaty provides that profits of an enterprise of a
country from the use, maintenance, or rental of containers (includ-
ing trailers, barges, and related equipment for the transport of con-
tainers) used in international traffic is exempt from tax in the
other country.

The shipping and air transport provisions of the proposed treaty
apply to profits from participation in a pool, joint business, or inter-
national operating agency. This refers to various arrangements for
international cooperation by carriers in shipping and air transport.

The Technical Explanation states that certain non-transport ac-
tivities that are an integral part of the services performed by a
transport company are understood to be covered by this article of
the proposed treaty.

Article 9. Associated Enterprises

The proposed treaty, like most other U.S. tax treaties, contains
an arm’s-length pricing provision. The proposed treaty recognizes
the right of each country to make an allocation of profits to an en-
terprise of that country in the case of transactions between related
enterprises, if conditions are made or imposed between the two en-
terprises in their commercial or financial relations which differ
from those which would be made between independent enterprises.
In such a case, a country may allocate to such an enterprise the
profits which it would have accrued but for the conditions so im-
posed. This treatment is consistent with the U.S. model.

For purposes of the proposed treaty, an enterprise of one country
is related to an enterprise of the other country if one of the enter-
prises participates directly or indirectly in the management, con-
trol, or capital of the other enterprise. Enterprises are also related
if the same persons participate directly or indirectly in their man-
agement, control, or capital.

Under the proposed treaty, when a redetermination of tax liabil-
ity has been made by one country under the provisions of this arti-
cle, the other country will (after agreeing that the adjustment was
appropriate) make an appropriate adjustment to the amount of tax
paid in that country on the redetermined income. In making such
adjustment, due regard is to be given to other provisions of the pro-
posed treaty, and the competent authorities of the two countries
are to consult with each other if necessary. The proposed treaty’s
saving clause retaining full taxing jurisdiction in the country of
residence or citizenship does not apply in the case of such adjust-
ments. Accordingly, internal statute of limitations provisions do not
prevent the allowance of appropriate correlative adjustments.

This article does not replace the internal law provisions that per-
mit adjustments between related parties when necessary in order
to prevent evasion of taxes or clearly to reflect the income. Adjust-
ments are permitted under internal law provisions even if such ad-
justments are different from, or go beyond, the adjustments author-
ized by this article, provided that such adjustments are consistent
with the general principles of this article permitting adjustments
to reflect arm’s-length terms.
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Article 10. Dividends

Internal taxation rules

United States

The United States generally imposes a 30—percent tax on the
gross amount of U.S.-source dividends paid to nonresident alien in-
dividuals and foreign corporations. The 30—percent tax does not
apply if the foreign recipient is engaged in a trade or business in
the United States and the dividends are effectively connected with
that trade or business. In such a case, the foreign recipient is sub-
ject to U.S. tax on such dividends on a net basis at graduated rates
in the same manner that a U.S. person would be taxed.

Under U.S. law, the term dividend generally means any distribu-
tion of property made by a corporation to its shareholders, either
from accumulated earnings and profits or current earnings and
profits. However, liquidating distributions generally are treated as
payments in exchange for stock and thus are not subject to the 30—
percent withholding tax described above (see discussion of capital
gains in connection with Article 13 below).

Dividends paid by a U.S. corporation generally are U.S.-source
income. Also treated as U.S.-source dividends for this purpose are
portions of certain dividends paid by a foreign corporation that con-
ducts a U.S. trade or business. The U.S. 30—percent withholding
tax imposed on the U.S.-source portion of the dividends paid by a
foreign corporation is referred to as the “second-level” withholding
tax. This second-level withholding tax is imposed only if a treaty
prevents application of the statutory branch profits tax.

In general, corporations are not entitled under U.S. law to a de-
duction for dividends paid. Thus, the withholding tax on dividends
theoretically represents imposition of a second level of tax on cor-
porate taxable income. Treaty reductions of this tax reflect the view
that where the United States already imposes corporate-level tax
on the earnings of a U.S. corporation, a 30—percent withholding
rate may represent an excessive level of source country taxation.
Moreover, the reduced rate of tax often applied by treaty to divi-
dends paid to direct investors reflects the view that the source
country tax on payments of profits to a substantial foreign cor-
porate shareholder may properly be reduced further to avoid double
corporate-level taxation and to facilitate international investment.

A real estate investment trust (“REIT”) is a corporation, trust, or
association that is subject to the regular corporate income tax, but
that receives a deduction for dividends paid to its shareholders if
certain conditions are met. In order to qualify for the deduction for
dividends paid, a REIT must distribute most of its income. Thus,
a REIT is treated, in essence, as a conduit for federal income tax
purposes. Because a REIT is taxable as a U.S. corporation, a dis-
tribution of its earnings is treated as a dividend rather than in-
come of the same type as the underlying earnings. Such distribu-
tions are subject to the U.S. 30—percent withholding tax when paid
to foreign owners.

A REIT is organized to allow persons to diversify ownership in
primarily passive real estate investments. As such, the principal
income of a REIT often is rentals from real estate holdings. Like
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dividends, U.S.-source rental income of foreign persons generally is
subject to the 30—percent withholding tax (unless the recipient
makes an election to have such rental income taxed in the United
States on a net basis at the regular graduated rates). Unlike the
withholding tax on dividends, however, the withholding tax on
rental income generally is not reduced in U.S. income tax treaties.

U.S. internal law also generally treats a regulated investment
company (“RIC”) as both a corporation and a conduit for income tax
purposes. The purpose of a RIC is to allow investors to hold a di-
versified portfolio of securities. Thus, the holder of stock in a RIC
may be characterized as a portfolio investor in the stock held by
the RIC, regardless of the proportion of the RIC’s stock owned by
the dividend recipient.

A foreign corporation engaged in the conduct of a trade or busi-
ness in the United States is subject to a flat 30—percent branch
profits tax on its “dividend equivalent amount.” The dividend
equivalent amount is the corporation’s earnings and profits which
are attributable to its income that is effectively connected with its
U.S. trade or business, decreased by the amount of such earnings
that are reinvested in business assets located in the United States
(or used to reduce liabilities of the U.S. business), and increased by
any such previously reinvested earnings that are withdrawn from
investment in the U.S. business. The dividend equivalent amount
is limited by (among other things) aggregate earnings and profits
accumulated in taxable years beginning after December 31, 1986.

Estonia

Estonia generally imposes a withholding tax on dividend pay-
ments to nonresident shareholders owning less than 25 percent of
the paying company at a rate of 26 percent. Shareholders owning
at least 25 percent of the paying company are not subject to with-
holding tax on dividends received. Estonia does not impose a with-
holding tax with respect to earnings of an Estonian branch of a
nonresident corporation.

Proposed treaty limitations on internal law

Under the proposed treaty, dividends paid by a resident of a
treaty country to a resident of the other country may be taxed in
such other country. Dividends paid by a resident of a treaty coun-
try and beneficially owned by a resident of the other country may
also be taxed by the country in which the payor is resident, but the
rate of such tax is limited. Under the proposed treaty, source coun-
try taxation (i.e., taxation by the country in which the payor is resi-
dent) generally is limited to 5 percent of the gross amount of the
dividend if the beneficial owner of the dividend is a company which
owns at least 10 percent of the voting shares of the payor company.
The source country dividend withholding tax generally is limited to
15 percent of the gross amount of the dividends beneficially owned
by residents of the other country in all other cases. The proposed
treaty provides that these rules do not affect the taxation of the
paying company on the profits out of which the dividends are paid.

Under the proposed treaty, dividends paid by a U.S. RIC are eli-
gible only for the limitation that applies the 15-percent rate, re-
gardless of the beneficial owner’s percentage ownership in such en-



24

tity. Dividends paid by a U.S. REIT are not eligible for the 5-per-
cent rate. Moreover, such REIT dividends are eligible for the 15-
percent rate only if the dividend is beneficially owned by an indi-
vidual who holds less than a 10—percent interest in the U.S. REIT.
Otherwise, dividends paid by a U.S. REIT are subject to U.S. tax-
ation at the full 30—percent statutory rate.

The proposed treaty defines a “dividend” to include income from
shares or other rights, not being debt-claims, participating in prof-
its, as well as income from other corporate rights which is subject
to the same taxation treatment as income from shares by the inter-
nal laws of the treaty country of which the company making the
distribution is a resident. The term further includes income from
arrangements, including debt obligations, carrying the right to par-
ticipate in profits, to the extent so characterized under the law of
the treaty country in which the income arises.

The proposed treaty’s reduced rates of tax on dividends do not
apply if the beneficial owner of the dividend carries on business
through a permanent establishment in the source country and the
dividends are attributable to the permanent establishment. Divi-
dends attributable to a permanent establishment are taxed as busi-
ness profits (Article 7). The proposed treaty’s reduced rates of tax
on dividends also do not apply if the beneficial owner of the divi-
dend is a nonresident who performs independent personal services
from a fixed base located in the source country and such dividends
are attributable to the fixed base. In such a case, the dividends at-
tributable to the fixed base are taxed as income from the perform-
ance of independent personal services (Article 14). Under the pro-
posed treaty, these rules also apply if the permanent establishment
or fixed base no longer exists when the dividends are paid but such
dividends are attributable to the former permanent establishment
or fixed base.

The proposed treaty permits the imposition of a branch profits
tax, but limits the rate of such tax to 5 percent. The branch profits
tax may be imposed on a company that is a resident of a treaty
country and has a permanent establishment in the other treaty
country or is subject to tax in the other treaty country on a net
basis on its income from immovable (real) property (Article 6) or
capital gains (Article 13). Such tax may be imposed only on the
portion of the business profits attributable to such permanent es-
tablishment, or the portion of such immovable (real) property in-
come or capital gains, that represents the “dividend equivalent
amount.” The Technical Explanation states that the term “dividend
equivalent amount” has the same meaning that it has under Code
section 884, as amended from time to time, provided the amend-
ments are consistent with the purpose of the branch profits tax.

Where a treaty country resident derives profits or income from
the other treaty country, the proposed treaty provides that such
other country cannot impose any tax on the dividends paid by such
resident. Thus, the United States cannot impose its “secondary”
withholding tax on dividends paid by an Estonian company out of
its earnings and profits from the United States. An exception to
this provision is provided in cases where the dividends are paid to
a resident of the other treaty country or are attributable to a per-
manent establishment or a fixed base situated in such other treaty
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country (even if the dividends paid consist wholly or partly of prof-
its arising in such other country).

Article 11. Interest
Internal taxation rules

United States

Subject to several exceptions (such as those for portfolio interest,
bank deposit interest, and short-term original issue discount), the
United States imposes a 30—percent withholding tax on U.S.-source
interest paid to foreign persons under the same rules that apply to
dividends. U.S.-source interest, for purposes of the 30—percent tax,
generally is interest on the debt obligations of a U.S. person, other
than a U.S. person that meets specified foreign business require-
ments. Also subject to the 30—percent tax is interest paid by the
U.S. trade or business of a foreign corporation. A foreign corpora-
tion is subject to a branch-level excess interest tax with respect to
certain “excess interest” of a U.S. trade or business of such corpora-
tion; under this rule, an amount equal to the excess of the interest
deduction allowed with respect to the U.S. business over the inter-
est paid by such business is treated as if paid by a U.S. corporation
to a foreign parent and therefore is subject to the 30—percent with-
holding tax.

Portfolio interest generally is defined as any U.S.-source interest
that is not effectively connected with the conduct of a trade or busi-
ness if such interest (1) is paid on an obligation that satisfies cer-
tain registration requirements or specified exceptions thereto and
(2) is not received by a 10—percent owner of the issuer of the obliga-
tion, taking into account shares owned by attribution. However, the
portfolio interest exemption does not apply to certain contingent in-
terest income.

If an investor holds an interest in a fixed pool of real estate
mortgages that is a real estate mortgage interest conduit
(“REMIC”), the REMIC generally is treated for U.S. tax purposes
as a pass-through entity and the investor is subject to U.S. tax on
a portion of the REMIC’s income (which, generally is interest in-
come). If the investor holds a so-called “residual interest” in the
REMIC, the Code provides that a portion of the net income of the
REMIC that is taxed in the hands of the investor—referred to as
the investor’s “excess inclusion”—may not be offset by any net op-
erating losses of the investor, must be treated as unrelated busi-
ness income if the investor is an organization subject to the unre-
lated business income tax, and is not eligible for any reduction in
the 30—percent rate of withholding tax (by treaty or otherwise) that
would apply if the investor were otherwise eligible for such a rate
reduction.

Estonia

Estonia does not impose a withholding tax on interest paid by
resident banks. Other interest is taxed at the normal withholding
tax rate of 26 percent.
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Proposed treaty limitations on internal law

The proposed treaty provides that interest arising in one of the
countries and beneficially owned by a resident of the other country
generally may be taxed by both countries. This is contrary to the
position of the U.S. model which provides for an exemption from
source country tax for interest beneficially owned by a resident of
the other country.

The proposed treaty limits the rate of source country tax that
may be imposed on interest income. Under the proposed treaty, if
the beneficial owner of interest is a resident of the other country,
the source country tax on such interest generally may not exceed
10 percent of the gross amount of such interest. This rate is higher
than the U.S. model rate, which is zero.

The proposed treaty provides for a complete exemption from
source country withholding tax in the case of interest arising in a
treaty country and (1) derived and beneficially owned by the Gov-
ernment of the other treaty country, including political subdivisions
and local authorities thereof, (2) derived and beneficially owned by
the Central Bank or any financial institution wholly owned by the
Government, or (3) derived on loans guaranteed or insured by the
Government, subdivision, authority, or institution. The Technical
Explanation states that the second exemption refers to the Central
Bank of Estonia or any Federal Reserve Bank of the United States
and that the third exemption refers to loans guaranteed or insured
by the U.S. Export-Import Bank and the Overseas Private Invest-
ment Corporation. A further complete exemption from source coun-
try withholding applies to interest beneficially owned by an enter-
prise of a treaty country that is paid with respect to indebtedness
arising as a consequence of the sale on credit by an enterprise of
the other treaty country of any merchandise, or industrial, commer-
cial, or scientific equipment to an enterprise of the first treaty
country, except where the sale on credit is between related persons.

The proposed treaty provides two anti-abuse exceptions to the
general source-country reduction in tax discussed above. The first
exception relates to “contingent interest” payments. If interest is
paid by a source-country resident to a resident of the other country
and is determined by reference to (1) the receipts, sales, income,
profits, or the cash flow of the debtor or a related person, (2) any
change in the value of any property of the debtor or a related per-
son, or (3) to any dividend, partnership distribution or similar pay-
ment made by the debtor to a related person, such interest may be
taxed in the source country in accordance with its internal laws.
However, if the beneficial owner is a resident of the other country,
such interest may not be taxed at a rate exceeding 15 percent (i.e.,
the rate prescribed in paragraph 2(b) of Article 10 (Dividends)).
The second anti-abuse exception provides that the reduction in and
exemption from source country tax do not apply to excess inclu-
sions with respect to a residual interest in a U.S. REMIC. Such in-
come may be taxed in accordance with U.S. domestic law.

The proposed treaty defines the term “interest” as income from
debt claims of every kind, whether or not secured by a mortgage
and whether or not carrying a right to participate in the debtor’s
profits. In particular, it includes income from government securi-
ties and from bonds or debentures, including premiums or prizes



27

attaching to such securities, bonds, or debentures. The proposed
treaty includes in the definition of interest any other income that
is treated as interest by the domestic law of the country in which
the income arises. Penalty charges for late payment are not re-
garded as interest for purposes of this article. The proposed treaty
provides that the term “interest” does not include amounts treated
as dividends under Article 10 (Dividends).

The proposed treaty’s reductions in source country tax on inter-
est do not apply if the beneficial owner carries on business in the
source country through a permanent establishment located in that
country and the interest is attributable to that permanent estab-
lishment. In such an event, the interest is taxed as business profits
(Article 7). The proposed treaty’s reduced rates of tax on interest
also do not apply if the beneficial owner is a treaty country resi-
dent who performs independent personal services from a fixed base
located in the other treaty country and such interest is attributable
to the fixed base. In such a case, the interest attributable to the
fixed base is taxed as income from the performance of independent
personal services (Article 14). These rules also apply if the perma-
nent establishment or fixed base no longer exists when the interest
is paid but such interest is attributable to the former permanent
establishment or fixed base.

The proposed treaty provides that interest is treated as arising
in a treaty country if the payor is a resident of that country.4 If,
however, the interest expense is borne by a permanent establish-
ment or a fixed base, the interest will have as its source the coun-
try in which the permanent establishment or fixed base is located,
regardless of the residence of the payor. Thus, for example, if a
French resident has a permanent establishment in Estonia and
that French resident incurs indebtedness to a U.S. person, the in-
terest on which is borne by the Estonian permanent establishment,
the interest would be treated as having its source in Estonia.

The proposed treaty addresses the issue of non-arm’s-length in-
terest charges between related parties (or parties otherwise having
a special relationship) by providing that the amount of interest for
purposes of applying this article is the amount of interest that
would have been agreed upon by the payor and the beneficial
owner in the absence of the special relationship. Any amount of in-
terest paid in excess of such amount is taxable according to the
laws of each country, taking into account the other provisions of
the proposed treaty. For example, excess interest paid by a sub-
sidiary corporation to its parent corporation may be treated as a
dividend under local law and thus be subject to the provisions of
Article 10 (Dividends).

The proposed treaty permits the United States to impose its
branch level interest tax on an Estonian corporation. The base of
this tax is the excess, if any, of (1) the interest deductible in com-
puting the profits of the corporation that are subject to tax and ei-
ther attributable to a permanent establishment or subject to tax
under Article 6 (Income From Immovable (Real) Property) or Arti-
cle 13 (Capital Gains) over (2) the interest paid by or from the per-

4This is consistent with the source rules of U.S. law, which provide as a general rule that
interest income has as its source the country in which the payor is resident.
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manent establishment or trade or business. Such excess interest
will be deemed to arise in the United States and be beneficially
owned by the Estonian corporation for purposes of applying the re-
duced witholding rates under this article.

Article 12. Royalties
Internal taxation rules

United States

Under the same system that applies to dividends and interest,
the United States imposes a 30—percent withholding tax on U.S.-
source royalties paid to foreign persons. U.S.-source royalties in-
clude royalties for the use of or the right to use intangible property
in the United States.

Estonia

Estonia generally imposes a withholding tax on royalties paid to
foreign corporations and nonresident individuals at a rate of 15
percent. However, rental payments, including payments for the use
of industrial, commercial, or scientific equipment are taxed at a
rate of 5 percent.

Proposed treaty limitations on internal law

The proposed treaty provides that royalties arising in a treaty
country and beneficially owned by a resident of the other country
may be taxed by that other country. In addition, the proposed trea-
ty allows the country where the royalties arise (the “source coun-
try”) to tax such royalties. However, if the beneficial owner of the
royalties is a resident of the other country, the source country tax
generally may not exceed 10 percent of the gross royalties. This
10—percent rate is higher than the rate permitted under most U.S.
treaties and the U.S. and OECD models. The U.S. and OECD mod-
els generally exempt royalties from source country taxation. The
proposed treaty further provides that the source country tax on cer-
tain amounts treated as royalties may not exceed 5 percent of the
gross royalties. This 5—percent limitation applies to payments of
any kind in consideration for the use of industrial, commercial, or
scientific equipment.

For purposes of the proposed treaty, the term “royalties” means
payments of any kind received as consideration for the use of, the
right to use, or the sale (which is contingent on the productivity,
use, or further disposition) of any copyright of literary, artistic, or
scientific work (including computer software, cinematographic films
and films or tapes and other means of image or sound reproduction
for radio or television broadcasting), patent, trademark, design or
model, plan, secret formula, or process. The term also includes con-
sideration for the use of, or the right to use, industrial, commercial,
or scientific equipment, or for information concerning industrial,
commercial, or scientific experience. According to the Technical Ex-
planation, it is understood that whether payments with respect to
computer software are treated as royalties or as business profits
will depend on the facts and circumstances of the particular trans-
action. The Technical Explanation also states that it is understood
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that payments with respect to transfers of “shrink wrap” computer
software will be treated as business profits.

The reduced rates of tax on royalties do not apply where the ben-
eficial owner is an enterprise that carries on business through a
permanent establishment in the source country, and the royalties
are attributable to the permanent establishment. In that event, the
royalties are taxed as business profits (Article 7). The proposed
treaty’s reduced rates of tax on royalties also do not apply if the
beneficial owner is a treaty country resident who performs inde-
pendent personal services from a fixed base located in the other
treaty country and such royalties are attributable to the fixed base.
In such a case, the royalties attributable to the fixed base are taxed
as income from the performance of independent personal services
(Article 14). These rules also apply if the permanent establishment
or fixed base no longer exists when the royalties are paid but such
royalties are attributable to the former permanent establishment
or fixed base.

The proposed treaty addresses the issue of non-arm’s-length roy-
alties between related parties (or parties otherwise having a special
relationship) by providing that the amount of royalties for purposes
of applying this article is the amount that would have been agreed
upon by the payor and the beneficial owner in the absence of the
special relationship. Any amount of royalties paid in excess of such
amount is taxable according to the laws of each country, taking
into account the other provisions of the proposed treaty. For exam-
ple, excess royalties paid by a subsidiary corporation to its parent
corporation may be treated as a dividend under local law and thus
be subject to the provisions of Article 10 (Dividends).

The proposed treaty provides source rules for royalties which dif-
fer, in part, from those provided under U.S. internal law. Royalties
are deemed to arise within a country if the payor is a resident of
that country. If, however, the royalty expense is borne by a perma-
nent establishment or fixed base that the payor has in Estonia or
the United States, the royalty has as its source the country in
which the permanent establishment or fixed base is located, re-
gardless of the residence of the payor. Thus, for example, if a
French resident has a permanent establishment in Estonia and
that French resident pays a royalty to a U.S. person which is at-
tributable to the Estonian permanent establishment, then the roy-
alty would be treated as having its source in Estonia. In addition,
the proposed treaty provides that where the preceding rules do not
operate to deem royalties as arising in either the United States or
Estonia, and the royalties relate to the use of, or the right to use,
a right or property in one of those countries, the royalties are
deemed to arise in that country and not in the country of which
the payor is resident.

Finally, notwithstanding the sourcing rules above, payments re-
ceived for the use of containers (including trailers, barges, and re-
lated equipment for the transport of containers) used in the trans-
portation of passengers or property (other than transportation sole-
ly between places in the same treaty country) and not dealt with
in Article 8 (Shipping and Air Transport) will be deemed to arise
in neither treaty country.
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Article 13. Capital Gains

Internal taxation rules

United States

Generally, gain realized by a nonresident alien or a foreign cor-
poration from the sale of a capital asset is not subject to U.S. tax
unless the gain is effectively connected with the conduct of a U.S.
trade or business or, in the case of a nonresident alien, he or she
is physically present in the United States for at least 183 days in
the taxable year. A nonresident alien or foreign corporation is sub-
ject to U.S. tax on gain from the sale of a U.S. real property inter-
est as if the gain were effectively connected with a trade or busi-
ness conducted in the United States. “U.S. real property interests”
include interests in certain corporations if at least 50 percent of the
assets of the corporation consist of U.S. real property.

Estonia

Gains derived by nonresidents from the disposal of Estonian im-
movable and movable property are subject to the normal with-
holding tax of 26 percent. Immovable property includes buildings
and apartments, while movable property includes shares and other
securities issued by resident corporations.

Proposed treaty limitations on internal law

The proposed treaty specifies rules governing when a country
may tax gains from the alienation of property by a resident of the
other country. The rules are generally consistent with those con-
tained in the U.S. model.

Under the proposed treaty, gains derived by a resident of one
treaty country from the alienation of immovable (real) property sit-
uated in the other country may be taxed in the country where the
property is situated. For the purposes of this article, immovable
(real) property in the other country includes (1) immovable (real)
property as defined in Article 6 (Income from Immovable (Real)
Property) situated in the other country, (2) shares of stock of a
company the property of which consists at least 50 percent of im-
movable (real) property situated in the other country, and (3) an
interest in a partnership, trust, or estate, to the extent that its as-
sets consist of immovable (real) property situated in the other coun-
try. In the United States, the term includes a “United States real
property interest.”

Gains from the alienation of movable property that forms a part
of the business property of a permanent establishment which an
enterprise of one country has in the other country, gains from the
alienation of movable property pertaining to a fixed base which is
available to a resident of one country in the other country for the
purpose of performing independent personal services, and gains
from the alienation of such a permanent establishment (alone or
with the whole enterprise) or such a fixed base, may be taxed in
that other country. This rule also applies if the permanent estab-
lishment or fixed base no longer exists when the gains are recog-
nized but such gains relate to the former permanent establishment
or fixed base.
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Gains derived by an enterprise of a treaty country from the
alienation of ships, aircraft, or containers operated in international
traffic (or movable property pertaining to the operation or use of
ships, aircraft, or containers) are taxable only in such country.

Payments that satisfy the definition of royalties are taxable
under the proposed treaty only in accordance with Article 12 (Roy-
alties). The Technical Explanation states that this rule makes clear
that this article does not apply to gains from the sale of any right
or property that would give rise to royalties, to the extent that such
g}ellins ?re contingent on the productivity, use, or further disposition
thereof.

Gains from the alienation of any property other than that dis-
cussed above is taxable under the proposed treaty only in the coun-
try where the person disposing of the property is resident.

Article 14. Independent Personal Services
Internal taxation rules

United States

The United States taxes the income of a nonresident alien indi-
vidual at the regular graduated rates if the income is effectively
connected with the conduct of a trade or business in the United
States by the individual. The performance of personal services
within the United States may constitute a trade or business within
the United States.

Under the Code, the income of a nonresident alien individual
from the performance of personal services in the United States is
excluded from U.S.-source income, and therefore is not taxed by the
United States in the absence of a U.S. trade or business, if the fol-
lowing criteria are met: (1) the individual is not in the United
States for over 90 days during the taxable year, (2) the compensa-
tion does not exceed $3,000, and (3) the services are performed as
an employee of, or under a contract with, a foreign person not en-
gaged in a trade or business in the United States, or are performed
for a foreign office or place of business of a U.S. person.

Estonia

Payments to nonresident individuals for market research, con-
sulting, and intermediation are subject to withholding tax at a rate
of 15 percent. Payments to nonresident artistes and sportsmen are
subject to withholding tax at a rate of 15 percent. Most other pay-
ments to foreign persons are subject to the normal 26 percent with-
holding tax rate.

Proposed treaty limitations on internal law

The proposed treaty limits the right of a country to tax income
from the performance of personal services by a resident of the other
country. Under the proposed treaty, income from the performance
of independent personal services (i.e., services performed as an
independent contractor, not as an employee) is treated separately
from income from the performance of dependent personal services.

Under the proposed treaty, income in respect of professional
services or other activities of an independent character performed
in one country by a resident of the other country is exempt from
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tax in the country where the services are performed (the source
country) unless the individual performing the services has a fixed
base regularly available to him or her in that country for the pur-
pose of performing the services.5 In that case, the source country
is permitted to tax only that portion of the individual’s income
which is attributable to the fixed base. This rule also applies where
the income is received after the fixed base is no longer in existence.
An individual will be deemed to have a fixed base regularly avail-
able in the other country if he or she stays in the source country
for a period or periods exceeding 183 days within a twelve-month
period, commencing or ending in the taxable year concerned. This
latter rule represents a departure from the U.S. model, which
would permit the source country to tax the income from inde-
pendent personal services of a resident of the other country only if
the income is attributable to a fixed base regularly available to the
individual in the source country for the purpose of performing the
activities.

Under the proposed treaty, income that is taxable in the other
country pursuant to this article will be determined in the same
way as professional services income (or other income from activities
of an independent character) of a resident of the other country.
However, the proposed treaty does not require a treaty country to
grant to residents of the other country any personal allowances, re-
liefs, and reductions for taxation purposes on account of civil status
or family responsibilities that it grants to its own residents.

The term “professional services” includes especially independent
scientific, literary, artistic, educational, or teaching activities as
well as the independent activities of physicians, lawyers, engineers,
architects, dentists, and accountants.

Article 15. Dependent Personal Services

Under the proposed treaty, wages, salaries, and other remunera-
tion derived from services performed as an employee in one country
(the source country) by a resident of the other country are taxable
only by the country of residence if three requirements are met: (1)
the individual must be present in the source country for not more
than 183 days in any twelve-month period; (2) the individual is
paid by, or on behalf of, an employer who is not a resident of the
source country; and (3) the compensation must not be borne by a
permanent establishment or fixed base of the employer in the
source country. These limitations on source country taxation are
the same as the rules of the U.S. model and the OECD model.

The proposed treaty contains a special rule that permits remu-
neration derived by a resident of one country in respect of employ-
ment as a member of the regular complement (including the crew)
of a ship or aircraft operated in international traffic by an enter-
prise of the other country to be taxed in that other country. A simi-
lar rule is included in the OECD model. U.S. internal law does not
impose tax on such income of a nonresident alien, even if such per-
son is employed by a U.S. entity.

5According to the Technical Explanation, it is understood that the concept of a fixed base is
analogous to the concept of a permanent establishment.
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This article is subject to the provisions of the separate articles
covering directors’ fees (Article 16), pensions, social security, annu-
ities, alimony, and child support (Article 18), government service
income (Article 19), and income of students, trainees, and research-
ers (Article 20).

Article 16. Directors’ Fees

Under the proposed treaty, directors’ fees and other compensa-
tion derived by a resident of one country in his or her capacity as
a member of the board of directors (or any similar organ) of a com-
pany that is a resident of that other country is taxable in that
other country. The provision is similar to the corresponding rule in
the OECD model. Under this rule, the country in which the com-
pany is resident may tax all of the remuneration paid to non-
resident board members, regardless of where the services are per-
formed. The U.S. model contains a different rule, which provides
that the country of the company’s residence may tax nonresident
directors, but only with respect to remuneration for services per-
formed in that country.

Article 17. Artistes and Sportsmen

Like the U.S. and OECD models, the proposed treaty contains a
separate set of rules that apply to the taxation of income earned
by entertainers (such as theater, motion picture, radio, or television
“artistes” or musicians) and sportsmen. These rules apply notwith-
standing the other provisions dealing with the taxation of income
from personal services (Articles 14 and 15) and are intended, in
part, to prevent entertainers and athletes from using the treaty to
avoid paying any tax on their income earned in one of the coun-
tries.

Under the proposed treaty, income derived by an entertainer or
sportsman who is a resident of one country from his or her per-
sonal activities as such in the other country may be taxed in the
other country if the amount of the gross receipts derived by him
or her from such activities exceeds $20,000 or its equivalent in Es-
tonian kroons. The $20,000 threshold includes reimbursed ex-
penses. Under this rule, if an Estonian entertainer or sportsman
maintains no fixed base in the United States and performs (as an
independent contractor) for one day of a taxable year in the United
States for total compensation of $10,000, the United States could
not tax that income. If, however, that entertainer’s or sportsman’s
total compensation were $30,000, the full amount would be subject
to U.S. tax.

The proposed treaty provides that where income in respect of ac-
tivities exercised by an entertainer or sportsman in his or her ca-
pacity as such accrues not to the entertainer or sportsman but to
another person, that income is taxable by the country in which the
activities are exercised unless it is established that neither the en-
tertainer or sportsman nor persons related to him or her partici-
pated directly or indirectly in the profits of that other person in
any manner, including the receipt of deferred remuneration, bo-
nuses, fees, dividends, partnership distributions, or other distribu-
tions. This provision applies notwithstanding the business profits
and personal service articles (Articles 7, 14, and 15). This provision
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prevents highly-paid entertainers and athletes from avoiding tax in
the country in which they perform by, for example, routing the
compensation for their services through a third entity such as a
personal holding company or a trust located in a country that
would not tax the income.

The proposed treaty provides that these rules do not apply to in-
come derived from activities performed in a country by entertainers
or sportsmen if such activities are wholly or mainly supported by
public funds of the other country or a political subdivision or a local
authority thereof. In such a case, the income is taxable only in the
country in which the entertainer or sportsman is a resident.

Article 18. Pensions, Social Security, Annuities, Alimony,
and Child Support

Under the proposed treaty, pensions and other similar remunera-
tion derived and beneficially owned by a resident of either country
in consideration of past employment, whether paid periodically or
in a lump sum, is subject to tax only in the recipient’s country of
residence. However, the amount of any such pension or remunera-
tion that would be excluded from taxable income in the other coun-
try if the recipient were a resident thereof will be exempt from tax-
ation in the first-mentioned country of residence. These rules are
subject to the provisions of Article 19 (Government Service) with
respect to pensions.

The proposed treaty provides that payments made by one of the
countries under the provisions of the social security or similar leg-
islation of the country to a resident of the other country or to a
U.S. citizen are taxable only by the source country, and not by the
country of residence. The Technical Explanation states that the
term “similar legislation” is intended to include U.S. tier 1 Railroad
Retirement benefits. Consistent with the U.S. model, this rule with
respect to social security payments is an excep