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The Committee on Foreign Relations, to which was referred the
Convention between the Government of the United States of Amer-
ica and the Government of the Republic of Bulgaria for the Avoid-
ance of Double Taxation and the Prevention of Fiscal Evasion with
Respect to Taxes on Income, with accompanying Protocol, signed at
Washington on February 23, 2007, as well as the Protocol Amend-
ing the Convention between the Government of the United States
of America and the Government of the Republic of Bulgaria for the
Avoidance of Double Taxation and the Prevention of Fiscal Evasion
with Respect to Taxes on Income, signed at Sofia on February 26,
2008 (Treaty Doc. 110-18), having considered the same, reports fa-
vorably thereon with one declaration, as indicated in the resolution
of advice and consent, and recommends that the Senate give its ad-
vice and consent to ratification thereof, as set forth in this report
and the accompanying resolution of advice and consent.
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I. PURPOSE

The Convention, as amended by the 2008 Protocol, would pro-
mote and facilitate trade and investment between the United
States and Bulgaria. In particular, the Convention is designed
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principally to reduce tax barriers to cross-border investment, pro-
vide for better exchange of tax information, and facilitate cross-bor-
der tax administration more generally.

II. BACKGROUND

The Convention, the first income tax treaty concluded between
the United States and Bulgaria, was signed on February 23, 2007.
Before transmitting the Convention to the Senate, however, the ex-
ecutive branch concluded a Protocol to amend the Convention,
which was signed just over a year later on February 26, 2008. The
2008 Protocol essentially contains technical corrections to the 2007
Convention that would, as explained by the Treasury Department,
“address features of the Bulgarian tax system and treaty network
that could result in a Bulgarian tax exemption for U.S. source in-
come attributable to offshore branches of the Bulgarian company
receiving the U.S. source income.” The 2008 Protocol would amend
the Convention to address this potential and unintended “double
exemption.” With some notable exceptions discussed below, the
Convention, as amended by the 2008 Protocol, is generally con-
sistent with the 2006 U.S. Model Tax Treaty and with tax treaties
that the United States has with other countries.

II1. MAJOR PROVISIONS

A detailed, article-by-article analysis of the Convention may be
found in the Technical Explanation published by the Department
of the Treasury on July 10, 2008, which is reprinted in Annex I.
In addition, the staff of the Joint Committee on Taxation prepared
an analysis of the Convention, Document JCX-59-08 (July 8, 2008),
which was of great assistance to the committee in reviewing the
Convention. A summary of the key provisions of the Convention is
set forth below.

1. Dividends

Under the Convention, withholding taxes on cross-border port-
folio dividend payments may be imposed at a maximum rate of 10
percent. See Article 10(2)(b). When the beneficial owner of a cross-
border dividend is a company that directly owns at least 10 percent
of the stock of the company paying the dividend, a withholding tax
may be imposed at a maximum rate of five percent. See Article
10(2)(a). No withholding tax, however, is permitted on dividends
paid by a company resident in one of the countries to a pension
fund that is a resident in the other country provided the dividend
is not derived from the carrying on of a trade or business by such
pension fund. See Article 10(4).

2. Royalties and Interest

Under the Convention, withholding taxes on cross-border royalty
payments would be imposed at a maximum rate of five percent. See
Article 12(2). Similarly, withholding taxes on cross-border interest
payments may be imposed at a maximum rate of five percent. See
Article 11(2). No withholding tax on a cross-border interest pay-
ment is generally permitted, however, when the interest is bene-
ficially owned by the government of the other country (or by a cen-
tral bank or other institution wholly owned by that government);
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a resident of the other country with respect to debt-claims guaran-
teed, insured or indirectly financed by the government of the other
country (or an institution controlled by that government); a pension
fund resident in the other country, provided the interest is not de-
rived from the carrying on of a trade or business by such pension
fund; or, with some exceptions, a financial institution (including a
bank or insurance company) resident in the other country. See Arti-
cle 11(3).

Under the 2007 Protocol signed on the same day as the Conven-
tion, the United States and Bulgaria are to reconsider source-coun-
try taxation of interest and royalties arising in Bulgaria and bene-
ficially owned by a resident of the United States, at a time that is
“consistent with the conclusion of the transition period” under a
European Union Council Directive (“EU Directive”) applicable to
interest and royalties deemed to arise in Bulgaria and beneficially
owned by a resident of the European Union, which is due to occur
on December 31, 2014. See Paragraph 7 of the 2007 Protocol.

In response to Committee questions regarding this commitment
to consult, the Treasury Department indicated that:

At the conclusion of the transition period under the [EU Directive], Bul-
garia is expected to adopt rates of withholding on cross-border interest and
royalties for residents of European Union member states that are lower
than the rate provided for in the proposed treaty. The provision of the 2007
Protocol is intended to memorialize the understanding between Bulgaria
and the United States that the United States will have the opportunity at
the conclusion of the transition period to negotiate a further protocol to the
proposed treaty with Bulgaria that could reduce the maximum rate of with-

holding that may be imposed on cross-border interest and royalties arising
in Bulgaria.

3. Permanent Establishment

In general, U.S. bilateral tax treaties attempt to ensure that a
person or entity is not subject to undue and overly burdensome tax-
ation in instances in which the taxpayer has minimal contacts with
the taxing jurisdiction. This is accomplished in the Convention
through 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 activities in the
taxing country are substantial enough to constitute a permanent
establishment. See Article 7(1). A permanent establishment is gen-
erally defined as “a fixed place of business through which the busi-
ness of an enterprise is wholly or partly carried on.” See Article
5(1). Examples include a place of management, offices, branches,
and factories. See Article 5(2).

The Convention, however, includes a special rule that would ef-
fectively expand the definition of a permanent establishment in a
way that would affect enterprises that provide services. Specifi-
cally, an enterprise of one country would be deemed to have a per-
manent establishment in the other country if either a) services are
performed by an individual who is present in the other country for
at least 183 days during any 12-month period and more than 50
percent of the enterprise’s gross active business revenues during
that time is income derived from those services, or (b) the services
are provided in the other country for at least 183 days during any
12-month period with respect to the same or a connected project for
customers who are residents of that country or who have a perma-
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nent establishment there for which the services are provided. See
Article 5(8). Thus, an enterprise that met either of these criteria
would be deemed to have a permanent establishment in the treaty
partner country, even if it did not have a fixed place of business
in that country, and attributable business profits would be subject
to tax by that country.

This special rule presents a number of administrative and com-
pliance challenges. For example, a number of the terms used in
this rule, such as what constitutes “presence” or a “connected
project,” are ambiguous and require further clarification. In addi-
tion, when combined with Article 14 of the Convention, further
complexities arise. Article 14(1) of the Convention, with certain ex-
ceptions, sets forth a general rule that if an employee who is a resi-
dent of one treaty country (the “residence country”) is working in
the other treaty country (the “employment country”), his or her sal-
aries, wages, and other remuneration derived from the exercise of
employment in that country may be taxed by that country (the em-
ployment country). Notwithstanding this general rule, Article 14(2)
of the treaty provides that the remuneration derived by the em-
ployee from the exercise of employment in the employment country
shall be taxed only by the residence country (and not the employ-
ment country) if: 1) the employee is present in the employment
country for 183 days or less in any 12-month period commencing
or ending in the taxable year concerned; 2) the remuneration is
paid by, or on behalf of, an employer who is not a resident of the
employment country; and 3) the remuneration is not “borne” by a
permanent establishment that the employer has in the employment
country. It is the final requirement, which states that the remu-
neration must not be “borne” by a permanent establishment that
the employer has in the employment country, that interacts with
the special rule in Article 5(8) in a potentially significant and nega-
tive way.

In other words, the salaries, wages, and other remuneration de-
rived by an employee performing services through a permanent es-
tablishment arising under Article 5(8) of the Treaty would be sub-
ject under Article 14 to being taxed by the employment country,
even if the other requirements of the test in Article 14(2) had been
met. Thus, the interaction of these two provisions increases the
complexities associated with the special rule. For example, such a
scenario would mean that an employer and the relevant employees
would need to fulfill several tax-related obligations, including ob-
taining tax identification numbers and providing for the with-
holding of income taxes and other taxes as appropriate that would
cover the period beginning on the first day such services were per-
formed by such employee during the affected year, despite the fact
that they may not know whether the enterprise will be deemed to
have a permanent establishment under the Treaty until perhaps 6
months into the relevant 12-month period, and will therefore be
subject to various taxes, including employment taxes, by the serv-
ices country reaching back to the beginning of the relevant 12-
month period.

Another aspect of the rule that would appear to be difficult to
manage is that the 12-month period is not tied to a fiscal or cal-
endar year. Also, it is necessary to determine whether customers
in the source country are residents or have a permanent establish-
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ment in that country. Moreover, an enterprise with a deemed per-
manent establishment in another country that is not an actual
fixed base is unlikely to have the infrastructure in that other coun-
try to do the things necessary to comply with the rules of this pro-
vision. For example, such an enterprise is unlikely to keep in the
employment country a full set of financial records or records track-
ing employees’ activities there.

The committee asked the Treasury Department a number of
questions regarding this provision in an attempt to gain greater in-
sight and clarity into its operation. These questions and answers
can be found in Annex II.

4. Limitation on Benefits

Consistent with current U.S. treaty policy, the Convention in-
cludes a “Limitation on Benefits” provision, which is designed to
avoid treaty-shopping by limiting the indirect use of a treaty’s ben-
efits by persons who were not intended to take advantage of those
benefits. Among other things, this provision provides that a com-
pany resident in a treaty country whose shares are regularly trad-
ed on a recognized stock exchange may qualify for treaty benefits
if the company satisfies one of two tests: either the company must
be primarily traded on a recognized stock exchange in its country
of residence or the company’s primary place of management and
control must be in its country of residence. See Article 21(2). This
requirement is intended to ensure that there is an adequate con-
nection to the company’s claimed country of residence.

5. Exchange of Information

The Convention provides for an exchange of information between
the United States and Bulgaria, which will facilitate the enforce-
ment of U.S. domestic tax rules. Specifically, the Convention would
allow the United States to obtain information (including bank in-
formation) for its own tax purposes. See Article 25.

6. Fiscally Transparent Entities

The 2006 U.S. Model Tax Treaty allows recipients of “income,
gains, or profits” through an entity that is fiscally transparent
under the tax laws of the recipient’s residence to enjoy the same
treaty benefits on that income as they would have if the “income,
gains, or profits” had been received by them directly. Fiscally-
transparent entities (a subset of which are called “disregarded enti-
ties”) are entities that act as a conduit, apportioning all income re-
ceived to those holding an interest in the entity. There is no re-
quirement that the income be currently distributed to the interest
holder, only that it be apportioned to them for tax purposes. Com-
mon examples are partnerships and limited liability companies
(LLCs) that do not choose to be taxed as corporations under the
U.S. “check the box” provisions. The Convention provision is con-
sist)ent with the 2006 U.S. Model Tax Treaty provision. See Article
1(6).

7. Pension and Pension Funds

The Convention provides that pensions and other similar remu-
neration paid to a resident of one country may be taxed only by
that country and only at such time and to the extent that a pension
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distribution is made. See Article 17. Moreover, the Convention
would eliminate withholding tax on cross-border dividend pay-
ments to pension funds. See Article 10(4).

IV. ENTRY INTO FORCE; EFFECTIVE DATES

The United States and Bulgaria shall notify each other through
diplomatic channels when their respective requirements for the
entry into force of this Convention have been satisfied. This Con-
vention shall enter into force on the date of receipt of the later of
these notifications.

The provisions of the Convention shall have effect in both coun-
tries with respect to taxes withheld at source, on income paid or
credited on or after the first day of January in the calendar year
next following the year in which this Convention enters into force;
and with respect to other taxes on income, for any taxable period
beginning on or after the first day of January in the calendar year
next following the year in which this Convention enters into force.

V. IMPLEMENTING LEGISLATION

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

VI. COMMITTEE ACTION

The committee held a public hearing on the Convention on July
10, 2008. Testimony was received from Mr. Michael Mundaca, Dep-
uty Assistant Secretary (International), Office of Tax Policy, U.S.
Department of the Treasury and Emily S. McMahon, Deputy Chief
of Staff to the Joint Committee on Taxation. A transcript of this
hearing can be found in Annex II to Executive Report 110-15.

On July 29, 2008, the committee considered the Convention and
ordered it favorably reported by voice vote, with a quorum present
and without objection.

VII. COMMITTEE RECOMMENDATION AND COMMENTS

The Committee on Foreign Relations believes that the Conven-
tion, as amended by the 2008 Protocol, will stimulate increased
trade and investment, substantially deny treaty-shoppers the bene-
fits of this tax treaty, and promote closer cooperation between the
United States and Bulgaria. The committee therefore urges the
Senate to act promptly to give advice and consent to ratification of
the Convention and the 2008 Protocol, as set forth in this report
and the accompanying resolution of advice and consent.

A. SPECIAL PERMANENT ESTABLISHMENT RULE FOR SERVICES

As discussed in Section III, the Convention includes a special
rule that would effectively expand the standard definition of a per-
manent establishment in a way that affects enterprises that pro-
vide services. This provision also appears in the Canada Tax Pro-
tocol currently under consideration and presents a number of seri-
ous administrative and compliance challenges to service enterprises
that may be subject to the rule. The Treasury Department has
made clear in testimony before the committee that the inclusion of
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this provision in the Convention and the Canada Tax Protocol
“does not reflect a change in U.S. tax treaty policy, and inclusion
of such a provision in the U.S. Model is not being considered.” The
committee welcomes this statement and urges the Treasury De-
partment to avoid including such a provision in future tax treaties.

Although the United States has included similar provisions in
some of its tax treaties with developing nations! and a rationale ex-
ists for providing for expanded source taxation in treaties with de-
veloping countries that frequently rely on service providers from
wealthier nations that do not necessarily have a fixed place of busi-
ness in their country, the inherent difficulties in implementing this
rule are substantial.

Finally, the committee urges the Treasury Department to engage
in discussions not just with Canada, but also with Bulgaria, re-
garding the interpretation and application of the new rule con-
cerning the taxation of services in an effort to improve its imple-
mentation. Upon completion of such discussions, the committee
urges the Treasury Department to produce guidance on its applica-
tion and ways in which enterprises might approach their compli-
ance.

B. RESOLUTION

The proposed resolution of advice and consent for the Convention
includes a declaration.

Declaration

The committee has included a proposed declaration, which states
that the Convention is self-executing, as is the case generally with
income tax treaties. The committee has in the past included such
a statement in the committee’s report but, in light of the recent Su-
preme Court decision, Medellin v. Texas, 128 S. Ct. 1346 (2008),
the committee has determined that a clear statement in the Reso-
lution is warranted. A further discussion of the committee’s views
on this matter can be found in Section VIII of Executive Report
110-12.

VIII. RESOLUTION OF ADVICE AND CONSENT TO RATIFICATION

TEXT OF RESOLUTION OF ADVICE AND CONSENT TO RATIFICATION OF
THE TAX CONVENTION AND PROTOCOL WITH BULGARIA

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

The Senate advises and consents to the ratification of the Con-
vention between the Government of the United States of America
and the Government of the Republic of Bulgaria for the Avoidance
of Double Taxation and the Prevention of Fiscal Evasion with Re-
spect to Taxes on Income, with accompanying Protocol, signed at
Washington on February 23, 2007, as well as the Protocol Amend-
ing the Convention between the Government of the United States
of America and the Government of the Republic of Bulgaria for the

1The United States has included similar provisions in the tax treaties with, for example, Indo-
nesia (Treaty Doc. 100-22; Article 5(2)), India (Treaty Doc. 101-5; Article 5(2)), and Thailand
(Treaty Doc. 105-2; Article 5(3)).
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Avoidance of Double Taxation and the Prevention of Fiscal Evasion
with Respect to Taxes on Income, signed at Sofia on February 26,
2008 (Treaty Doc. 110-18), subject to the declaration of section 2.
SECTION 2. DECLARATION

The advice and consent of the Senate under section 1 is subject
to the following declaration:

This Convention is self-executing.
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IX. ANNEX I.—TECHNICAL EXPLANATION

TECHNICAL EXPLANATION OF THE CONVENTION BETWEEN THE UNITED
STATES OF AMERICA AND THE REPUBLIC OF BULGARIA FOR THE
AVOIDANCE OF DOUBLE TAXATION AND THE PREVENTION OF FISCAL
EVASION WITH RESPECT TO TAXES ON INCOME, SIGNED AT WASH-
INGTON ON FEBRUARY 23, 2007

This is a technical explanation of the Convention between the
United States and Bulgaria for the Avoidance of Double Taxation
and the Prevention of Fiscal Evasion with Respect to Taxes on In-
come, signed on February 23, 2007, and the Protocol between the
United States and Bulgaria signed on the same date (the “Pro-
tocol”), as amended by the Protocol between the United States and
Bulgaria signed on February 26, 2008 (collectively, the “Conven-
tion”). The Protocol is discussed below in connection with the rel-
evant articles of the Convention.

Negotiations took into account the U.S. Treasury Department’s
current tax treaty policy, and the Treasury Department’s Model In-
come Tax Convention, updated as of November 15, 2006. Negotia-
tions also took into account the Model Tax Convention on Income
and on Capital, published by the Organisation for Economic Co-
operation and Development (the “OECD Model”), and recent tax
treaties concluded by both countries.

The Technical Explanation is an official guide to the Convention.
It reflects the policies behind particular Convention provisions, as
well as understandings reached during the negotiations with re-
spect to the application and interpretation of the Convention. Ref-
erences in the Technical Explanation to “he” or “his” should be
read to mean “he or she” or “his and her.”

ARTICLE 1 (GENERAL SCOPE)

Paragraph 1

Paragraph 1 of Article 1 provides that the Convention applies
only to residents of the United States or Bulgaria except where the
terms of the Convention provide otherwise. Under Article 4 (Resi-
dent) a person is generally treated as a resident of a Contracting
State if that person is, under the laws of that State, liable to tax
therein by reason of his domicile, citizenship, residence, or other
similar criteria. However, if a person is considered a resident of
both Contracting States, Article 4 provides rules for determining a
State of residence (or no State of residence). This determination
governs for all purposes of the Convention.

Certain provisions are applicable to persons who may not be resi-
dents of either Contracting State. For example, paragraph 1 of Ar-
ticle 23 (Non-Discrimination) applies to nationals of the Con-
tracting States. Under Article 25 (Exchange of Information and
Adminis-trative Assistance), information may be exchanged with
respect to residents of third states.

Paragraph 2

Paragraph 2 states the generally accepted relationship both be-
tween the Convention and domestic law and between the Conven-
tion and other agreements between the Contracting States. That is,
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no provision in the Convention may restrict any exclusion, exemp-
tion, deduction, credit or other benefit accorded by the tax laws of
the Contracting States, or by any other agreement between the
Contracting States. The relationship between the non-discrimina-
tion provisions of the Convention and other agreements is ad-
dressed not in paragraph 2 but in paragraph 3.

Under paragraph 2, for example, if a deduction would be allowed
under the U.S. Internal Revenue Code (the “Code”) in computing
the U.S. taxable income of a resident of Bulgaria, the deduction
also is allowed to that person in computing taxable income under
the Convention. Paragraph 2 also means that the Convention may
not increase the tax burden on a resident of a Contracting State
beyond the burden determined under domestic law. Thus, a right
to tax given by the Convention cannot be exercised unless that
right also exists under internal law.

It follows that, under the principle of paragraph 2, a taxpayer’s
U.S. tax liability need not be determined under the Convention if
the Code would produce a more favorable result. A taxpayer may
not, however, choose among the provisions of the Code and the
Convention in an inconsistent manner in order to minimize tax. A
taxpayer may use the treaty to reduce its taxable income, but may
not use both treaty and Code rules where doing so would thwart
the intent of either set of rules. For example, assume that a resi-
dent of Bulgaria has three separate businesses in the United
States. One 1s a profitable permanent establishment and the other
two are trades or businesses that would earn taxable income under
the Code but that do not meet the permanent establishment
threshold tests of the Convention. One is profitable and the other
incurs a loss. Under the Convention, the income of the permanent
establishment is taxable in the United States, and both the profit
and loss of the other two businesses are ignored. Under the Code,
all three would be subject to tax, but the loss would offset the prof-
its of the two profitable ventures. The taxpayer may not invoke the
Convention to exclude the profits of the profitable trade or business
and invoke the Code to claim the loss of the loss trade or business
against the profit of the permanent establishment. See Rev. Rul.
84-17, 1984-1 C.B. 308. If, however, the taxpayer invokes the Code
for the taxation of all three ventures, he would not be precluded
from invoking the Convention with respect, for example, to any div-
idend income he may receive from the United States that is not ef-
fectively connected with any of his business activities in the United
States.

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

Paragraph 3

Paragraph 3 specifically relates to non-discrimination obligations
of the Contracting States under the General Agreement on Trade
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in Services (the “GATS”). The provisions of paragraph 3 are an ex-
ception to the rule provided in paragraph 2 of this Article under
which the Convention shall not restrict in any manner any benefit
now or hereafter accorded by any other agreement between the
Contracting States.Subparagraph 3(a) provides that, unless the
competent authorities determine that a taxation measure is not
within the scope of the Convention, the national treatment obliga-
tions of the GATS shall not apply with respect to that measure.
Further, any question arising as to the interpretation of the Con-
vention, including in particular whether a measure is within the
scope of the Convention shall be considered only by the competent
authorities of the Contracting States, and the procedures under the
Convention exclusively shall apply to the dispute. Thus, paragraph
3 of Article XXII (Consultation) of the GATS may not be used to
bring a dispute before the World Trade Organization unless the
competent authorities of both Contracting States have determined
that the relevant taxation measure is not within the scope of Arti-
cle 23 (Non-Discrimination) of the Convention.

The term “taxation measure” for these purposes is defined broad-
ly in subparagraph 3(b). It would include, for example, a law, regu-
lation, rule, procedure, decision, administrative action or guidance,
or any other form of measure relating to taxation.

Paragraph 4

Paragraph 4 contains the traditional saving clause found in all
U.S. treaties. The Contracting States reserve their rights, except as
provided in paragraph 5, to tax their residents and citizens as pro-
vided in their internal laws, notwithstanding any provisions of the
Convention to the contrary. For example, if a resident of Bulgaria
performs professional services in the United States and the income
from the services is not attributable to a permanent establishment
in the United States, Article 7 (Business Profits) would by its terms
prevent the United States from taxing the income. If, however, the
resident of Bulgaria is also a citizen of the United States, the sav-
ing clause permits the United States to include the remuneration
in the worldwide income of the citizen and subject it to tax under
the normal Code rules (i.e., without regard to Code section 8 94(a)).
However, subparagraph 5(a) of Article 1 preserves the benefits of
special foreign tax credit rules applicable to the U.S. taxation of
certain U.S. income of its citizens resident in Bulgaria. See para-
graph 4 of Article 22 (Relief from Double Taxation).

For purposes of the saving clause, “residence” is determined
under Article 4 (Resident). Thus, an individual who is a resident
of the United States under the Code (but not a U.S. citizen) but
who is determined to be a resident of Bulgaria under the tie-break-
er rules of Article 4 would be subject to U.S. tax only to the extent
permitted by the Convention. The United States would not be per-
mitted to apply its statutory rules to that person to the extent the
rules are inconsistent with the treaty.

However, the person would be treated as a U.S. resident for U.S.
tax purposes other than determining the individual’s U.S. tax li-
ability. For example, in determining under Code section 957 wheth-
er a foreign corporation is a controlled foreign corporation, shares
in that corporation held by the individual would be considered to
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be held by a U.S. resident. As a result, other U.S. citizens or resi-
dents might be deemed to be United States shareholders of a con-
trolled foreign corporation subject to current inclusion of Subpart
F income recognized by the corporation. See Treas. Reg. section
301.7701 (b)-7(a)(3).

Under paragraph 4, the United States also reserves its right to
tax former citizens and former long-term residents for a period of
ten years following the loss of such status with respect to income
from sources within the United States (including income deemed
under the domestic law of the United States to arise from such
sources). Thus, paragraph 4 allows the United States to tax former
U.S. citizens and former U.S. long-term residents in accordance
with section 877 of the Code. Section 877 generally applies to a
former citizen or long-term resident of the United States who relin-
quishes citizenship or terminates long-term residency before June
17, 2008 if either of the following criteria exceed established
thresholds: (a) the average annual net income tax of such indi-
vidual for the period of 5 taxable years ending before the date of
the loss of status, or (b) the net worth of such individual as of the
date of the loss of status. Paragraph 1 of the Protocol provides that
the term “long-term resident” means any individual who is a lawful
permanent resident of the United States in eight or more taxable
years during the preceding 15 taxable years. In determining wheth-
er the eight-year threshold is met, one does not count any year in
which the individual is treated as a resident of Bulgaria under the
Convention (or as a resident of any country other than the United
States under the provisions of any other U.S. tax treaty), and the
individual does not waive the benefits of such treaty applicable to
residents of the other country. This understanding is consistent
with how this provision is generally interpreted in U.S. tax trea-
ties..

Paragraph 5

Paragraph 5 sets forth certain exceptions to the saving clause.
The referenced provisions are intended to provide benefits to citi-
zens and residents even if such benefits do not exist under internal
law. Paragraph 5 thus preserves these benefits for citizens and
residents of the Contracting States.Subparagraph (a) lists certain
provisions of the Convention that are applicable to all citizens and
residents of a Contracting State, despite the general saving clause
rule of paragraph 4:

(1) Paragraph 2 of Article 9 (Associated Enterprises) grants
the right to a correlative adjustment with respect to income tax
due on profits reallocated under Article 9.

(2) Paragraphs 2 and 5 of Article 17 (Pensions, Social Secu-
rity Payments, Annuities, Alimony, and Child Support) provide
exemptions from source or residence State taxation for certain
pension distributions and social security payments.

(3) Article 22 (Relief from Double Taxation) confirms to citi-
zens and residents of one Contracting State the benefit of a
credit for income taxes paid to the other or an exemption for
income earned in the other State.
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(4) Article 23 (Non-Discrimination) protects residents and
nationals of one Contracting State against the adoption of cer-
tain discriminatory practices in the other Contracting State.

(5) Article 24 (Mutual Agreement Procedure) confers certain
benefits on citizens and residents of the Contracting States in
order to reach and implement solutions to disputes between
the two Contracting States. For example, the competent au-
thorities are permitted to use a definition of a term that differs
from an internal law definition. The statute of limitations may
be waived for refunds, so that the benefits of an agreement
may be implemented.

Subparagraph 5(b) provides a different set of exceptions to the
saving clause. The benefits referred to are all intended to be grant-
ed to temporary residents of a Contracting State (for example, in
the case of the United States, holders of non-immigrant visas), but
not to citizens or to persons who have acquired permanent resi-
dence in that State. If beneficiaries of these provisions travel from
one of the Contracting States to the other, and remain in the other
long enough to become residents under its internal law, but do not
acquire permanent residence status (i.e., in the U.S. context, they
do not become “green card” holders) and are not citizens of that
State, the host State will continue to grant these benefits even if
they conflict with the statutory rules. The benefits preserved by
this paragraph are: (1) the host country exemptions for government
service salaries and pensions under Article 18 (Government Serv-
ice), certain income of visiting students, trainees, teachers, and re-
searchers under Article 19 (Students, Trainees, Teachers and Re-
searchers), and the income of diplomatic agents and consular offi-
cers under Article 26 (Members of Diplomatic Missions and Con-
sular Posts).

Paragraph 6

Paragraph 6 addresses special issues presented by fiscally trans-
parent entities such as partnerships and certain estates and trusts.
Because different countries frequently take different views as to
when an entity is fiscally transparent, the risk of both double tax-
ation and double non-taxation are relatively high. The intention of
paragraph 6 is to eliminate a number of technical problems that ar-
guably would have prevented investors using such entities from
claiming treaty benefits, even though such investors would be sub-
ject to tax on the income derived through such entities. The provi-
sion also prevents the use of such entities to claim treaty benefits
in circumstances where the person investing through such an enti-
ty is not subject to tax on the income in its State of residence. The
provision, and the corresponding requirements of the substantive
rules of Articles 6 through 20, should be read with those two goals
in mind.

In general, paragraph 6 relates to entities that are not subject
to tax at the entity level, as distinct from entities that are subject
to tax, but with respect to which tax may be relieved under an in-
tegrated system. This paragraph applies to any resident of a Con-
tracting State who is entitled to income derived through an entity
that is treated as fiscally transparent under the laws of either Con-
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tracting State. Entities falling under this description in the United
States include partnerships, common investment trusts under sec-
tion 584 and grantor trusts. This paragraph also applies to U.S.
limited liability companies (“LLCs”) that are treated as partner-
ships or as disregarded entities for U.S. tax purposes.

Under paragraph 6, an item of income derived by such a fiscally
transparent entity will be considered to be derived by a resident of
a Contracting State if a resident is treated under the taxation laws
of that State as deriving the item of income. For example, if a com-
pany that is a resident of Bulgaria pays interest to an entity that
is treated as fiscally transparent for U.S. tax purposes, the interest
will be considered derived by a resident of the United States only
to the extent that the taxation laws of the United States treats one
or more U.S. residents (whose status as U.S. residents is deter-
mined, for this purpose, under U.S. tax law) as deriving the inter-
est for U.S. tax purposes. In the case of a partnership, the persons
who are, under U.S. tax laws, treated as partners of the entity
would normally be the persons whom the U.S. tax laws would treat
as deriving the interest income through the partnership. Also, it
follows that persons whom the United States treats as partners but
who are not U.S. residents for U.S. tax purposes may not claim a
benefit for the interest paid to the entity under the Convention, be-
cause they are not residents of the United States for purposes of
claiming this treaty benefit. (If, however, the country in which they
are treated as resident for tax purposes, as determined under the
laws of that country, has an income tax convention with Bulgaria,
they may be entitled to claim a benefit under that convention.) In
contrast, if, for example, an entity is organized under U.S. laws
and is classified as a corporation for U.S. tax purposes, interest
paid by a company that is a resident of Bulgaria to the U.S. entity
will be considered derived by a resident of the United States since
the U.S. corporation is treated under U.S. taxation laws as a resi-
dent of the United States and as deriving the income.

The same result obtains even if the entity were viewed dif-
ferently under the tax laws of Bulgaria (e.g., as not fiscally trans-
parent in the first example above where the entity is treated as a
partnership for U.S. tax purposes). Similarly, the characterization
of the entity in a third country is also irrelevant, even if the entity
is organized in that third country. The results follow regardless of
whether the entity is disregarded as a separate entity under the
laws of one jurisdiction but not the other, such as a single owner
entity that is viewed as a branch for U.S. tax purposes and as a
corporation for tax purposes under the laws of Bulgaria. These re-
sults also obtain regardless of where the entity is organized (i.e.,
in the United States, in Bulgaria or, as noted above, in a third
country).

For example, income from U.S. sources received by an entity or-
ganized under the laws of the United States, which is treated for
tax purposes under the laws of Bulgaria as a corporation and is
owned by a shareholder who is a resident of Bulgaria for its tax
purposes, is not considered derived by the shareholder of that cor-
poration even if, under the tax laws of the United States, the entity
is treated as fiscally transparent. Rather, for purposes of the trea-
ty, the income is treated as derived by the U.S. entity.
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These principles also apply to trusts to the extent that they are
fiscally transparent in either Contracting State. For example, if X,
a resident of Bulgaria, creates a revocable trust in the United
States and names persons resident in a third country as the bene-
ficiaries of the trust, the trust’s income would be regarded as being
derived by a resident of Bulgaria only to the extent that the laws
of Bulgaria treat X as deriving the income for its tax purposes, per-
halps through application of rules similar to the U.S. “grantor trust”
rules.

Paragraph 6 is not an exception to the saving clause of para-
graph 4. Accordingly, paragraph 6 does not prevent a Contracting
State from taxing an entity that is treated as a resident of that
State under its tax law. For example, if a U.S. LLC with members
who are residents of Bulgaria elects to be taxed as a corporation
for U.S. tax purposes, the United States will tax that LLC on its
worldwide income on a net basis, without regard to whether Bul-
garia views the LLC as fiscally transparent.

ARTICLE 2 (TAXES COVERED)

This Article specifies the U.S. taxes and the taxes of Bulgaria to
which the Convention applies. With two exceptions, the taxes speci-
fied in Article 2 are the covered taxes for all purposes of the Con-
vention. A broader coverage applies, however, for purposes of Arti-
cles 23 (Non-Discrimination) and 25 (Exchange of Information and
Administrative Assistance). Article 23 (Non-Discrimination) applies
with respect to all taxes, including those imposed by state and local
governments. Article 25 (Exchange of Information and Administra-
tive Assistance) applies with respect to all taxes imposed at the na-
tional level.

Paragraph 1

Paragraph 1 identifies the category of taxes to which the Conven-
tion applies. Paragraph 1 is based on the U.S. and OECD Models
and defines the scope of application of the Convention. The Conven-
tion applies to taxes on income, including gains, imposed on behalf
of a Contracting State, irrespective of the manner in which they
are levied. Except with respect to Article 23 (Non-Discrimination),
state and local taxes are not covered by the Convention.

Paragraph 2

Paragraph 2 also is based on the U.S. and OECD Models and
provides a definition of taxes on income and on capital gains. The
Convention covers taxes on total income or any part of income and
includes tax on gains derived from the alienation of property. The
Convention does not apply, however, to social security charges, or
any other charges where there is a direct connection between the
levy and individual benefits. Nor does it apply to property taxes,
except with respect to Article 23 (Non-Discrimination).

Paragraph 3

Paragraph 3 lists the taxes in force at the time of signature of
the Convention to which the Convention applies.

The existing covered taxes of Bulgaria are identified in subpara-
graph 3(a), as the personal income tax and the corporate income
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tax. Paragraph 2 of the Protocol clarifies that these taxes include
the patent tax, which is a tax imposed on certain small business
operations in lieu of a net basis income tax.Subparagraph 3(b) pro-
vides that the existing U.S. taxes subject to the rules of the Con-
vention are the Federal income taxes imposed by the Code, to-
gether with the excise taxes imposed with respect to the invest-
ment income of foreign private foundations (Code section 4940). So-
cial security and unemployment taxes (Code sections 1401, 3101,
3111 and 3301) are excluded from coverage.

Paragraph 4

Under paragraph 4, the Convention will apply to any taxes that
are identical, or substantially similar, to those enumerated in para-
graph 3, and which are imposed in addition to, or in place of, the
existing taxes after February 23, 2007, the date of signature of the
Convention. The paragraph also provides that the competent au-
thorities of the Contracting States will notify each other of any
changes that have been made in their laws, whether tax laws or
non-tax laws, that significantly affect their obligations under the
Convention. Non-tax laws that may affect a Contracting State’s ob-
ligations under the Convention may include, for example, laws af-
fecting bank secrecy.

ARTICLE 3 (GENERAL DEFINITIONS)

Article 3 provides general definitions and rules of interpretation
applicable throughout the Convention. Certain other terms are de-
fined in other articles of the Convention. For example, the term
“resident of a Contracting State” is defined in Article 4 (Resident).
The term “permanent establishment” is defined in Article 5 (Per-
manent Establishment). These definitions are used consistently
throughout the Convention. Other terms, such as “dividends,” “in-
terest” and “royalties” are defined in specific articles for purposes
only of those articles.

Paragraph 1

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

The geographical scope of the Convention with respect to Bul-
garia is set out in subparagraph 1(a). The term “Bulgaria” encom-
passes the Republic of Bulgaria, including the territory and the ter-
ritorial sea over which it exercises its State sovereignty, as well as
the continental shelf and the exclusive economic zone over which
it exercises sovereign rights and jurisdiction in conformity with
international law.

The geographical scope of the Convention with respect to the
United States is set out in subparagraph 1(b). It encompasses the
United States of America, including the states, the District of Co-
lumbia and the territorial sea of the United States. The term does
not include Puerto Rico, the Virgin Islands, Guam or any other
U.S. possession or territory. For certain purposes, the term “United
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States” includes the sea bed and subsoil of undersea areas adjacent
to the territorial sea of the United States. This extension applies
to the extent that the United States exercises sovereignty in ac-
cordance with international law for the purpose of natural resource
exploration and exploitation of such areas. This extension of the
definition applies, however, only if the person, property or activity
to which the Convention is being applied is connected with such
natural resource exploration or exploitation. Thus, it would not in-
clude any activityinvolving the sea floor of an area over which the
United States exercised sovereignty for natural resource purposes
if that activity was unrelated to the exploration and exploitation of
natural resources. This result is consistent with the result that
would be obtained under Code section 638, which treats the conti-
nental shelf as part of the United States for purposes of natural re-
source exploration and exploitation.

Subparagraph 1(c) provides that the terms “a Contracting State”
and “the other Contracting State” shall mean Bulgaria or the
United States, as the context requires.

Subparagraph 1(d) defines the term “person” to include an indi-
vidual, a company and any other body of persons. Paragraph 3 of
the Protocol clarifies that the term “any other body of persons” in-
cludes partnerships, trusts, and estates. The definition is signifi-
cant for a variety of reasons. For example, under Article 4, only a
“person” can be a “resident” and therefore eligible for most benefits
under the Convention. Also, all “persons” are eligible to claim relief
under Article 24 (Mutual Agreement Procedure).

The term “company” is defined in subparagraph 1(e) as a body
corporate or an entity treated as a body corporate for tax purposes
in the state where it is organized. The definition refers to the law
of the state in which an entity is organized in order to ensure that
an entity that is treated as fiscally transparent in its country of
residence will not get inappropriate benefits, such as the reduced
withholding rate provided by subparagraph 2(b) of Article 10 (Divi-
dends). It also ensures that the Limitation on Benefits provisions
of Article 21 will be applied at the appropriate level.

The terms “enterprise of a Contracting State” and “enterprise of
the other Contracting State” are defined in subparagraph 1(f) as an
enterprise carried on by a resident of a Contracting State and an
enterprise carried on by a resident of the other Contracting State.
An enterprise of a Contracting State need not be carried on in that
State. It may be carried on in the other Contracting State or a
third state (e.g., a U.S. corporation doing all of its business in Bul-
garia would still be a U.S. enterprise).

These terms also encompass an enterprise conducted through an
entity (such as a partnership) that is treated as fiscally transparent
in the Contracting State where the entity’s owner is resident. In
accordance with Article 4 (Resident), entities that are fiscally
transparent in the Contracting State in which their owners are
resident are not considered to be residents of that Contracting
State (although income derived by such entities may be taxed as
the income of a resident, if taxed in the hands of resident partners
or other owners). An enterprise conducted by such an entity will
be treated as carried on by a resident of a Contracting State to the
extent its partners or other owners are residents. This approach is
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consistent with the Code, which under section 875 attributes a
trade or business conducted by a partnership to its partners and
a trade or business conducted by an estate or trust to its bene-
ficiaries.

Subparagraph (g) defines the term “enterprise” as any activity or
set of activities that constitutes the carrying on of a business. The
term “business” is not defined, but subparagraph (h) provides that
it includes the performance of professional services and other ac-
tivities of an independent character. Both subparagraphs are iden-
tical to definitions recently added to the OECD Model in connection
with the deletion of Article 14 (Independent Personal Services)
from the OECD Model. The inclusion of the two definitions is in-
tended to clarify that income from the performance of professional
services or other activities of an independent character is dealt
with under Article 7 (Business Profits) and not Article 20 (Other
Income). Subparagraph (i) further clarifies, at the request of Bul-
garia, that “business profits” also include income from the perform-
ance of professional services and other activities of an independent
character.

Subparagraph 1 (j) defines the term “international traffic.” The
term means any transport by a ship or aircraft except when such
transport is solely between places within a Contracting State. The
exclusion from international traffic of transport solely between
places within a Contracting State means, for example, that car-
riage of goods or passengers solely between New York and Chicago
would not be treated as international traffic, whether carried by a
U.S. or a foreign carrier. The substantive taxing rules of the Con-
vention relating to the taxation of income from transport, prin-
cipally Article 8 (International Traffic), therefore, would not apply
to income from such carriage. Thus, if the carrier engaged in inter-
nal U.S. traffic were a resident of Bulgaria (assuming that were
possible under U.S. law), the United States would not be required
to exempt the income from that transport under Article 8. The in-
come would, however, be treated as business profits under Article
7 (Business Profits), and therefore would be taxable in the United
States only if attributable to a U.S. permanent establishment of
the foreign carrier, and then only on a net basis. The gross basis
U.S. tax imposed by section 887 would never apply under the cir-
cumstances described. If, however, goods or passengers are carried
by a carrier resident in Bulgaria from a non-U.S. port to, for exam-
ple, New York, and some of the goods or passengers continue on
to Chicago, the entire transport would be international traffic. This
would be true if the international carrier transferred the goods at
the U.S. port of entry from a ship to a land vehicle, from a ship
to a lighter, or even if the overland portion of the trip in the United
States was handled by an independent carrier under contract with
the original internation>al carrier, so long as both parts of the trip
were reflected in original bills of lading. For this reason, the Con-
vention, following the U.S. Model refers, in the definition of “inter-
national traffic,” to “such transport” being solely between places in
the other Contracting State, while the OECD Model refers to the
ship or aircraft being operated solely between such places. The for-
mulation in the Convention is intended to make clear that, as in
the above example, even if the goods are carried on a different air-
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craft for the internal portion of the international voyage than is
used for the overseas portion of the trip, the definition applies to
that internal portion as well as the external portion.

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

Subparagraph 1(k) designates the “competent authorities” for
Bulgaria and the United States. The Bulgarian competent author-
ity is the Minister of Finance or an authorized representative. The
U.S. competent authority is the Secretary of the Treasury or his
delegate. The Secretary of the Treasury has delegated the com-
petent authority function to the Commissioner of Internal Revenue,
who in turn has delegated the authority to the Deputy Commis-
sioner (International) LMSB. With respect to interpretative issues,
the Deputy Commissioner (International) LMSB acts with the con-
currence of the Associate Chief Counsel (International) of the Inter-
nal Revenue Service.

The term “national,” as it relates to the United States and to
Bulgaria, is defined in subparagraph 1(1). This term is relevant for
purposes of Articles 18 (Government Service) and 23 (Non-Dis-
crimination). A national of one of the Contracting States is (1) an
individual who is a citizen of that State, and (2) any legal person,
partnership or association deriving its status, as such, from the law
in force in the State where it is established.

Subparagraph 1(m) defines the term “pension fund” to include
any person established in a Contracting State that is generally ex-
empt from income taxation in that State and that is operated prin-
cipally to administer or provide pension or retirement benefits or
to earn income for the benefit of one or more such arrangements.
In the case of the United States, the term “pension fund” includes
the following: a trust providing pension or retirement benefits
under a Code section 401(a) qualified pension plan, profit sharing
or stock bonus plan, a trust providing pension or retirement bene-
fits under a Code section 403(b) plan, a trust that is an individual
retirement account under Code section 408, a Roth individual re-
tirement account under Code section 408A, or a simple retirement
account under Code section 408(p), a trust providing pension or re-
tirement benefits under a simplified employee pension plan under
Code section 408(k), a trust described in section 457(g) providing
pension or retirement benefits under a Code section 457(b) plan,
and the Thrift Savings Fund (section 7701(j)). Section 401(k) plans
and group trusts described in Rev. Rul. 81-100, 1981-1 C.B. 326,
and meeting the conditions of Rev. Rul. 2004-67, 2204-2 C.B. 28,
qualify as pension funds because they are covered by Code section
401(a).

Paragraph 2

Terms that are not defined in the Convention are dealt with in
paragraph 2.

Paragraph 2 provides that in the application of the Convention,
any term used but not defined in the Convention will have the
meaning that it has under the law of the Contracting State whose
tax is being applied, unless the context requires otherwise, or the
competent authorities have agreed on a different meaning pursuant
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to Article 24 (Mutual Agreement Procedure). If the term is defined
under both the tax and non-tax laws of a Contracting State, the
definition in the tax law will take precedence over the definition in
the non-tax laws. Finally, there also may be cases where the tax
laws of a State contain multiple definitions of the same term. In
such a case, the definition used for purposes of the particular provi-
sion at issue, if any, should be used.

If the meaning of a term cannot be readily determined under the
law of a Contracting State, or if there is a conflict in meaning
under the laws of the two States that creates difficulties in the ap-
plication of the Convention, the competent authorities, as indicated
in paragraph 3(f) of Article 24 (Mutual Agreement Procedure), may
establish a common meaning in order to prevent double taxation or
to further any other purpose of the Convention. This common
meaning need not conform to the meaning of the term under the
laws of either Contracting State.

The reference in paragraph 2 to the internal law of a Contracting
State means the law in effect at the time the Convention is being
applied, not the law as in effect at the time the Convention was
signed. The use of “ambulatory” definitions, however, may lead to
results that are at variance with the intentions of the negotiators
and of the Contracting States when the Convention was negotiated
and ratified. The reference in both paragraphs 1 and 2 to the “con-
text otherwise requir[ing]” a definition different from the Conven-
tion definition, in paragraph 1, or from the internal law definition
of the Contracting State whose tax is being imposed, under para-
graph 2, refers to a circumstance where the result intended by the
Contracting States is different from the result that would obtain
under either the paragraph 1 definition or the statutory definition.
Thus, flexibility in defining terms is necessary and permitted.

ARTICLE 4 (RESIDENT)

This Article sets forth rules for determining whether a person is
a resident of a Contracting State for purposes of the Convention.
As a general matter only residents of the Contracting States may
claim the benefits of the Convention. The treaty definition of resi-
dence is to be used only for purposes of the Convention. The fact
that a person is determined to be a resident of a Contracting State
under Article 4 does not necessarily entitle that person to the bene-
fits of the Convention. In addition to being a resident, a person also
must qualify for benefits under Article 21 (Limitation on Benefits)
in order to receive benefits conferred on residents of a Contracting
State.

The determination of residence for treaty purposes looks first to
a person’s liability to tax as a resident under the respective tax-
ation laws of the Contracting States. As a general matter, a person
who, under those laws, is a resident of one Contracting State and
not of the other need look no further. For purposes of the Conven-
tion, that person is a resident of the State in which he is resident
under internal law. If, however, a person is resident in both Con-
tracting States under their respective taxation laws, the Article
proceeds, where possible, to use tie-breaker rules to assign a single
State of residence to such a person for purposes of the Convention.
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Paragraph 1

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

Certain entities that are nominally subject to tax but that in
practice are rarely required to pay tax also would generally be
treated as residents and therefore accorded treaty benefits. For ex-
ample, a U.S. Regulated Investment Company (RIC) and a U.S.
Real Estate Investment Trust (REIT) are residents of the United
States for purposes of the treaty. Although the income earned by
these entities normally is not subject to U.S. tax in the hands of
the entity, they are taxable to the extent that they do not currently
distribute their profits, and therefore may be regarded as “liable to
tax.” They also must satisfy a number of requirements under the
Code in order to be entitled to special tax treatment.

Under paragraph 1 of the Convention and paragraph 4 of the
Protocol, a person who is liable to tax in a Contracting State only
in respect of income from sources within that State or of profits at-
tributable to a permanent establishment in that State will not be
treated as a resident of that Contracting State for purposes of the
Convention. Thus, a consular official of Bulgaria who is posted in
the United States, who may be subject to U.S. tax on U.S. source
investment income, but is not taxable in the United States on non-
U.S. source income (see Code section 7701 (b)(5)(B)), would not be
considered a resident of the United States for purposes of the Con-
vention. Similarly, an enterprise of Bulgaria with a permanent es-
tablishment in the United States is not, by virtue of that perma-
nent establishment, a resident of the United States. The enterprise
generally is subject to U.S. tax only with respect to its income that
is attributable to the U.S. permanent establishment, not with re-
zpect to its worldwide income, as it would be if it were a U.S. resi-

ent.

Paragraph 4 of the Protocol also clarifies that if a company is a
resident of one of the Contracting States under the domestic law
of that State, but is treated as a resident of a third state under a
treaty between that State and the third state, then it will not be
treated as a resident of the Contracting State for purposes of the
Convention. For example, if a company that is organized in Bul-
garia is managed and controlled in the United Kingdom, both coun-
tries would treat the company as being a resident under its domes-
tic laws. However, if a treaty between Bulgaria and the United
Kingdom assigned residence in such a case to the country in which
the company’s place of effective management is located, and the
place of effective management is the United Kingdom, the company
would not qualify for benefits under the U.S.-Bulgaria treaty be-
cause it is not subject to tax in Bulgaria as a resident of Bulgaria.
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This rule is consistent with the holding of Rev. Rul. 2004-76,
2004-2 C.B. 111.

Paragraph 2

Paragraph 2 provides that certain tax-exempt entities such as
pension funds and charitable organizations will be regarded as
residents of a Contracting State regardless of whether they are
generally liable to income tax in the State where they are estab-
lished. The paragraph applies to legal persons organized under the
laws of a Contracting State and established and maintained in that
State to provide pensions or other similar benefits pursuant to a
plan, or exclusively for religious, charitable, scientific, artistic, cul-
tural, or educational purposes. Thus, a section 501(c) organization
organized in the United States (such as a U.S. charity) that is gen-
erally exempt from tax under U.S. law is a resident of the United
States for all purposes of the Convention.

Paragraph 3

If, under the laws of the two Contracting States, and, thus,
under paragraph 1, an individual is deemed to be a resident of both
Contracting States, a series of tie-breaker rules are provided in
paragraph 3 to determine a single State of residence for that indi-
vidual. These tests are to be applied in the order in which they are
stated. The first test is based on where the individual has a perma-
nent home. If that test is inconclusive because the individual has
a permanent home available to him in both States, he will be con-
sidered to be a resident of the Contracting State where his personal
and economic relations are closest (i.e., the location of his “center
of vital interests”). If that test is also inconclusive, or if he does not
have a permanent home available to him in either State, he will
be treated as a resident of the Contracting State where he main-
tains a habitual abode. If he has a habitual abode in both States
or in neither of them, he will be treated as a resident of the Con-
tracting State of which he is a national. If he is a national of both
States or of neither, the matter will be considered by the competent
authorities, who will assign a single State of residence.

Paragraph 4

Dual residents other than individuals (such as companies, trusts,
or estates) are addressed by paragraph 4. If such a person is, under
the rules of paragraph 1 or 2, resident in both Contracting States,
the competent authorities shall seek to determine a single State of
residence for that person for purposes of the Convention. If the
competent authorities do not reach an agreement on a single State
of residence, that dual resident may not claim any benefit accorded
to residents of a Contracting State by the Convention. The dual
resident may, however, claim any benefits that are not limited to
residents, such as those provided by paragraph 1 of Article 23
(Non-Discrimination). Thus, for example, a State cannot discrimi-
nate against a dual resident company.

Dual residents also may be treated as a resident of a Contracting
State for purposes other than that of obtaining benefits under the
Convention. For example, if a dual resident company pays a divi-
dend to a resident of Bulgaria, the U.S. paying agent would with-
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hold on that dividend at the appropriate treaty rate because re-
duced withholding is a benefit enjoyed by the resident of Bulgaria,
not by the dual resident company. The dual resident company that
paid the dividend would, for this purpose, be treated as a resident
of the United States under the Convention. In addition, informa-
tion relating to dual residents can be exchanged under the Conven-
tion because, by its terms, Article 26 (Exchange of Information and
Administrative Assistance) is not limited to residents of the Con-
tracting States.

ARTICLE 5 (PERMANENT ESTABLISHMENT)

This Article defines the term “permanent establishment,” a term
that is significant for several articles of the Convention. The exist-
ence of a permanent establishment in a Contracting State is nec-
essary under Article 7 (Business Profits) for the taxation by that
State of the business profits of a resident of the other Contracting
State. Articles 10, 11 and 12 (dealing with dividends, interest, and
royalties, respectively) provide for reduced rates of tax at source on
payments of these items of income to a resident of the other State
only when the income is not attributable to a permanent establish-
ment that the recipient has in the source State. The concept is also
relevant in determining which Contracting State may tax certain
gains under Article 13 (Capital Gains) and certain “other income”
under Article 20 (Other Income).

Paragraph 1

The basic definition of the term “permanent establishment” is
contained in paragraph 1. As used in the Convention, the term
means a fixed place of business through which the business of an
enterprise is wholly or partly carried on. As indicated in the OECD
Commentary to Article 5 (see paragraphs 4 through 8), a general
principle to be observed in determining whether a permanent es-
tablishment exists is that the place of business must be “fixed” in
the sense that a particular building or physical location is used by
the enterprise for the conduct of its business, and that it must be
foreseeable that the enterprise’s use of this building or other phys-
ical location will be more than temporary.

Paragraph 2

Paragraph 2 lists a number of types of fixed places of business
that constitute a permanent establishment. This list is illustrative
and non-exclusive. According to paragraph 2, the term permanent
establishment includes a place of management, a branch, an office,
a factory, a workshop, and a mine, oil or gas well, quarry or other
place of extraction of natural resources.

Paragraph 3

This paragraph provides rules to determine whether a building
site or a construction, assembly or installation project, or an instal-
lation or drilling rig or ship used for the exploration of natural re-
sources constitutes a permanent establishment for the contractor,
driller, etc. Such a site or activity does not create a permanent es-
tablishment unless the site, project, etc. lasts, or the exploration
activity continues, for more than six months. It is only necessary
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to refer to “exploration” and not “exploitation” in this context be-
cause exploitation activities are defined to constitute a permanent
establishment under subparagraph (f) of paragraph 2. Thus, a drill-
ing rig does not constitute a permanent establishment if a well is
drilled in only three months, but if production begins in the fol-
lowing month the well becomes a permanent establishment as of
that date.

The six-month test applies separately to each site or project. The
six-month period begins when work (including preparatory work
carried on by the enterprise) physically begins in a Contracting
State. A series of contracts or projects by a contractor that are
interdependent both commercially and geographically are to be
treated as a single project for purposes of applying the six-month
threshold test. For example, the construction of a housing develop-
ment would be considered as a single project even if each house
were constructed for a different purchaser.

In applying this paragraph, time spent by a sub-contractor on a
building site is counted as time spent by the general contractor at
the site for purposes of determining whether the general contractor
has a permanent establishment. However, for the sub-contractor
itself to be treated as having a permanent establishment, the sub-
contractor’s activities at the site must last for more than six
months. If a sub-contractor is on a site intermittently, then, for
purposes of applying the six-month rule, time is measured from the
first day the sub-contractor is on the site until the last day (i.e.,
intervening days that the sub-contractor is not on the site are
counted).

These interpretations of the Article are based on the Com-
mentary to paragraph 3 of Article 5 of the OECD Model, which con-
tains language that is substantially the same as that in the Con-
vention. These interpretations are consistent with the generally ac-
cepted international interpretation of the relevant language in
paragraph 3 of Article 5 of the Convention.

If the six-month threshold is exceeded, the site or project con-
stitutes a permanent establishment from the first day of activity.

Paragraph 4

This paragraph contains exceptions to the general rule of para-
graph 1, listing a number of activities that may be carried on
through a fixed place of business but which nevertheless do not cre-
ate a permanent establishment. The use of facilities solely to store,
display or deliver merchandise belonging to an enterprise does not
constitute a permanent establishment of that enterprise. The main-
tenance of a stock of goods belonging to an enterprise solely for the
purpose of storage, display or delivery, or solely for the purpose of
processing by another enterprise does not give rise to a permanent
establishment of the first-mentioned enterprise. The maintenance
of a fixed place of business solely for the purpose of purchasing
goods or merchandise, or for collecting information, for the enter-
prise, or for other activities that have a preparatory or auxiliary
character for the enterprise, such as advertising, or the supply of
information, do not constitute a permanent establishment of the
enterprise. Moreover, subparagraph 4(f) provides that a combina-
tion of the activities described in the other subparagraphs of para-
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graph 4 will not give rise to a permanent establishment if the com-
bination results in an overall activity that is of a preparatory or
auxiliary character.

Paragraph 5

Paragraphs 5 and 6 specify when activities carried on by an
agent or other person acting on behalf of an enterprise create a
permanent establishment of that enterprise. For example, under
subparagraph 5(a), a person is deemed to create a permanent es-
tablishment of the enterprise if that person has and habitually ex-
ercises an authority to conclude contracts in the name of that en-
terprise. If, however, his activities are limited to those activities
specified in paragraph 4 which would not constitute a permanent
establishment if carried on by the enterprise through a fixed place
of business, the person does not create a permanent establishment
of the enterprise.

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

The contracts referred to in paragraph 5 are those relating to the
essential business operations of the enterprise, rather than ancil-
lary activities. For example, if the person has no authority to con-
clude contracts in the name of the enterprise with its customers
for, say, the sale of the goods produced by the enterprise, but it can
enter into service contracts in the name of the enterprise for the
enterprise’s business equipment, this contracting authority would
not fall within the scope of the paragraph, even if exercised regu-
larly.

Under subparagraph 5(b), a person is also deemed to create a
permanent establishment of the enterprise if that person has no
authority to conclude contracts, but habitually maintains in that
State a stock of goods or merchandise belonging to the enterprise
from which the person regularly fills orders or makes deliveries on
behalf of the enterprise, and additional activities conducted in that
State on behalf of the enterprise have contributed to the conclusion
of the sale of such goods or merchandise.

Paragraph 6

Under paragraph 6, an enterprise is not deemed to have a per-
manent establishment in a Contracting State merely because it
carries on business in that State through an independent agent, in-
cluding a broker or general commission agent, if the agent is acting
in the ordinary course of his business as an independent agent.
Thus, there are two conditions that must be satisfied: the agent
must be both legally and economically independent of the enter-
prise, and the agent must be acting in the ordinary course of its
business in carrying out activities on behalf of the enterprise.

Whether the agent and the enterprise are independent is a fac-
tual determination. Among the questions to be considered is the ex-
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tent to which the agent operates on the basis of instructions from
the enterprise. An agent that is subject to detailed instructions re-
garding the conduct of its operations or comprehensive control by
the enterprise is not legally independent.

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

Another relevant factor in determining whether an agent is eco-
nomically independent is whether the agent acts exclusively or
nearly exclusively for the principal. Such a relationship may indi-
cate that the principal has economic control over the agent. A num-
ber of principals acting in concert also may have economic control
over an agent. The limited scope of the agent’s activities and the
agent’s dependence on a single source of income may indicate that
the agent lacks economic independence. It should be borne in mind,
however, that exclusivity is not in itself a conclusive test; an agent
may be economically independent notwithstanding an exclusive re-
lationship with the principal if it has the capacity to diversify and
acquire other clients without substantial modifications to its cur-
rent business and without substantial harm to its business profits.
Thus, exclusivity should be viewed merely as a pointer to further
investigation of the relationship between the principal and the
agent. Each case must be addressed on the basis of its own facts
and circumstances.

Paragraph 7

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

Paragraph 8

Paragraph 8 provides a special rule (subject to the provisions of
paragraph 4) for an enterprise of a Contracting State that provides
services in the other Contracting State, but that does not have a
permanent establishment by virtue of the preceding paragraphs of
the Article. If (and only if) such an enterprise meets either of two
tests as provided in subparagraphs 8(a) and 8(b), the enterprise
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will be deemed to provide those services through a permanent es-
tablishment in the other State.

The first test as provided in subparagraph 8(a) has two parts.
First, the services must be performed in the other State by an indi-
vidual who is present in that other State for a period or periods
aggregating 183 days or more in any twelve-month period. Second,
during that period or periods, more than 50 percent of the gross ac-
tive business revenues of the enterprise (including revenue from ac-
tive business activities unrelated to the provision of services) must
consist of income derived from the services performed in that State
by that individual. If the enterprise meets both of these tests, the
enterprise will be deemed to provide the services through a perma-
nent establishment. This test in subparagraph 8(a) is employed to
determine whether an enterprise is deemed to have a permanent
establishment by virtue of the presence of a single individual (i.e.
a natural person).

For the purposes of subparagraph 8(a), the term “gross active
business revenues” shall mean the gross revenues attributable to
active business activities that the enterprise has charged or should
charge for its active business activities, regardless of when the ac-
tual billing will occur or of domestic law rules concerning when
such revenues should be taken into account for tax purposes. Such
active business activities are not restricted to the activities related
to the provision of services. However, the term does not include in-
come from passive investment activities.

The second test as provided in subparagraph 8(b) provides that
an enterprise will have a permanent establishment if the services
are provided in the other State for an aggregate of 183 days or
more in any twelve-month period with respect to the same or con-
nected projects for customers who either are residents of the other
State or maintain a permanent establishment in the other State
with respect to which the services are provided. The various condi-
tions that have to be satisfied in order for subparagraph 8(b) to
have application are described in detail below.

In addition to meeting the 183-day threshold, the services must
be provided for customers who either are residents of the other
State or maintain a permanent establishment in that State. The in-
tent of this requirement is to reinforce the concept that unless
there is a customer in the other State, such enterprise will not be
deemed as participating sufficiently in the economic life of that
other State to warrant being deemed to have a permanent estab-
lishment.

Paragraph 8 applies only to the provision of services, and only
to services provided by an enterprise to third parties. Thus, the
provision does not have the effect of deeming an enterprise to have
a permanent establishment merely because services are provided to
that enterprise.

Further, paragraph 8 only applies to services that are performed
or provided by an enterprise of a Contracting State within the
other Contracting State. It is therefore not sufficient that the rel-
evant services be merely furnished to a resident of the other Con-
tracting State. Where, for example, an enterprise provides cus-
tomer support or other services by telephone or computer to cus-
tomers located in the other State, those would not be covered by
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paragraph 8 because they are not performed or provided by that
enterprise within the other State. Another example would be that
of an architect who is hired to design blueprints for the construc-
tion of a building in the other State. As part of completing the
project, the architect must make site visits to that other State, and
his days of presence there would be counted for purposes of deter-
mining whether the 183-day threshold is satisfied. However, the
days that the architect spends working on the blueprint in his
home office shall not count for purposes of the 183-day threshold,
because the architect is not performing or providing those services
within the other State.

For purposes of determining whether the time threshold has
been met, subparagraph 8(b) permits the aggregation of services
that are provided with respect to connected projects. For purposes
of this test, projects shall be considered to be connected if they con-
stitute a coherent whole, commercially and geographically. The de-
termination of whether projects are connected should be deter-
mined from the point of view of the enterprise (not that of the cus-
tomer), and will depend on the facts and circumstances of each
case. In determining the existence of commercial coherence, factors
that would be relevant include: 1) whether the projects would, in
the absence of tax planning considerations, have been concluded
pursuant to a single contract; 2) whether the nature of the work
involved under different projects is the same; and 3) whether the
same individuals are providing the services under the different
projects. Whether the work provided is covered by one or multiple
contracts may be relevant, but is not determinative, in finding that
projects are commercially coherent.

The aggregation rule addresses, for example, potentially abusive
situations in which work has been artificially divided into separate
components in order to avoid meeting the 183-day threshold. As-
sume for example, that a technology consultant has been hired to
install a new computer system for a company in the other country.
The work will take ten months to complete. However, the consult-
ant purports to divide the work into two five-month projects with
the intention of circumventing the rule in paragraph 8. In such
case, even if the two projects were considered separate, they will
be considered to be commercially coherent. Accordingly, subject to
the additional requirement of geographic coherence, the two
projects could be considered to be connected, and could therefore be
aggregated for purposes of subparagraph 8(b). In contrast, assume
that the technology consultant is contracted to install a particular
computer system for a company, and is also hired by that same
company, pursuant to a separate contract, to train its employees on
the use of another computer software that is unrelated to the first
system. In this second case, even though the contracts are both
concluded between the same two parties, there is no commercial co-
herence to the two projects, and the time spent fulfilling the two
contracts may not be aggregated for purposes of subparagraph 8(b).
Another example of projects that do not have commercial coherence
would be the case of a law firm which, as one project provides tax
advice to a customer from one portion of its staff, and as another
project provides trade advice from another portion of its staff, both
to the same customer.
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Additionally, projects, in order to be considered connected, must
also constitute a geographic whole. An example of projects that lack
geographic coherence would be a case in which a consultant is
hired to execute separate auditing projects at different branches of
a bank located in different cities pursuant to a single contract. In
such an example, while the consultant’s projects are commercially
coherent, they are not geographically coherent and accordingly the
services provided in the various branches shall not be aggregated
for purposes of applying subparagraph 8(b). The services provided
in each branch should be considered separately for purposes of sub-
paragraph 8(b).

The method of counting days for purposes of subparagraph 8(a)
differs slightly from the method for subparagraph 8(b). Subpara-
graph 8(a) refers to days in which an individual is present in the
other country. Accordingly, physical presence during a day is suffi-
cient. In contrast, subparagraph 8(b) refers to days during which
services are provided by the enterprise in the other country. Ac-
cordingly, non-working days such as weekends or holidays would
not count for purposes of subparagraph 8(b), as long as no services
are actually being provided while in the other country on those
days. For the purposes of both subparagraphs, even if the enter-
prise sends many individuals simultaneously to the other country
to provide services, their collective presence during one calendar
day will count for only one day of the enterprise’s presence in the
other country. For instance, if an enterprise sends 20 employees to
the other country to provide services to a client in the other coun-
try for 10 days, the enterprise will be considered present in the
other country only for 10 days, not 200 days (20 employees x 10
days).

By deeming the enterprise to provide services through a perma-
nent establishment in the other Contracting State, paragraph 8 al-
lows the application of Article 7 (Business Profits), and accordingly,
the taxation of the services shall be on a net-basis. Such taxation
is also limited to the profits attributable to the activities carried on
in performing the relevant services. It will be important to ensure
that only the profits properly attributable to the functions per-
formed and risks assumed by provision of the services will be at-
tributed to the deemed permanent establishment.

Paragraph 8 applies subject to the provisions of paragraph 4. In
no case will paragraph 8 apply to deem services to be provided
through a permanent establishment if the services are limited to
those mentioned in paragraph 4 which, if performed through a
fixed place of business, would not make the fixed place of business
a permanent establishment under the provisions of that paragraph.
Further, days spent on preparatory or auxiliary activities shall not
be taken into account for purposes of applying subparagraph 8(b).

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

This Article deals with the taxation of income from immovable
property (real property) situated in a Contracting State (the “situs
State”). The Article does not grant an exclusive taxing right to the
situs State; the situs State is merely given the primary right to
tax. However, until such time as Bulgaria provides, with respect to
income taxable under this Article, for an election to be subject to
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tax on a net basis as though such income were business profits at-
tributable to a permanent establishment, the Bulgarian rate of tax
may not exceed 10 percent of the gross amount of income derived
by a U.S. resident from real property situated in Bulgaria.

Paragraph 1

The first paragraph of Article 6 states the general rule that in-
come of a resident of a Contracting State derived from real prop-
erty situated in the other Contracting State may be taxed in the
Contracting State in which the property is situated. The paragraph
specifies that income from real property includes income from agri-
culture and forestry.

Paragraph 2

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

Paragraph 3

Paragraph 3 makes clear that all forms of income derived from
the exploitation of real property are taxable in the Contracting
State in which the property is situated. This includes income from
any use of real property, including, but not limited to, income from
direct use by the owner (in which case income may be imputed to
the owner for tax purposes) and rental income from the letting of
real property.

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

Paragraph 4

This paragraph specifies that the basic rule of paragraph 1 (as
elaborated in paragraph 3) applies to income from real property of
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an enterprise. This clarifies that the situs country may tax the real
property income (including rental income) of a resident of the other
Contracting State in the absence of attribution to a permanent es-
tablishment in the situs State. This provision represents an excep-
tion to the general rule under Article 7 (Business Profits) that in-
come must be attributable to a permanent establishment in order
to be taxable in the situs state. However, if a resident of a Con-
tracting State carries on a business in the other Contracting State
through a permanent establishment situated therein and the real
property is effectively connected with such permanent establish-
ment, the provisions of Article 7 apply to the real property income.
This rule is important in view of the lack of an election to be sub-
ject to tax on a net basis with respect to income taxable under this
Article under Bulgarian law and the Convention. Accordingly, if a
U.S. resident has a permanent establishment in Bulgaria through
which the real property income is earned, that income will be taxed
on a net basis using the rates and rules of taxation generally appli-
cable to residents of Bulgaria, as such rules may be modified by the
Convention.

Paragraph 5

This paragraph contains a special rule limiting the rate of Bul-
garian taxation to 10 percent of the gross amount of income derived
by a U.S. resident from real property situated in Bulgaria. This
special rule applies for as long as U.S. residents are not entitled
under Bulgarian law to make an election to compute the tax on in-
come from real property situated in Bulgaria on a net basis as if
such income were business profits attributable to a permanent es-
tablishment in Bulgaria.

ARTICLE 7 (BUSINESS PROFITS)

This Article provides rules for the taxation by a Contracting
State of the business profits of an enterprise of the other Con-
tracting State.

Paragraph 1

Paragraph 1 states the general rule that business profits of an
enterprise of one Contracting State may not be taxed by the other
Contracting State unless the enterprise carries on business in that
other Contracting State through a permanent establishment (as de-
fined in Article 5 (Permanent Establishment)) situated there. When
that condition is met, the State in which the permanent establish-
ment is situated may tax the enterprise on the income that is at-
tributable to the permanent establishment.

Although the Convention does not include a definition of “busi-
ness profits,” the term is intended to cover income derived from
any trade or business. In accordance with this broad definition, the
term “business profits” includes income attributable to notional
principal contracts and other financial instruments to the extent
that the income is attributable to a trade or business of dealing in
such instruments or is otherwise related to a trade or business (as
in the case of a notional principal contract entered into for the pur-
pose of hedging currency risk arising from an active trade or busi-
ness). Any other income derived from such instruments is, unless
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specifically covered in another article, dealt with under Article 20
(Other Income).

The term “business profits” also includes income derived by an
enterprise from the rental of tangible personal property (unless
such tangible personal property consists of aircraft, ships or con-
tainers, income from which is addressed by Article 8 (International
Traffic)). The inclusion of income derived by an enterprise from the
rental of tangible personal property in business profits means that
such income earned by a resident of a Contracting State can be
taxed by the other Contracting State only if the income is attrib-
utable to a permanent establishment maintained by the resident in
that other State, and, if the income is taxable, it can be taxed only
on a net basis. Income from the rental of tangible personal property
that is not derived in connection with a trade or business is dealt
with in Article 20 (Other Income).

In addition, as a result of the definitions of “enterprise” and
“business” in Article 3 (General Definitions), the term includes in-
come derived from the furnishing of personal services. Thus, a con-
sulting firm resident in one State whose employees or partners per-
form services in the other State through a permanent establish-
ment may be taxed in that other State on a net basis under Article
7, and not under Article 14 (Income from Employment), which ap-
plies only to income of employees. With respect to the enterprise’s
emlployees themselves, however, their salary remains subject to Ar-
ticle 14.

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

The application of Article 7 to a service partnership may be illus-
trated by the following example: a partnership has five partners
(who agree to split profits equally), four of whom are resident and
perform personal services only in Bulgaria at Office A, and one of
whom performs personal services at Office B, a permanent estab-
lishment in the United States. In this case, the four partners of the
partnership resident in Bulgaria may be taxed in the United States
in respect of their share of the income attributable to the perma-
nent establishment, Office B. The services giving rise to income
which may be attributed to the permanent establishment would in-
clude not only the services performed by the one resident partner,
but also, for example, if one of the four other partners came to the
United States and worked on an Office B matter there, the income
in respect of those services. Income from the services performed by
the visiting partner would be subject to tax in the United States
regardless of whether the visiting partner actually visited or used
Office B while performing services in the United States.
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Paragraph 2

Paragraph 2 provides rules for the attribution of business profits
to a permanent establishment. The Contracting States will at-
tribute to a permanent establishment the profits that it would have
earned had it been a distinct and separate enterprise engaged in
the same or similar activities under the same or similar conditions
and dealing wholly independently with the enterprise of which it
is a permanent establishment.

The “attributable to” concept of paragraph 2 provides an alter-
native to the analogous but somewhat different “effectively con-
nected” concept in Code section 864(c). Depending upon the cir-
cumstances, the amount of income “attributable to” a permanent
establishment under Article 7 may be greater or less than the
amount of income that would be treated as “effectively connected”
to a U.S. trade or business under Code section 864. In particular,
in the case of financial institutions, the use of internal dealings to
allocate income within an enterprise may produce results under Ar-
ticle 7 that are significantly different than the results under the ef-
fectively connected income rules. For example, income from inter-
branch notional principal contracts may be taken into account
under Article 7, notwithstanding that such transactions may be ig-
nored for purposes of U.S. domestic law.

The profits attributable to a permanent establishment may be
from sources within or without a Contracting State. However, as
stated in paragraph 5 of the Protocol, the business profits attrib-
utable to a permanent establishment include only those profits de-
rived from the assets used, risks assumed, and activities performed
by, the permanent establishment.

Paragraph 5 of the Protocol confirms that the arm’s length meth-
od of paragraphs 2 and 3 consists of applying the OECD Transfer
Pricing Guidelines, but taking into account the different economic
and legal circumstances of a single legal entity (as opposed to sepa-
rate but associated enterprises). Thus, any of the methods used in
the Transfer Pricing Guidelines, including profits methods, may be
used as appropriate and in accordance with the Transfer Pricing
Guidelines. However, the use of the Transfer Pricing Guidelines ap-
plies only for purposes of attributing profits within the legal entity.
It does not create legal obligations or other tax consequences that
would result from transactions having independent legal signifi-
cance.

For example, an entity that operates through branches rather
than separate subsidiaries generally will have lower capital re-
quirements because all of the assets of the entity are available to
support all of the entity’s liabilities (with some exceptions attrib-
utable to local regulatory restrictions). This is the reason that most
commercial banks and some insurance companies operate through
branches rather than subsidiaries. The benefit that comes from
such lower capital costs must be allocated among the branches in
an appropriate manner. This issue does not arise in the case of an
enterprise that operates through separate entities, since each enti-
ty will have to be separately capitalized or will have to compensate
another entity for providing capital (usually through a guarantee).

Under U.S. domestic regulations, internal “transactions” gen-
erally are not recognized because they do not have legal signifi-
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cance. In contrast, the rule provided by the Convention is that such
internal dealings may be used to attribute income to a permanent
establishment in cases where the dealings accurately reflect the al-
location of risk within the enterprise. One example is that of global
trading in securities. In many cases, banks use internal swap
transactions to transfer risk from one branch to a central location
where traders have the expertise to manage that particular type of
risk. Under the Convention, such a bank may also use such swap
transactions as a means of attributing income between the
branches, if use of that method is the “best method” within the
meaning of Treas. Reg. section 1.482-1(c). The books of a branch
will not be respected, however, when the results are inconsistent
with a functional analysis. So, for example, income from a trans-
action that is booked in a particular branch (or home office) will
not be treated as attributable to that location if the sales and risk
management functions that generate the income are performed in
another location.

Because the use of profits methods is permissible under para-
graph 2, it is not necessary for the Convention to include a provi-
sion corresponding to paragraph 4 of Article 7 of the OECD Model.

Paragraph 3

Paragraph 3 provides that in determining the business profits of
a permanent establishment, deductions shall be allowed for the ex-
penses incurred for the purposes of the permanent establishment,
ensuring that business profits will be taxed on a net basis. This
rule is not limited to expenses incurred exclusively for the purposes
of the permanent establishment, but includes expenses incurred for
the purposes of the enterprise as a whole, or that part of the enter-
prise that includes the permanent establishment. Deductions are to
be allowed regardless of which accounting unit of the enterprise
books the expenses, so long as they are incurred for the purposes
of the permanent establishment. For example, a portion of the in-
terest expense recorded on the books of the home office in one State
may be deducted by a permanent establishment in the other if
properly allocable thereto. The amount of expense that must be al-
lowed as a deduction is determined by applying the arm’s length
principle. As noted above with respect to paragraph 2 of Article 1
(General Scope), if a deduction would be allowed under the Code
in computing the U.S. taxable income, the deduction also is allowed
in computing taxable income under the Convention. However, ex-
cept where the Convention provides for more favorable treatment,
a taxpayer cannot take deductions for expenses in computing tax-
able income under the Convention to a greater extent than would
be allowed under the Code where doing so would be inconsistent
with the intent of the Code. For example, assume that a Bulgarian
taxpayer with a permanent establishment in the United States bor-
rows $100 to purchase U.S. tax exempt bonds, and that the $100
of tax-exempt bonds and the $100 of related debt would be treated
as assets and liabilities of the permanent establishment. For pur-
poses of computing the profits attributable to the permanent estab-
lishment under the Convention, both the tax exempt interest from
the bonds and the interest expense from the related debt would be
excluded.
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As noted above, paragraph 5 of the Protocol provides that the
OECD Transfer Pricing Guidelines apply, by analogy, in deter-
mining the profits attributable to a permanent establishment. Ac-
cordingly, a permanent establishment may deduct payments made
to its head office or another branch in compensation for services
performed for the benefit of the branch. The method to be used in
calculating that amount will depend on the terms of the arrange-
ments between the branches and head office. For example, the en-
terprise could have a policy, expressed in writing, under which
each business unit could use the services of lawyers employed by
the head office. At the end of each year, the costs of employing the
lawyers would be charged to each business unit according to the
amount of services used by that business unit during the year.
Since this appears to be a kind of cost-sharing arrangement and
the allocation of costs is based on the benefits received by each
business unit, such a cost allocation would be an acceptable means
of determining a permanent establishment’s deduction for legal ex-
penses. Alternatively, the head office could agree to employ lawyers
at its own risk, and to charge an arm’s length price for legal serv-
ices performed for a particular business unit. If the lawyers were
under-utilized, and the “fees” received from the business units were
less than the cost of employing the lawyers, then the head office
would bear the excess cost. If the “fees” exceeded the cost of em-
ploying the lawyers, then the head office would keep the excess to
compensate it for assuming the risk of employing the lawyers. If
the enterprise acted in accordance with this agreement, this meth-
od would be an acceptable alternative method for calculating a per-
manent establishment’s deduction for legal expenses.

Paragraph 5 of the Protocol also makes clear that a permanent
establishment cannot be funded entirely with debt, but must have
sufficient capital to carry on its activities as if it were a distinct
and separate enterprise. To the extent that the permanent estab-
lishment does not have such capital, a Contracting State may, for
profit attribution purposes, attribute such capital to the permanent
establishment in accordance with the arm’s length principle and
deny an interest deduction to the extent necessary to reflect that
capital attribution. The method prescribed by U.S. domestic law for
making this attribution is found in Treas. Reg. section 1.882-5.
Both section 1.882-5 and the method prescribed in the Convention
start from the premise that all of the capital of the enterprise sup-
ports all of the assets and risks of the enterprise, and therefore the
entire capital of the enterprise must be allocated to its various
businesses and offices.

However, section 1.882-5 does not take into account the fact that
some assets create more risk for the enterprise than do other as-
sets. An independent enterprise would need less capital to support
a perfectly-hedged U.S. Treasury security than it would need to
support an equity security or other asset with significant market
and/or credit risk. Accordingly, in some cases section 1.882-5 would
require a taxpayer to allocate more capital to the United States,
and therefore would reduce the taxpayer’s interest deduction more,
than is appropriate. To address these cases, paragraph 5 of the
Protocol allows a taxpayer to apply a more flexible approach that
takes into account the relative risk of its assets in the various ju-
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risdictions in which it does business. In particular, in the case of
financial institutions other than insurance companies, the amount
of capital attributable to a permanent establishment is determined
by allocating the institution’s total equity between its various of-
fices on the basis of the proportion of the financial institution’s
risk-weighted assets attributable to each of them. This recognizes
the fact that financial institutions are in many cases required to
risk-weight their assets for regulatory purposes and, in other cases,
will do so for business reasons even if not required to do so by reg-
ulators. However, risk-weighting is more complicated than the
method prescribed by section 1.882-5. Accordingly, to ease this ad-
ministrative burden, taxpayers may choose to apply the principles
of Treas. Reg. section 1.882-5(c) to determine the amount of capital
allocable to its U.S. permanent establishment, in lieu of deter-
mining its allocable capital under the risk-weighted capital alloca-
tion method provided by the Convention, even if it has otherwise
chosen the principles of Article 7 rather than the effectively con-
nected income rules of U.S. domestic law.

Paragraph 4

Paragraph 4 provides that no business profits can be attributed
to a permanent establishment merely because it purchases goods or
merchandise for the enterprise of which it is a part. This para-
graph is essentially identical to paragraph 5 of Article 7 of the
OECD Model. This rule applies only to an office that performs
functions for the enterprise in addition to purchasing. The income
attribution issue does not arise if the sole activity of the office is
the purchase of goods or merchandise because such activity does
not give rise to a permanent establishment under Article 5 (Perma-
nent Establishment). A common situation in which paragraph 4 is
relevant is one in which a permanent establishment purchases raw
materials for the enterprise’s manufacturing operation conducted
outside the United States and sells the manu>factured product.
While business profits may be attributable to the permanent estab-
lishment with respect to its sales activities, no profits are attrib-
utable to it with respect to its purchasing activities.

Paragraph 5

Paragraph 5 provides that profits shall be determined by the
same method each year, unless there is good reason to change the
method used. This rule assures consistent tax treatment over time
for permanent establishments. It limits the ability of both the Con-
tracting State and the enterprise to change accounting methods to
be applied to the permanent establishment. It does not, however,
restrict a Contracting State from imposing additional require-
ments, such as the rules under Code section 481, to prevent
amounts from being duplicated or omitted following a change in ac-
counting method. Such adjustments may be necessary, for example,
if the taxpayer switches from using the domestic rules under sec-
tion 864 in one year to using the rules of Article 7 in the next. Also,
if the taxpayer switches from Convention-based rules to U.S. do-
mestic rules, it may need to meet certain deadlines for making
elections that are not necessary when applying the rules of the
Convention.
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Paragraph 6

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

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

The Convention incorporates the rule of Code section 864(c)(6).
Like the Code section on which it is based, paragraph 5 of the Pro-
tocol provides that any income or gain attributable to a permanent
establishment during its existence is taxable in the Contracting
State where the permanent establishment is situated, even if the
payment of that income or gain is deferred until after the perma-
nent establishment ceases to exist. This rule applies with respect
to Article 7 (Business Profits), paragraph 4 of Article 6 (Income
from Immovable Property (Real Property)), paragraph 6 of Article
10 (Dividends), paragraph 5 of Article 11 (Interest), paragraph 4 of
Article 12 (Royalties), paragraph 3 of Article 13 (Capital Gains)
and paragraph 2 of Article 20 (Other Income).

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

Relationship to other Articles

This Article is subject to the saving clause of paragraph 4 of Arti-
cle 1 (General Scope). Thus, if a citizen of the United States who
is a resident of Bulgaria under the treaty derives business profits
from the United States that are not attributable to a permanent es-
tablishment in the United States, the United States may, subject
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to the special foreign tax credit rules of paragraph 4 of Article 22
(Relief from Double Taxation), tax those profits, notwithstanding
paéag"raph 1 of this Article, which would exempt the income from
U.S. tax.

The benefits of this Article are also subject to Article 21 (Limita-
tion on Benefits). Thus, an enterprise of Bulgaria and that derives
income effectively connected with a U.S. trade or business may not
claim the benefits of Article 7 unless the resident carrying on the
enterprise qualifies for such benefits under Article 21.

ARTICLE 8 (INTERNATIONAL TRAFFIC)

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

Paragraph 1

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

Paragraph 2

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

In addition to income derived directly from the operation of ships
and aircraft in international traffic, this definition also includes
certain items of rental income. First, income of an enterprise of a
Contracting State from the rental of ships or aircraft on a full basis
(i.e., with crew) is income of the lessor from the operation of ships
and aircraft in international traffic and, therefore, is exempt from
tax in the other Contracting State under paragraph 1. Also, para-
graph 2 encompasses income from the lease of ships or aircraft on
a bareboat basis (i.e., without crew) when the income is incidental
to other income of the lessor from the operation of ships or aircraft
in international traffic. If the income is not incidental to other in-
come of the lessor from the operation of ships or aircraft in inter-
national traffic, income from bareboat rentals would constitute
business profits.

Paragraph 6 of the Protocol clarifies, consistent with the U.S.
Model and the Commentary to Article 8 of the OECD Model, that
profits derived by an enterprise from the inland transport of tan-
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gible property or passengers within either Contracting State is
treated as profits from the operation of ships or aircraft in inter-
national traffic if such transport is undertaken as part of inter-
national traffic. Thus, if a U.S. shipping company contracts to carry
property from Bulgaria to a U.S. city and, as part of that contract,
it transports the property by truck from its point of origin to an
airport in Bulgaria (or it contracts with a trucking company to
carry the property to the airport) the income earned by the U.S.
shipping company from the overland leg of the journey would be
taxable only in the United States. Similarly, Article 8 also would
apply to all of the income derived from a contract for the inter-
national transport of goods, even if the goods were transported to
the port by a lighter, not by the vessel that carried the goods in
international waters.

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

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

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

Paragraph 3

Under this paragraph, profits of an enterprise of a Contracting
State from the use, maintenance or rental of containers (including
equipment for their transport) used for the transport of goods or
merchandise are exempt from tax in the other Contracting State,
unless those containers are used for transport solely in the other
Contracting State. This result obtains under paragraph 3 regard-
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less of whether the recipient of the income is engaged in the oper-
ation of ships or aircraft in international traffic, and regardless of
whether the enterprise has a permanent establishment in the other
Contracting State. Only income from the use, maintenance or rent-
al of containers that is incidental to other income from inter-
national traffic is covered by Article 8 of the OECD Model.

Paragraph 4

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

Relationship to other Articles

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

As with other benefits of the Convention, the benefit of exclusive
residence country taxation under Article 8 is available to an enter-
prise only if it is entitled to benefits under Article 21 (Limitation
on Benefits).

This Article also is subject to the saving clause of paragraph 4
of Article 1 (General Scope) of the Model. Thus, if a citizen of the
United States who is a resident of Bulgaria derives profits from the
operation of ships or aircraft in international traffic, notwith-
standing the exclusive residence country taxation in paragraph 1
of Article 8, the United States may, subject to the special foreign
tax credit rules of paragraph 4 of Article 22 (Relief from Double
Taxation), tax those profits as part of the worldwide income of the
citizen. (This is an unlikely situation, however, because non-tax
considerations (e.g., insurance) generally result in shipping activi-
ties being carried on in corporate form.)

ARTICLE 9 (ASSOCIATED ENTERPRISES)

This Article incorporates in the Convention the arm’s-length
principle reflected in the U.S. domestic transfer pricing provisions,
particularly Code section 482. It provides that when related enter-
prises engage in a transaction on terms that are not arm’s-length,
the Contracting States may make appropriate adjustments to the
taxable income and tax liability of such related enterprises to re-
flect what the income and tax of these enterprises with respect to
the transaction would have been had there been an arm’s-length
relationship between them.
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Paragraph 1

This paragraph is essentially the same as its counterpart in the
U.S. and OECD Models. It addresses the situation where an enter-
prise of a Contracting State is related to an enterprise of the other
Contracting State, and there are arrangements or conditions im-
posed between the enterprises in their commercial or financial rela-
tions that are different from those that would have existed in the
absence of the relationship. Under these circumstances, the Con-
tracting States may adjust the income (or loss) of the enterprise to
rﬁﬂect what it would have been in the absence of such a relation-
ship.

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

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

Similarly, the fact that associated enterprises may have con-
cluded arrangements, such as cost sharing arrangements or gen-
eral services agreements, is not in itself an indication that the two
enterprises have entered into a non-arm’s-length transaction that
should give rise to an adjustment under paragraph 1. Both related
and unrelated parties enter into such arrangements (e.g., joint ven-
turers may share some development costs). As with any other kind
of transaction, when related parties enter into an arrangement, the
specific arrangement must be examined to see whether or not it
meets the arm’s-length standard. In the event that it does not, an
appropriate adjustment may be made, which may include modi-
fying the terms of the agreement or re-characterizing the trans-
action to reflect its substance.

It is understood that the “commensurate with income” standard
for determining appropriate transfer prices for intangibles, added
to Code section 482 by the Tax Reform Act of 1986, was designed
to operate consistently with the arm’s-length standard. The imple-
mentation of this standard in the section 482 regulations is in ac-
cordance with the general principles of paragraph 1 of Article 9 of
the Convention, as interpreted by the OECD Transfer Pricing
Guidelines.

This Article also permits tax authorities to deal with thin capital-
ization issues. They may, in the context of Article 9, scrutinize
more than the rate of interest charged on a loan between related
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persons. They also may examine the capital structure of an enter-
prise, whether a payment in respect of that loan should be treated
as interest, and, if it is treated as interest, under what cir-
cumstances interest deductions should be allowed to the payor.
Paragraph 3 of the Commentary to Article 9 of the OECD Model,
together with the U.S. observation set forth in paragraph 15, sets
forth a similar understanding of the scope of Article 9 in the con-
text of thin capitalization.

Paragraph 2

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

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

The Contracting State making a secondary adjustment will take
the other provisions of the Convention, where relevant, into ac-
count. For example, if the effect of a secondary adjustment is to
treat a U.S. corporation as having made a distribution of profits to
its parent corporation in Bulgaria, the provisions of Article 10
(Dividends) will apply, and the United States may impose a 5 per-
cent withholding tax on the dividend. Also, if under Article 22 (Re-
lief from Double Taxation) Bulgaria generally gives a credit for
taxes paid with respect to such dividends, it would also be required
to do so in this case.

The competent authorities are authorized by paragraph 3 of Arti-
cle 24 (Mutual Agreement Procedure) to consult, if necessary, to re-
solve any differences in the application of these provisions. For ex-
ample, there may be a disagreement over whether an adjustment
made by a Contracting State under paragraph 1 was appropriate.

If a correlative adjustment is made under paragraph 2, it is to
be implemented, pursuant to paragraph 2 of Article 24 (Mutual
Agreement Procedure), notwithstanding any time limits or other
procedural limitations in the law of the Contracting State making
the adjustment. If a taxpayer has entered into a closing agreement
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(or other written settlement) with the United States prior to bring-
ing a case to the competent authorities, the U.S. competent author-
ity will endeavor only to obtain a correlative adjustment from Bul-
garia. See, Rev. Proc. 2006-54, 2006-2 C.B. 1035, Section 7.05.

Relationship to other Articles

The saving clause of paragraph 4 of Article 1 (General Scope)
does not apply to paragraph 2 of Article 9 by virtue of an exception
to the saving clause in subparagraph 5(a) of Article 1. Thus, even
if the statute of limitations has run, a refund of tax can be made
in order to implement a correlative adjustment. Statutory or proce-
dural limitations, however, cannot be overridden to impose addi-
tional tax, because paragraph 2 of Article 1 provides that the Con-
vention cannot restrict any statutory benefit.

ARTICLE 10 (DIVIDENDS)

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

Paragraph 1

The right of a shareholder’s country of residence to tax dividends
arising in the source country is preserved by paragraph 1, which
permits a Contracting State to tax its residents on dividends paid
to them by a company that is a resident of the other Contracting
State. For dividends from any other source paid to a resident, Arti-
cle 20 (Other Income) grants the State of residence exclusive taxing
jurisdiction (other than for dividends attributable to a permanent
establishment in the other State).

Paragraph 2

The State of source also may tax dividends beneficially owned by
a resident of the other State, subject to the limitations of para-
graphs 2 and 4. Paragraph 2 generally limits the rate of with-
holding tax in the State of source on dividends paid by a company
resident in that State to 10 percent of the gross amount of the divi-
dend. If, however, the beneficial owner of the dividend is a com-
pany resident in the other State and owns directly shares rep-
resenting at least 10 percent of the voting power of the company
paying the dividend, then the rate of withholding tax in the State
of source is limited to 5 percent of the gross amount of the divi-
dend. Shares are considered voting shares if they provide the
power to elect, appoint or replace any person vested with the pow-
ers ordinarily exercised by the board of directors of a U.S. corpora-
tion.

The benefits of paragraph 2 may be granted at the time of pay-
ment by means of reduced rate of withholding tax at source. It also
is consistent with the paragraph for tax to be withheld at the time
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of payment at full statutory rates, and the treaty benefit to be
granted by means of a subsequent refund so long as such proce-
dures are applied in a reasonable manner.

The determination of whether the ownership threshold for sub-
paragraph 2(a) is met for purposes of the 5 percent maximum rate
of withholding tax is made on the date on which entitlement to the
dividend is determined. Thus, in the case of a dividend from a U.S.
company, the determination of whether the ownership threshold is
met generally would be made on the dividend record date.

Paragraph 2 does not affect the taxation of the profits out of
which the dividends are paid. The taxation by a Contracting State
of the income of its resident companies is governed by the internal
law of the Contracting State, subject to the provisions of paragraph
4 of Article 23 (Non-Discrimination).

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

Special rules, however, apply to shares that are held through fis-
cally transparent entities. In that case, the rules of paragraph 6 of
Article 1 (General Scope) will apply to determine whether the divi-
dends should be treated as having been derived by a resident of a
Contracting State. Residence State principles shall be used to de-
termine who derives the dividend, to assure that the dividends for
which the source State grants benefits of the Convention will be
taken into account for tax purposes by a resident of the residence
State. Source state principles of beneficial ownership shall then
apply to determine whether the person who derives the dividends,
or another resident of the other Contracting State, is the beneficial
owner of the dividend. The source State may conclude that the per-
son who derives the dividend in the residence State is a mere
nominee, agent, conduit, etc., for a third country resident and deny
benefits of the Convention. If the person who derives the dividend
under paragraph 6 of Article 1 would not be treated under the
source State’s principles for determining beneficial ownership as a
nominee, agent, custodian, conduit, etc., that person will be treated
as the beneficial owner of the income, profits or gains for purposes
of the Convention.

Assume, for instance, that a company resident in Bulgaria pays
a dividend to LLC, an entity which is treated as fiscally trans-
parent for U.S. tax purposes but is treated as a company for Bul-
garian tax purposes. USCo, a company incorporated in the United
States, is the sole interest holder in LLC. Paragraph 6 of Article
1 provides that USCo derives the dividend. Bulgaria’s principles of
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beneficial ownership shall then be applied to USCo. If under the
laws of Bulgaria USCo is found not to be the beneficial owner of
the dividend, USCo will not be entitled to the benefits of Article 10
with respect to such dividend. The payment may be entitled to ben-
efits, however, if USCo is found to be a nominee, agent, custodian
or conduit for a person who is a resident of the United States.

Beyond identifying the person to whom the principles of bene-
ficial ownership shall be applied, the principles of paragraph 6 of
Article 1 will also apply when determining whether other require-
ments, such as the ownership threshold of subparagraph 2(a) have
been satisfied.

For example, assume that BulCo, a company that is a resident
of Bulgaria, owns all of the outstanding shares in ThirdDE, an en-
tity that is disregarded for U.S. tax purposes that is resident in a
third country. ThirdDE owns 100% of the stock of USCo. Bulgaria
views ThirdDE as fiscally transparent under its domestic law, and
taxes BulCo currently on the income derived by ThirdDE. In this
case, BulCo is treated as deriving the dividends paid by USCo
under paragraph 6 of Article 1. Moreover, BulCo is treated as own-
ing the shares of USCo directly. The Convention does not address
what constitutes direct ownership for purposes of Article 10. As a
result, whether ownership is direct is determined under the inter-
nal law of the country imposing tax (i.e., the source country) unless
the context otherwise requires. Accordingly, a company that holds
stock through such an entity will generally be considered to di-
rectly own such stock for purposes of Article 10.

This result may change, however, if ThirdDE is regarded as non-
fiscally transparent under the laws of Bulgaria. Assuming that
ThirdDE is treated as non-fiscally transparent by Bulgaria, the in-
come will not be treated as derived by a resident of Bulgaria for
purposes of the Convention. However, ThirdDE may still be enti-
tled to the benefits of the U.S. tax treaty, if any, with its country
of residence.

The same principles would apply in determining whether compa-
nies holding shares through fiscally transparent entities such as
partnerships, trusts, and estates would qualify for benefits. As a re-
sult, companies holding shares through such entities may be able
to claim the benefits of subparagraph (a) under certain cir-
cumstances. The lower rate applies when the company’s propor-
tionate share of the shares held by the intermediate entity meets
the 10 percent threshold, and the company meets the requirements
of Article 1(6) (i.e., the company’s country of residence treats the
intermediate entity as fiscally transparent) with respect to the divi-
dend. Whether this ownership threshold is satisfied may be dif-
ficult to determine and often will require an analysis of the part-
nership or trust agreement.

Paragraph 3

Paragraph 3 imposes limitations on the rate reductions provided
by paragraphs 2 and 4 in the case of dividends paid by a RIC or
a REIT.

The first sentence of subparagraph 3(a) provides that dividends
paid by a RIC or a REIT are not eligible for the 5 percent rate of
withholding tax of subparagraph 2(a).
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The second sentence of subparagraph 3(a) provides that the 10
percent maximum rate of withholding tax of subparagraph 2(b) ap-
plies to dividends paid by RICs and that the elimination of source-
country withholding tax of paragraph 4 applies to dividends paid
by RICs and beneficially owned by a pension fund.The third sen-
tence of subparagraph 3(a) provides that the 10 percent rate of
withholding tax also applies to dividends paid by a REIT, and that
the elimination of source-country withholding tax of paragraph 4
applies to dividends paid by REITs and beneficially owned by a
pension fund, provided that one of the three following conditions is
met. First, the beneficial owner of the dividend is an individual or
a pension fund, in either case holding an interest of not more than
10 percent in the REIT. Second, the dividend is paid with respect
to a class of stock that is publicly traded and the beneficial owner
of the dividend is a person holding an interest of not more than 5
percent of any class of the REIT’s shares. Third, the beneficial
owner of the dividend holds an interest in the REIT of not more
than 10 percent and the REIT is “diversified.”

A REIT is diversified if the gross value of no single interest in
real property held by the REIT exceeds 10 percent of the gross
value of the REIT’s total interest in real property. Foreclosure
property is not considered an interest in real property, and a REIT
holding a partnership interest is treated as owning its propor-
tiﬁ)nate share of any interest in real property held by the partner-
ship.

Subparagraph (b) provides that the rules of subparagraph (a)
shall also apply to dividends paid by companies resident in Bul-
garia that are similar to a RIC or a REIT. Whether companies that
are residents of Bulgaria are similar to RICs or REITs will be de-
termined by mutual agreement of the competent authorities.The
restrictions set out above are intended to prevent the use of these
entities to gain inappropriate tax benefits. For example, a company
resident in Bulgaria that wishes to hold a diversified portfolio of
U.S. corporate shares could hold the portfolio directly and would
bear a U.S. withholding tax of 10 percent on all of the dividends
that it receives. Alternatively, it could hold the same diversified
portfolio by purchasing 10 percent or more of the interests in a
RIC. If the RIC is a pure conduit, there may be no U.S. tax cost
to interposing the RIC in the chain of ownership. Absent the spe-
cial rule in paragraph 3, such use of the RIC could transform port-
folio dividends, taxable in the United States under the Convention
at a 10 percent maximum rate of withholding tax, into direct in-
vestment dividends taxable at a 5 percent maximum rate of with-
holding tax.

Similarly, a resident of Bulgaria directly holding U.S. real prop-
erty would pay U.S. tax upon the sale of the property either at a
30 percent rate of withholding tax on the gross income or at grad-
uated rates on the net income. As in the preceding example, by
placing the real property in a REIT, the investor could, absent a
special rule, transform income from the sale of real estate into divi-
dend income from the REIT, taxable at the rates provided in Arti-
cle 10, significantly reducing the U.S. tax that otherwise would be
imposed. Paragraph 3 prevents this result and thereby avoids a
disparity between the taxation of direct real estate investments
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and real estate investments made through REIT conduits. In the
cases in which paragraph 3 allows a dividend from a REIT to be
eligible for the 10 percent rate of withholding tax, the holding in
the REIT is not considered the equivalent of a direct holding in the
underlying real property.

Paragraph 4

Paragraph 4 provides that, notwithstanding paragraph 2, the
State of source will not tax dividends beneficially owned by a pen-
sion fund resident in the other Contracting State, unless such divi-
dends are derived from the carrying on of a business by the pen-
sion fund or from an associated enterprise that is not itself a pen-
sion fund resident in the other Contracting State. For these pur-
poses, the term “pension fund” is defined in subparagraph 1(m) of
Article 3 (General Definitions).

The exemption is provided because pension funds normally do
not pay tax (either through a general exemption or because re-
serves for future pension liabilities effectively offset all of the
fund’s income), and therefore cannot benefit from a foreign tax
credit. Moreover, distributions from a pension fund generally do
not maintain the character of the underlying income, so the bene-
ficiaries of the pension are not in a position to claim a foreign tax
credit when they finally receive the pension, in many cases years
after the withholding tax has been paid. Accordingly, in the ab-
sence of this rule, the dividends would almost certainly be subject
to unrelieved double taxation.

Paragraph 5

Paragraph 5 defines the term dividends broadly and flexibly. The
definition is intended to cover all arrangements that yield a return
on an equity investment in a corporation as determined under the
tax law of the state of source, as well as arrangements that might
be developed in the future.

The term includes income from shares, or other corporate rights
that are not treated as debt under the law of the source State, that
participate in the profits of the company. The term also includes
income that is subjected to the same tax treatment as income from
shares by the law of the State of source. Thus, a constructive divi-
dend that results from a non-arm’s length transaction between a
corporation and a related party is a dividend. In the case of the
United States the term dividend includes amounts treated as a div-
idend under U.S. law upon the sale or redemption of shares or
upon a transfer of shares in a reorganization. See, e.g., Rev. Rul.
92-85, 1992-2 C.B. 69 (sale of foreign subsidiary’s stock to U.S. sis-
ter company is a deemed dividend to extent of the subsidiary’s and
sister company’s earnings and profits). Further, a distribution from
a U.S. publicly traded limited partnership, which is taxed as a cor-
poration under U.S. law, is a dividend for purposes of Article 10.
However, a distribution by a limited liability company is not tax-
able by the United States under Article 10, provided the limited li-
ability company is not characterized as an association taxable as a
corporation under U.S. law.

Finally, a payment denominated as interest that is made by a
thinly capitalized corporation may be treated as a dividend to the
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extent that the debt is recharacterized as equity under the laws of
the source State.

Paragraph 6

Paragraph 6 provides a rule for taxing dividends paid with re-
spect to holdings that form part of the business property of a per-
manent establishment. In such case, the rules of Article 7 (Busi-
ness Profits) shall apply. Accordingly, the dividends will be taxed
on a net basis using the rates and rules of taxation generally appli-
cable to residents of the State in which the permanent establish-
ment is located, as such rules may be modified by the Convention.
An example of dividends paid with respect to the business property
of a permanent establishment would be dividends derived by a
dealer in stock or securities from stock or securities that the dealer
held for sale to customers.

Paragraph 7

The right of a Contracting State to tax dividends paid by a com-
pany that is a resident of the other Contracting State is restricted
by paragraph 7 to cases in which the dividends are paid to a resi-
dent of that Contracting State or are attributable to a permanent
establishment in that Contracting State. Thus, a Contracting State
may not impose a “secondary” withholding tax on dividends paid by
a nonresident company out of earnings and profits from that Con-
tracting State.

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

Paragraph 8

Paragraph 8 permits a Contracting State to impose a branch
profits tax on a company resident in the other Contracting State.
The tax is in addition to other taxes permitted by the Convention.
The term “company” is defined in subparagraph 1(e) of Article 3
(General Definitions).

A Contracting State may impose a branch profits tax on a com-
pany if the company has income attributable to a permanent estab-
lishment in that Contracting State, derives income from real prop-
erty in that Contracting State that is taxed on a net basis under
Article 6 (Income from Immovable Property (Real Property)), or re-
alizes gains taxable in that State under paragraph 1 of Article 13
(Capital Gains). In the case of the United States, the imposition of
such tax is limited, however, to the portion of the aforementioned
items of income that represents the amount of such income that is
the “dividend equivalent amount.” This is consistent with the rel-
evant rules under the U.S. branch profits tax, and the term divi-
dend equivalent amount is defined under U.S. law. Section 884 de-
fines the dividend equivalent amount as an amount for a particular
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year that is equivalent to the income described above that is in-
cluded in the corporation’s effectively connected earnings and prof-
its for that year, after payment of the corporate tax under Article
6, Article 7, or Article 13, reduced for any increase in the branch’s
U.S. net equity during the year or increased for any reduction in
its U.S. net equity during the year. U.S. net equity is U.S. assets
less U.S. liabilities. See Treas. Reg. section 1.884-1.

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

As discussed in the Technical Explanation to paragraph 2 of Arti-
cle 1, consistency principles require that a taxpayer may not use
both treaty and Code rules where doing so would thwart the intent
of either set of rules. In the context of the branch profits tax, the
consistency requirement means that an enterprise that uses the
principles of Article 7 to determine its net taxable income also
must use those principles in determining the dividend equivalent
amount. Similarly, an enterprise that uses U.S. domestic law to de-
termine its net taxable income must also use U.S. domestic law in
complying with the branch profits tax. As in the case of Article 7,
if an enterprise switches between domestic law and treaty prin-
ciples from year to year, it will need to make appropriate adjust-
ments or recapture amounts that otherwise might go untaxed.

Subparagraph b) provides that the branch profits tax shall not
be imposed at a rate exceeding the direct investment dividend
withholding rate of five percent.

Relationship to other Articles

Notwithstanding the foregoing limitations on source country tax-
ation of dividends, the saving clause of paragraph 4 of Article 1
permits the United States to tax dividends received by its residents
and citizens, subject to the special foreign tax credit rules of para-
graph 4 of Article 22 (Relief from Double Taxation), as if the Con-
vention had not come into effect.

The benefits of this Article are also subject to the provisions of
Article 21 (Limitation on Benefits). Thus, if a resident of the other
Contracting State is the beneficial owner of dividends paid by a
U.S. corporation, the shareholder must qualify for treaty benefits
under at least one of the tests of Article 21 in order to receive the
benefits of this Article.

ARTICLE 11 (INTEREST)

Article 11 specifies the taxing jurisdictions over interest arising
in one Contracting State and paid to a resident of the other Con-
tracting State.

Paragraph 1

Paragraph 1 generally grants to the State of residence the non-
exclusive right to tax interest arising in the other Contracting
State and paid to its residents.
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Paragraph 2

Paragraph 2 provides that the State of source also may tax the
interest, but if the interest is beneficially owned by a resident of
the other Contracting State, the rate of tax will be limited to 5 per-
cent of the gross amount of the interest.

The term “beneficial owner” is not defined in the Convention,
and is, therefore, defined under the internal law of the State of
source. The beneficial owner of the interest for purposes of Article
11 is the person to which the income is attributable under the laws
of the source State. Thus, if interest arising in a Contracting State
is received by a nominee or agent that is a resident of the other
State on behalf of a person that is not a resident of that other
State, the interest is not entitled to the benefits of Article 11. How-
ever, interest received by a nominee on behalf of a resident of that
other State would be entitled to benefits. These limitations are con-
firmed by paragraph 9 of the OECD Commentary to Article 11.

Paragraph 3

Paragraph (3) provides for exclusive residence-based taxation in
certain cases.

Under subparagraph (a), interest beneficially owned by a Con-
tracting State, a political subdivision, or a local authority thereof
(i.e., in the United States, a State or local government), the central
bank of that Contracting State or any institution wholly owned by
that Contracting State is subject to exclusive residence-based tax-
ation.

Under subparagraph (b), interest beneficially owned by a resi-
dent of a Contracting State with respect to debt-claims guaranteed,
insured or indirectly financed by the Contracting State, a political
subdivision or a local authority thereof, the central bank of that
Contracting State or any institution wholly owned by that Con-
tracting State is subject to exclusive residence-based taxation.

Under subparagraph (c), interest beneficially owned by any fi-
nancial institution, including, for example, a bank or an insurance
company, is subject to exclusive residence-based taxation, unless
the interest is paid as a part of a back-to-back loan or an arrange-
ment that is economically similar to and has the effect of a back-
to-back loan. Paragraph 8 of the Protocol clarifies that the term
“back-to-back loan” as used in subparagraph ¢) means a loan struc-
tured to obtain the benefits of subparagraph c) in which the loan
is made to a financial institution that in turn lends the funds di-
rectly to the intended borrower. By referencing arrangements that
are economically similar to, and that have the effect of, a back-to-
back loan, paragraph (3)(c) reaches transactions that would not
meet the legal requirements of a loan, but would nevertheless serve
that purpose economically. For example, the term would encompass
securities issued at a discount, or certain swap arrangements in-
tended to operate as the economic equivalent of a back to-back
loan. In addition, nothing in Article 11 is intended to limit the abil-
ity of the Contracting States to enforce their domestic anti-avoid-
ance provisions.

Subparagraph (d) provides for exclusive residence-based taxation
of interest beneficially owned by a pension fund resident in the
other Contracting State, provided that the interest is not derived
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from the carrying on of a business, directly or indirectly, by the
pension fund.

Paragraph 4

The term “interest” as used in Article 11 is defined in paragraph
4 to include, inter alia, income from debt claims of every kind,
whether or not secured by a mortgage. Penalty charges for late
payment are excluded from the definition of interest. Interest that
is paid or accrued subject to a contingency is within the ambit of
Article 11. This includes income from a debt obligation carrying the
right to participate in profits. The term does not, however, include
3mo&1nts that are treated as dividends under Article 10 (Divi-

ends).

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

Paragraph 5

Paragraph 5 provides an exception to the rules of paragraphs 1,
2 and 3 in cases where the beneficial owner of the interest carries
on business through a permanent establishment in the State of
source and the interest is attributable to that permanent establish-
ment. In such cases the provisions of Article 7 (Business Profits)
will apply and the State of source will retain the right to impose
tax on such interest income.

In the case of a permanent establishment that once existed in
the State but that no longer exists, the provisions of paragraph 5
also apply to interest that would be attributable to such a perma-
nent establishment if it did exist in the year of payment or accrual.
See the Technical Explanation to Article 7.

Paragraph 6

Paragraph 6 provides a source rule for determining the source of
interest that is identical in substance to the interest source rule of
the OECD Model. Interest is considered to arise in a Contracting
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State if paid by a resident of that State. As an exception, interest
on a debt incurred in connection with a permanent establishment
in one of the States and borne by the permanent establishment is
considered to arise in that State. For this purpose, interest is con-
sidered to be borne by a permanent establishment if it is allocable
to taxable income of that permanent establishment.

Paragraph 7

Paragraph 7 provides that in cases involving special relation-
ships between the payor and the beneficial owner of interest in-
come, Article 11 applies only to that portion of the total interest
payments that would have been made absent such special relation-
ships (i.e., an arm’s-length interest payment). Any excess amount
of interest paid remains taxable according to the laws of the United
States and Bulgaria, respectively, with due regard to the other pro-
visions of the Convention. Thus, if the excess amount would be
treated under the source country’s law as a distribution of profits
by a corporation, such amount could be taxed as a dividend rather
than as interest, but the tax would be subject, if appropriate, to the
rate limitations of paragraph 2 of Article 10.

The term “special relationship” is not defined in the Convention.
In applying this paragraph the United States considers the term to
include the relationships described in Article 9, which in turn cor-
responds to the definition of “control” for purposes of section 482
of the Code.

This paragraph does not address cases where, owing to a special
relationship between the payor and the beneficial owner or between
both of them and some other person, the amount of the interest is
less than an arm’s-length amount. In those cases a transaction may
be characterized to reflect its substance and interest may be im-
puted consistent with the definition of interest in paragraph 4. The
United States would apply section 482 or 7872 of the Code to deter-
mine the amount of imputed interest in those cases.

Paragraph 8

Paragraph 8 provides anti-abuse exceptions to the rules of para-
graphs 2 and 3 for two classes of interest payments.

The first class of interest, dealt with in subparagraphs (a) and
(b) is so-called “contingent interest.” With respect to interest aris-
ing in the United States, subparagraph (a) refers to contingent in-
terest of a type that does not qualify as portfolio interest under
U.S. domestic law. The cross-reference to the U.S. definition of con-
tingent interest, which is found in section 871 (h)(4) of the Code,
is intended to ensure that the exceptions of section 871 (h)(4)(c)
will be applicable. With respect to Bulgaria, such interest is de-
fined in subparagraph (b) as any interest arising in Bulgaria that
is determined by reference to the receipts, sales, income, profits or
other cash flow of the debtor or a related person, to any change in
the value of any property of the debtor or a related person or to
any dividend, partnership distribution or similar payment made by
the debtor or a related person. Any interest dealt with in subpara-
graphs (a) and (b) may be taxed in the source State at a rate not
exceeding 10 percent of the gross amount of the interest.
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The second class of interest is dealt with in subparagraph 8(c).
This exception is consistent with the policy of Code sections
860E(e) and 860G(b) that excess inclusions with respect to a real
estate mortgage investment conduit (REMIC) should bear full U.S.
tax in all cases. Without a full tax at source foreign purchasers of
residual interests would have a competitive advantage over U.S.
purchasers at the time these interests are initially offered. Also,
absent this rule, the U.S. fisc would suffer a revenue loss with re-
spect to mortgages held in a REMIC because of opportunities for
tax avoidance created by differences in the timing of taxable and
economic income produced by these interests.

Paragraph 9

Paragraph 9 permits a Contracting State to impose its branch
level interest tax on a corporation resident in the other Contracting
State. The base of this tax is the excess, if any, of the interest de-
ductible in the first-mentioned Contracting State in computing the
profits of the corporation that are subject to tax in the first-men-
tioned Contracting State and either attributable to a permanent es-
tablishment in the first-mentioned Contracting State or subject to
tax in the first-mentioned Contracting State under Article 6 or Ar-
ticle 13 of the Convention over the interest paid by the permanent
establishment or trade or business in the first-mentioned Con-
tracting State. Such excess interest may be taxed as if it were in-
terest arising in the first-mentioned Contracting State and bene-
ficially owned by the corporation resident in the other Contracting
State. Thus, such excess interest may be taxed by the Contracting
State of source at a rate not to exceed the 5 percent rate provided
for in paragraph 2, and shall be exempt from tax by the Con-
tracting State of source if the recipient is described in paragraph
3.

Relationship to other Articles

Notwithstanding the foregoing limitations on source country tax-
ation of interest, the saving clause of paragraph 4 of Article 1 (Gen-
eral Scope) permits the United States to tax its residents and citi-
zens, subject to the special foreign tax credit rules of paragraph 4
of Article 22 (Relief from Double Taxation), as if the Convention
had not come into force.

As with other benefits of the Convention, the benefits of this Ar-
ticle are available to a resident of the other State only if that resi-
dent is entitled to those benefits under the provisions of Article 21
(Limitation on Benefits).

Agreement to Reconsider Withholding Rates

The Convention permits positive rates of taxation on interest and
royalties. Paragraph 7 of the Protocol evidences the agreement of
the Contracting States to reconsider the provisions of Article 11
and Article 12 with respect to interest and royalties arising in Bul-
garia where the beneficial owner of the income is a U.S. resident.
Such reconsideration is permitted to occur at an appropriate time,
consistent with the December 31, 2014 conclusion of the transition
period applicable to interest and royalties deemed to arise in Bul-
garia that are beneficially owned by a resident of the European
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Union pursuant to Council Directive 2003/49/EC of 3 June 2003, on
a common system of taxation applicable to interest and royalty
payments made between associated companies of different Member
States.

ARTICLE 12 (ROYALTIES)

Article 12 provides rules for the taxation of royalties arising in
one Contracting State and paid to a resident of the other Con-
tracting State.

Paragraph 1

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

Paragraph 2

Paragraph 2 allows the State of source to tax royalties arising in
that State. If, however, the beneficial owner of the royalty is a resi-
dent of the other Contracting State, the tax may not exceed 5 per-
cent of the gross amount of the royalties.

The term “beneficial owner” is not defined in the Convention,
and is, therefore, defined under the internal law of the State of
source. The beneficial owner of the royalty for purposes of Article
12 is the person to which the income is attributable under the laws
of the source State. Thus, if a royalty arising in a Contracting
State is received by a nominee or agent that is a resident of the
other State on behalf of a person that is not a resident of that other
State, the royalty is not entitled to the benefits of Article 12. How-
ever, a royalty received by a nominee on behalf of a resident of that
other State would be entitled to benefits. These limitations are con-
firmed by paragraph 4 of the OECD Commentary to Article 12.

Paragraph 3

The term “royalties” as used in this Article means:

Paragraph 3 defines the term “royalties,” as used in Article 12,
to include any consideration for the use of, or the right to use, any
copyright of literary, artistic, scientific or other work (including
cinematographic films and films, tapes or other means of image or
sound reproduction for radio or television broadcasting), any pat-
ent, trademark, design or model, plan, secret formula or process, or
for information concerning industrial, commercial, or scientific ex-
perience. The term “royalties” also includes gain derived from the
alienation of any right or property that would give rise to royalties,
to the extent the gain is contingent on the productivity, use, or fur-
ther alienation thereof. Gains that are not so contingent are dealt
with under Article 13 (Capital Gains). The term “royalties,” how-
ever, does not include income from leasing personal property.

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

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

If an artist who is resident in one Contracting State records a
performance in the other Contracting State, retains a copyrighted
interest in a recording, and receives payments for the right to use
the recording based on the sale or public playing of the recording,
then the right of such other Contracting State to tax those pay-
ments is governed by Article 12. See Boulez v. Commissioner, 83
T.C. 584 (1984), affd, 810 F.2d 209 (D.C. Cir. 1986). By contrast,
if the artist earns in the other Contracting State income covered
by Article 16 (Entertainers and Sportsmen), for example, endorse-
ment income from the artist’s attendance at a film screening, and
if such income also is attributable to one of the rights described in
Article 12 (e.g., the use of the artist’s photograph in promoting the
screening), Article 16 and not Article 12 is applicable to such in-
come.

Computer software generally is protected by copyright laws
around the world. Under the Convention, consideration received for
the use, or the right to use, computer software is treated either as
royalties or as business profits, depending on the facts and cir-
cumstances of the transaction giving rise to the payment.

The primary factor in determining whether consideration re-
ceived for the use, or the right to use, computer software is treated
as royalties or as business profits is the nature of the rights trans-
ferred. See Treas. Reg. section 1.861-18. The fact that the trans-
action is characterized as a license for copyright law purposes is
not dispositive. For example, a typical retail sale of “shrink wrap”
software generally will not be considered to give rise to royalty in-
come, even though for copyright law purposes it may be character-
ized as a license.

The means by which the computer software is transferred are not
relevant for purposes of the analysis. Consequently, if software is
electronically transferred but the rights obtained by the transferee
are substantially equivalent to rights in a program copy, the pay-
ment will be considered business profits.The term “industrial, com-
mercial, or scientific experience” (sometimes referred to as “know-
how”) has the meaning ascribed to it in paragraph 11 et seq. of the
Commentary to Article 12 of the OECD Model. Consistent with
that meaning, the term may include information that is ancillary
to a right otherwise giving rise to royalties, such as a patent or se-
cret process.

Know-how also may include, in limited cases, technical informa-
tion that is conveyed through technical or consultancy services. It
does not include general educational training of the user’s employ-
ees, nor does it include information developed especially for the
user, such as a technical plan or design developed according to the
user’s specifications. Thus, as provided in paragraph 11.4 of the
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Commentary to Article 12 of the OECD Model, the term “royalties”
does not include payments received as consideration for after-sales
service, for services rendered by a seller to a purchaser under a
warranty, or for pure technical assistance.

The term “royalties” also does not include payments for profes-
sional services (such as architectural, engineering, legal, manage-
rial, medical, software development services). For example, income
from the design of a refinery by an engineer (even if the engineer
employed know-how in the process of rendering the design) or the
production of a legal brief by a lawyer is not income from the trans-
fer of know-how taxable under Article 12, but is income from serv-
ices taxable under either Article 7 (Business Profits) or Article 14
(Income from Employment). Professional services may be embodied
in property that gives rise to royalties, however. Thus, if a profes-
sional contracts to develop patentable property and retains rights
in the resulting property under the development contract, subse-
quent license payments made for those rights would be royalties.

Paragraph 4

This par