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|. Introduction

1. At the first session of the Committee of Expewn International
Cooperation in Tax matters in December 2005, a guibtittee made up of
experts and observers was appointed to propose oimaprents to the
commentary on article 5 of the United Nations Mod2bduble Taxation
Convention between Developed and Developing Coestritaking into
consideration amendments to the Organization fanBmic Cooperation and
Development (OECD) commentary and placing emphasisiseful examples
and the specific needs of developing countries E58805/45-E/C.18/2005/11,
para. 85).

2.  The following are the current members of thiecaummittee: Stig Sollund
(Coordinator), Andrew Dawson, Wolfgang Lasars, Qfavy, Habiba Louati,
Ron van der Merwe, Hans Pijl, Erwin Silitonga, aBduardo Zaidenzstat
Capnikas.

lI. Previous report

3.  The subcommittee reported to the Annual Sesefothe Committee of
Experts on Cooperation in Tax Matters in 2006 E&2.18/2006/4) following a
presentation to the Committee by Mr Pijl on theitopt the 2005 Annual
Session (see E/C.18/2005/5). In the 2006 Reporthef Committeg the

discussion was summarised as follows:

Definition of permanent establishment

24. stig Sollund and Hans Pijl made a presentationhe work of the
subcommittee. A thorough discussion took placehat tssue, which was
regarded as a critical one. The discussion wenhérrthan the strict issue of
the definition of “permanent establishment”.

25. The conclusions of the subcommittee, with regarchanges in the
Commentary, were agreed.

26. The main issues that arose in the discussiae ag follows:

(a) Whether article 14 (“Independent personal sesi) should be deleted and
reliance placed on article 5, and if so, what atifjents might be needed to the
Model. It was stated that any such change wouldrsecial attention, given
the fact that the United Nations Model differs frae OECD Model with
regard to the time test in particular;

(b) How to ensure proper taxation of services agale. The issue of
technical fees — whether they should be dealt witber the royalties article
— was considered as part of the broader topic, ghowot relating specifically
to the definition of permanent establishment;

(c) Whether there was a need for clarificationtod basis on which taxes are
assessed at source, whether on a gross or net basis noted that that could
be a significant issue as articles 14 and 7 arenwoted in the same way in
regard to the basis of taxation (being income ® fitrmer case and profit in
the latter), and therefore it is possible that éheould be a different result
between the two articles. Some expressed the vibatsthe question is not
relevant and should not be addressed any further.

1 E/C.18/2006/10.
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27. As for some other items, there was a genesalusision on the relationship
between the OECD and United Nations Models. Thesgalnview was that the
Committee should draw upon the expertise availaib@uding in the OECD,
without being bound to the conclusions reachedvetege. It was recognized
that the two Models were not in competition andttiee Committee remained
free to deviate from any other Model, taking inttcaunt the situation of
developing countries.

28. The subcommittee was invited to continue itskwvéttention should
primarily be paid to taxation of services relatedatticles 14 and 5 (including
the possibility of deleting article 14 and adjusgtiarticle 5 to retain an
appropriate balance of the taxing rights curremathailable under article 14)
and to taxation of technical fees. As a subsidj@ayt of its work, the
subcommittee will also address the question of tiaxaon a net or gross basis
and the possible need for definition of the terrbssiness” and “enterprise”.
The subcommittee was mandated to propose a driadteaand Commentary,
reflecting both its further work and what was agtekiring the session. The
Secretariat was asked to assist the subcommittés imork of drafting the
Commentary. It was decided that Erwin Silitonga &ulardo Zaidenzstat
Capnikas would join the subcommittee.

29. A number of other points, such as taxationislidries and electronic
commerce, were also raised. The treatment of tiemsees was left for further
consideration.

[Il. Purpose of this paper

4.  This paper seeks to complete the work referoeith tparagraph 25 of the
2006 Report of the Annual Session of the Committée. other words it is
intended to address the issues agreed at the 2606ah Session by updating
the Commentary to Article 5. Those further mattibvast the subcommittee was
mandated to consider by the 2006 Annual Sessioraddeessed in a separate
paper, E/C.18/2007/12.

5.  The substance of the current paper is in tteclaéd proposed version of
United Nations Model Commentary on Article 5 (Annkxn “clean” form, and
Annex 2 in a form showing the differences to therent UN Model). While it

is recognised that the work of this subcommittegl@d@esult in further changes
to the UN Model Commentary on Article 5, the subooitbee considered it
best to first resolve text that takes account sfiés raised in 2006, and then to
suggest such alterations as may be necessary ltvilegarticular issues, such
as the taxation of services, which are on the agdodfurther consideration by
the subcommittee and Committee.
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ANNEX 1

Proposed Amended UN Model Commentary to Article 5

ARTICLE 5

PERMANENT ESTABLISHMENT

A. GENERAL CONSIDERATIONS

1. Article 5 of the United Nations Model Conventigthe UN Model} is based on Article 5
of the OECD Model Tax Convention (the OECD Modeljt bcontains several significant
differences. In essence these are that under th&/ddtlel:

there is a 6 months test for a building or comstion site constituting a
permanent establishment, rather than the 12 motdbts under the OECD
Model, and it expressly extends to assembly prsjeas well as supervisory
activities in connection with building sites andnstruction or installation
projects (paragraph 3 of the UN Model article);

the furnishing of services by an enterprise tlgio employees or other
personnel results in a permanent establishmentavhech activities continue
for a total of 6 months in a twelve month periocdi@graph 3(b));

in the paragraph 4 list of what is deemedt to constitute a permanent
establishment (often referred to as the list of€efparatory and auxiliary
activities”) “delivery” is not mentioned in the UModel, but is mentioned in
the OECD Model. Therefore a delivery activity miglesult in a permanent
establishment under the UN Model, without doing woder the OECD
Model;

The actions of a “dependent agent” may constittde permanent
establishment, even without having and habituakgreising the authority to
conclude contracts in the name of the enterprideerer that person habitually
maintains a stock of goods or merchandise and eebuimakes deliveries
from the stock (paragraph 5 (b));

there is a special provision specifying when empanent establishment is
created in the case of an insurance business, qorsdly a permanent
establishment is more likely to exist under the UWodel approach

(paragraph 6); and

an independent agent acting as such will usuaby create a permanent
establishment for the enterprise making use of dgent, because such an
agent is effectively operating their own businessviding a service. The

UN Model indicates that such an agent devotingoalhearly all their time to

1 This short form makes the text more readable arsgr-friendly” in the view of the subcommittee, bloe
short form references to the OECD and UN Modeldaddest be introduced once in the introduction
to the UN Model as a wholeSiibcommittee footnote — not intended to be patti®fevised
Commentary,



E/C.18/2007/CRP.3

a particular client and not dealing with the cliemt an arm’s length basis is
not treated as having the necessary independepasadraph 7).

These differences are considered in more detadvél

2. The concept of “permanent establishment” is ugseblilateral tax treaties to determine the
right of a State to tax the profits of an enterpridf the other State. Specifically, the profits of
an enterprise of one State are taxable in the oState only if the enterprise maintains a
permanent establishment in the latter State any tmthe extent that the profits are attributable
to the permanent establishment. The concept of peemt establishment is found in the early
model conventions including the 1928 model convemdi of the League of Nations. The UN
Model reaffirms the concept.

B. COMMENTARY ON THE PARAGRAPHS OF ARTICLE 5
Paragraph 1

3. This paragraph, which reproduces Article 5(1)tbé OECD Model, defines the term
“permanent establishment”, emphasizing its essenaéure as a “fixed place of business” with
a specific “situs”. According to paragraph 2 of tECD Commentary (the 2005 version of
which is cited below), this definition contains tf@lowing conditions:

- the existence of a “place of business”, i.efaaility such as premises or, in certain instances,
machinery or equipment;

- this place of business must be “fixed”, i.e.must be established at a distinct place with a
certain degree of permanence;

- the carrying on of the business of the entemtisrough this fixed place of business. This
means usually that persons who, in one way or arpthre dependent on the enterprise
(personnel) conduct the business of the enterpinsthe State in which the fixed place is
situated.

The OECD Commentary goes on to observe:

3.3 It could perhaps be argued that in the geneeéihition some mention should also be made
of the other characteristic of a permanent esthbiesnt to which some importance has
sometimes been attached in the past, namely thatetftablishment must have a productive
character—i.e., contribute to the profits of thaerprise. In the present definition this course
has not been taken. Within the framework of a weal- business organisation it is surely
axiomatic to assume that each part contributeshéoproductivity of the whole. It does not, of
course, follow in every case that because in thdewicontext of the whole organisation a
particular establishment has “a productive chamdcta is consequently a permanent

2 The subcommittee proposes that the next versigheofJN Model should note in its introduction, werd
along the following lines: “In extensively quotiige Commentary to the OECD Model, it is noted that
this has be to read together with the “observatioh©ECD Member countries to obtain a full
understanding of the acceptance or otherwise dahiteparts of the Commentary by specific OECD
countries in particular cases. The observationthermost recent version of the OECD Model (2005)
are included at Appendix ** of this publication foonvenience, along with relevant “positions” oe th
OECD Commentaries provided to the OECD by somemembers of the OECD”. The subcommittee
notes that such an introductory paragraph wouldeeit unnecessary to include a special comment
along the same lines in the Commentaries of theMddel on each specific Article.Subcommittee
footnote — not intended to be part of the revisedn@entary

3 This formatting of direct quotation of paragragtithe OECD Model follows the suggestions of the
Secretariat in a note to the Committee, to givéndication of what those changes would look like in
practice. Bubcommittee footnote — not intended to be pathefevised Commentdry See
E/C.18/2007/CRP.13.
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establishment to which profits can properly beihttted for the purpose of tax in a particular
territory.

4. The term “place of business” covers any premisasilifies or installations used for carrying
on the business of the enterprise whether or ney tre used exclusively for that purpose. A
place of business may also exist where no premasesvailable or required for carrying on the
business of the enterprise and it simply has aaceramount of space at its disposal. It is
immaterial whether the premises, facilities or alkttions are owned or rented by or are
otherwise at the disposal of the enterprise. Aplatbusiness may thus be constituted by a pitch
in a market place, or by a certain permanently ws®a in a customs depot (e.g., for the storage
of dutiable goods). Again the place of business rbhaysituated in the business facilities of
another enterprise. This may be the case, for im&awhere the foreign enterprise has at its
constant disposal certain premises or a part tiev@oed by the other enterprise.

4.1 As noted above, the mere fact that an enterprise haertain amount of space at its
disposal which is used for business activities uffisient to constitute a place of business. No
formal legal right to use that place is therefoeqjuired. Thus, for instance, a permanent
establishment could exist where an enterprise dllliggoccupied a certain location where it
carried on its business.

4.2 Whilst no formal legal right to use a particufdace is required for that place to constitute
a permanent establishment, the mere presence ehtarprise at a particular location does not
necessarily mean that that location is at the disp@f that enterprise. These principles are
illustrated by the following examples where reprgséives of one enterprise are present on the
premises of another enterprise. A first exampléh&t of a salesman who regularly visits a major
customer to take orders and meets the purchasmegtdr in his office to do so. In that case, the
customer’s premises are not at the disposal ofetfiterprise for which the salesman is working
and therefore do not constitute a fixed place o$ibess through which the business of that
enterprise is carried on (depending on the circams¢s, however, paragraph 5 could apply to
deem a permanent establishment to exist).

4.3 A second example is that of an employee of a ammypwho, for a long period of time, is

allowed to use an office in the headquarters oftla@o company (e.g. a newly acquired
subsidiary) in order to ensure that the latter camp complies with its obligations under

contracts concluded with the former company. Irt d&se, the employee is carrying on activities
related to the business of the former company &l dffice that is at his disposal at the
headquarters of the other company will constitutpeamanent establishment of his employer,
provided that the office is at his disposal forufieiently long period of time so as to constitute
a “fixed place of business” (see paragraphs 6 8) énd that the activities that are performed
there go beyond the activities referred to in paaad 4 of the Article.

4.4 A third example is that of a road transportationeeprise which would use a delivery dock

at a customer’s warehouse every day for a numbereafs for the purpose of delivering goods
purchased by that customer. In that case, the poesef the road transportation enterprise at the
delivery dock would be so limited that that entésprcould not consider that place as being at
its disposal so as to constitute a permanent dstabkent of that enterprise.

4.5 A fourth example is that of a painter who, for twears, spends three days a week in the
large office building of its main client. In thatise, the presence of the painter in that office
building where he is performing the most importdahctions of his business (i.e. painting)
constitute a permanent establishment of that painte

4.6 The words “through which” must be given a wide mieg so as to apply to any situation
where business activities are carried on at a palgr location that is at the disposal of the
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enterprise for that purpose. Thus, for instancegenterprise engaged in paving a road will be
considered to be carrying on its business “throutie’ location where this activity takes place

5. According to the definition, the place of busindss to be a “fixed” one. Thus in the normal

way there has to be a link between the place ofrless and a specific geographical point. It is

immaterial how long an enterprise of a Contract8tgte operates in the other Contracting State
if it does not do so at a distinct place, but thtees not mean that the equipment constituting the
place of business has to be actually fixed to tbié @n which it stands. It is enough that the

equipment remains on a particular site (but cf.drezussion at paragraph 20 below).

5.1 Where the nature of the business activities cdraa by an enterprise is such that these
activities are often moved between neighbouringatmms, there may be difficulties in
determining whether there is a single “place ofibess” (if two places of business are occupied
and the other requirements of Article 5 are meg #nterprise will, of course, have two
permanent establishments). As recognised in paphgral8 and 20 below a single place of
business will generally be considered to exist when light of the nature of the business, a
particular location within which the activities ameoved may be identified as constituting a
coherent whole commercially and geographically wikpect to that business.

5.2 This principle may be illustrated by examplesméne clearly constitutes a single place of
business even though business activities may moova bne location to another in what may be
a very large mine as it constitutes a single geplgigal and commercial unit as concerns the
mining business. Similarly, an “office hotel” in v a consulting firm regularly rents different

offices may be considered to be a single placeusiress of that firm since, in that case, the
building constitutes a whole geographically and tigel is a single place of business for the
consulting firm. For the same reason, a pedessieget, outdoor market or fair in different parts
of which a trader regularly sets up his stand repnés a single place of business for that trader.

5.3 By contrast, where there is no commercial cohergtioe fact that activities may be carried
on within a limited geographic area should not tesu that area being considered as a single
place of business. For example, where a painteksvsuccessively under a series of unrelated
contracts for a number of unrelated clients inrgédaoffice building so that it cannot be said that
there is one single project for repainting the dung, the building should not be regarded as a
single place of business for the purpose of thatkwélowever, in the different example of a
painter who, under a single contract, undertakeskvibroughout a building for a single client,
this constitutes a single project for that pairded the building as a whole can then be regarded
as a single place of business for the purpose af work as it would then constitute a coherent
whole commercially and geographically.

5.4 Conversely, an area where activities are caroedas part of a single project which
constitutes a coherent commercial whole may laak nlecessary geographic coherence to be
considered as a single place of business. For ebamyhere a consultant works at different
branches in separate locations pursuant to a sipglgect for training the employees of a bank,
each branch should be considered separately. Hawietkee consultant moves from one office
to another within the same branch location, he ghbe considered to remain in the same place
of business. The single branch location possessegrgphical coherence which is absent where
the consultant moves between branches in diffelargtions.

6. Since the place of business must be fixedisiv #ollows that a permanent establishment can
be deemed to exist only if the place of business da@ertain degree of permanency, i.e. if it is
not of a purely temporary nature. A place of busmenay, however, constitute a permanent
establishment even though it exists, in practiady dor a very short period of time because the
nature of the business is such that it will only dearied on for that short period of time. It is

sometimes difficult to determine whether this ie thase. Whilst the practices followed by

Member countries have not been consistent in soafartime requirements are concerned,
experience has shown that permanent establishnmemtsally have not been considered to exist
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in situations where a business had been carrieth @aacountry through a place of business that
was maintained for less than six months (convergaigctice shows that there were many cases
where a permanent establishment has been considerexist where the place of business was
maintained for a period longer than six months).eGaxception has been where the activities
were of a recurrent nature; in such cases, eactogeaf time during which the place is used
needs to be considered in combination with the nemds times during which that place is used
(which may extend over a number of years). Anotévereption has been made where activities
constituted a business that was carried on excdlgivn that country; in this situation, the
business may have short duration because of itsr@diut since it is wholly carried on in that
country, its connection with that country is strengFor ease of administration, countries may
want to consider these practices when they adddessgreements as to whether a particular
place of business that exists only for a short quriof time constitutes a permanent
establishment4

7. For a place of business to constitute a permaastablishment the enterprise using it must
carry on its business wholly or partly throughAs stated . . . above, the activity need not be of
a productive character. Furthermore, the activiegd not be permanent in the sense that there is
no interruption of operation, but operations mustclarried out on a regular basis.

8.  Where tangible property such as facilities, iswial, commercial or scientific (ICS)
equipment, buildings, or intangible property sushpatents, procedures and similar property, are
let or leased to third parties through a fixed plad business maintained by an enterprise of a
Contracting State in the other State, this activiyl, in general, render the place of business a
permanent establishment. The same applies if daigitmade available through a fixed place of
business. If an enterprise of a State lets or lkeaseilities, ICS equipment, buildings or
intangible property to an enterprise of the oth&at& without maintaining for such letting or
leasing activity a fixed place of business in thbes State, the leased facility, ICS equipment,
building or intangible property, as such, will nobnstitute a permanent establishment of the
lessor provided the contract is limited to the méeasing of the ICS equipment etc. This
remains the case even when, for example, the lesspplies personnel after installation to
operate the equipment provided that their respadligibis limited solely to the operation or
maintenance of the ICS equipment under the directiesponsibility and control of the lessee. If
the personnel have wider responsibilities, for eglamparticipation in the decisions regarding
the work for which the equipment is used, or iftheperate, service, inspect and maintain the
equipment under the responsibility and control loé {essor, the activity of the lessor may go
beyond the mere leasing of ICS equipment and maystitoite an entrepreneurial activity. In
such a case a permanent establishment could beedetmexist if the criterion of permanency is
met. When such activity is connected with, or imi&r in character to, those mentioned in
paragraph 3, the time limit of [six] months appli€ther cases have to be determined according
to the circumstances.

10. The business of an enterprise is carried on maiglyhe entrepreneur or persons who are in
a paid-employment relationship with the enterprigeersonnel). This personnel includes
employees and other persons receiving instructfoms the enterprise (e.g., dependent agents).
The powers of such personnel in its relationshiphwhird parties are irrelevant. It makes no
difference whether or not the dependent agent ibaised to conclude contracts if he works at
the fixed place of business. But a permanent eistaiment may nevertheless exist if the business
of the enterprise is carried on mainly through awatic equipment, the activities of the
personnel being restricted to setting up, operatauntrolling and maintaining such equipment.

4 The Committee agreed with the approach takeramagraph 6 of the OECD Commentary, while
recognizing that such situations will not oftensarin practice, and that special care should theeef
be taken when relying on paragraph 6 as appliciabée actual case.
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Whether or not gaming and vending machines andikeeset up by an enterprise of a State in
the other State constitute a permanent establishrtiems depends on whether or not the
enterprise carries on a business activity besides ihitial setting up of the machines. A

permanent establishment does not exist if the enite¥ merely sets up the machines and then
leases the machines to other enterprises. A permiaastablishment may exist, however, if the
enterprise which sets up the machines also opesaatésnaintains them for its own account. This
also applies if the machines are operated and miamed by an agent dependent on the
enterprise.

11. A permanent establishment begins to exist as saade enterprise commences to carry on
its business through a fixed place of businesssThithe case once the enterprise prepares, at
the place of business, the activity for which tHage of business is to serve permanently. The
period of time during which the fixed place of busss itself is being set up by the enterprise
should not be counted, provided that this actidiffers substantially from the activity for which
the place of business is to serve permanently. @drenanent establishment ceases to exist with
the disposal of the fixed place of business or whith cessation of any activity through it, that is
when all acts and measures connected with the foangvities of the permanent establishment
are terminated (winding up current business tratisas, maintenance and repair of facilities).
A temporary interruption of operations, howeverneat be regarded as closure. If the fixed
place of business is leased to another enterpitisg]l normally only serve the activities of that
enterprise instead of the lessor’s; in general, ldssor’'s permanent establishment ceases to
exist, except where he continues carrying on artass activity of his own through the fixed
place of business.

Paragraph 2

4. Paragraph 2, which reproduces Article 5(2) af @ECD Model, lists examples of places
that will often constitute a permanent establishtnddowever, the provision is not self-
standing. While paragraph 2 notes that officestddes, etc are common types of permanent
establishments, when one is looking at the openatiof a particular enterprise, the
requirements of paragraph 1 must also be met. drapad 2 therefore simply provides an
indication that while a permanent establishment mwefl exist, it does not prove that one
necessarily does exist. This is also the stancth@efOECD Commentary, where it is assumed
that States interpret the terms listed “in such aywhat such places of business constitute
permanent establishments only if they meet the irequents of paragraph 1". Developing
countries often wish to broaden the scope of threntépermanent establishment” and some
believe that a warehouse should be included amdrgy dpecific examples. However, the
deletion of “delivery” from the excluded activitiekescribed in paragraph 4 (a) and (b) means
that a “warehouse” used for any purpose is (subjecthe conditions in paragraph 1 being
fulfilled) a permanent establishment under the geh@rinciples of the article. The OECD
Commentary points out at paragraph 13 that the t&lace of management” is mentioned
separately because it is not necessarily an “offiaad that “where the laws of the two
Contracting States do not contain the concept gflace of management’ as distinct from an
‘office’, there will be no need to refer to the foer term in their bilateral convention”.

5. In discussing subparagraph (f), which provideat tthe term “permanent establishment”
includes mines, oil or gas wells, quarries or amlyeo place of extraction of natural resources,
the OECD Commentary states that “the term ‘any ofilace of extraction of natural resources’
should be interpreted broadly” to include, for exden all places of extraction of hydrocarbons
whether on or offshore. Because subparagraph (8sdwoot mention exploration for natural
resources, whether on or offshore, paragraph 1 mavevhether exploration activities are
carried on through a permanent establishment. TEED® Commentary states:

15. Since, however, it has not been possible to araitva common view on the basic questions
of the attribution of taxation rights and of theadjication of the income from exploration
activities, the Contracting States may agree uganinsertion of specific provisions. They may
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agree, for instance, that an enterprise of a Cotitrg State, as regards its activities of
exploration of natural resources in a place or anghe other Contracting State:

(a) shall be deemed not to have a permanent lesttakent in that other State; or

(b) shall be deemed to carry on such activitte®tigh a permanent establishment in
that other State; or

(c) shall be deemed to carry on such activitte®tgh a permanent establishment in
that other State if such activities last longermtlzaspecified period of time.

The Contracting States may moreover agree to submeitincome from such activities to any
other rule.

6. As mentioned above, the expression “any othacelof extraction of natural resources” in
subparagraph (f) should be interpreted broadly. Sarountries believe that fishing vessels
could be treated as a place of extraction of natueaources since fish, as well as minerals
embedded in the earth, constitute a natural reso(atbeit a renewable one). They argue that a
fishing vessel can be compared to a movable ollidgi platform. Where fishing vessels are
used in a State’s territorial waters or its excheseconomic zone, they would, on this view,
constitute a permanent establishment situated ah $tate. However, such an interpretation is a
contentious reading of the term “permanent establisnt” and of the natural language of the
subparagraph, and countries who believe that anfiskiessel can be a permanent establishment
should make that explicit by adopting it as a newl aeparate category of “deemed” permanent
establishments under paragraph 3 (see paragrapleld®).

Paragraph 3

7. This paragraph covers a broader range of aisvithan Article 5(3) of the OECD Model,
which states, “A building site or construction arstallation project constitutes a permanent
establishment only if it lasts more than twelve nisi. In addition to the term “installation
project” used in the OECD Model, subparagraph 3fajhe UN Model includes an “assembly
project” as well as “supervisory activities” in coection with “a building site, a construction,
installation or assembly project”. Another difface is that while the OECD Model uses a time
limit of twelve months, the UN Model reduces thenimium duration to six months. In special
cases, this six-month period could be reduced Iatéial negotiations to not less than three
months.

8. Some developing countries support a more eldbovarsion of paragraph 3(a), which

would extend the provision to encompass a situatfevhere such project or activity, being

incidental to the sale of machinery or equipmerdntmues for a period not exceeding six
months and the charges payable for the projecttvities exceed 10 per cent of the sale price
of the machinery or equipment”. Other countriesided that such a provision would not be
appropriate, particularly if the machinery was allktd by an enterprise other than the one
doing the construction work.

9.  Article 5(3)(b) deals with the furnishing of séres, including consultancy services, the
performance of which does not, of itself, creatgeamanent establishment in the OECD Model.
Many developing countries believe that managememd aonsultancy services should be
covered because the provision of those serviceslemeloping countries by enterprises of
industrialized countries can generate large profits

10. A few developing countries oppose the six-motitteshold in paragraph 3 (a) and (b)
altogether. They have two main reasons: firstytheintain that construction, assembly and

11
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similar activities could, as a result of modernhteclogy, be of very short duration and still
result in a substantial profit for the enterprise&cond, and more fundamentally, they simply
believe that the period during which foreign penselnremain in the source country is irrelevant
to their right to tax the income (as it is in thase of artistes and sportspersons under
article17). Other developing countries oppose a time lipgtause it could be used by foreign
enterprises to set up artificial arrangements toiévaxation in their territory. However, the
purpose of bilateral treaties is to promote inteioraal trade, investment, and development, and
the reason for the time limit (indeed for the penmat establishment threshold more generally)
is to encourage businesses to undertake preparatcancillary operations in another State that
will facilitate a more permanent and substantiamooitment later on, without becoming
immediately subject to tax in that State.

11. In this connection, the OECD Commentary obsgrweath changes in parentheses to take
account of the different time periods in the two déds:

18. The [six] month test applies to each indivillsie or project. In determining how long the
site or project has existed, no account should &der of the time previously spent by the
contractor concerned on other sites or projectsctviaire totally unconnected with it. A building
site should be regarded as a single unit, evehif based on several contracts, provided that it
forms a coherent whole commercially and geograghic8ubject to this proviso, a building site
forms a single unit even if the orders have beeacgdl by several persons (e.g., for a row of
houses). The [six] month threshold has given risaluses; it has sometimes been found that
enterprises (mainly contractors or sub-contracteosking on the continental shelf or engaged in
activities connected with the exploration and exlbon of the continental shelf) divided their
contracts up into several parts, each coveringriogdess than [six] months and attributed to a
different company, which was, however, owned by shene group. Apart from the fact that such
abuses may, depending on the circumstances, fakkuthe application of legislative or judicial
anti-avoidance rules, countries concerned with idssie can adopt solutions in the framework of
bilateral negotiations.

The Committee points out that measures to counteabases would apply equally in cases
under Article 5(3)(b). The Commentary of the OECd&l continues as follows:

19. A site exists from the date on which the contoacbegins his work, including any
preparatory work, in the country where the condinrcis to be established, e.g., if he installs a
planning office for the construction. In generdlgcontinues to exist until the work is completed
or permanently abandoned. A site should not be ndmgh as ceasing to exist when work is
temporarily discontinued. Seasonal or other temporaterruptions should be included in
determining the life of a site. Seasonal interraps include interruptions due to bad weather.
Temporary interruption could be caused, for examfg shortage of material or labour
difficulties. Thus, for example, if a contractoasted work on a road on 1st May, stopped on 1st
[August] because of bad weather conditions or & lat materials but resumed work on 1st
[October], completing the road on 1st [January] fbdowing year, his construction project
should be regarded as a permanent establishmeatubedeight] months elapsed between the
date he commenced work (1st May) and the date hall§i finished (1st [January] of the
following year). If an enterprise (general conti@gtwhich has undertaken the performance of a
comprehensive project, subcontracts parts of sugtopect to other enterprises (subcontractors),
the period spent by a subcontractor working on ibidding site must be considered as being
time spent by the general contractor on the bugdpmoject. The subcontractor himself has a
permanent establishment at the site if his acBsitihere last more than [six] months.

The Committee considers that the reference in greufiimate sentence of this paragraph of the
OECD Commentary to “parts” of such a project shomitd be taken to imply that an enterprise
subcontractingall parts of the project could never have a permarstablishment in the host
State.
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The Commentary of the OECD Model continues as fosip

19.1 In the case of fiscally transparent partnerships twelve month test is applied at the level
of the partnership as concerns its own activitiéshe period of time spent on the site by the
partners and the employees of the partnership ebsceeelve month[s], the enterprise carried on
by the partnership will therefore be considerethéwe a permanent establishment. Each partner
will thus be considered to have a permanent esthivient for purposes of the taxation of his
share of the business profits derived by the pastmp regardless of the time spent by himself
on the site.

20. The very nature of a construction or installatiowjpct may be such that the contractor’s

activity has to be relocated continuously or atstefaom time to time, as the project progresses.
This would be the case for instance where roadsaorals were being constructed, waterways
dredged, or pipelines laid. Similarly, where paofsa substantial structure such as an offshore
platform are assembled at various locations withimountry and moved to another location

within the country for final assembly, this is pafta single projectln such a case, the fact that

the work force is not present for [six] months imeoparticular place is immaterial. The activities

performed at each particular spot are part of glsiproject, and that project must be regarded
as a permanent establishment if, as a whole, t$ lfl,s more than [six] months.

12. Subparagraph (b) encompasses service activatigsif they “continue (for the same or a

connected project) within a Contracting State fguegiiod or periods aggregating more than six
months within any twelve-month period”. The wordser‘the same or a connected project” are
included because it is not appropriate to add togetunrelated projects in view of the

uncertainty which that step involves and the uncddse distinction it creates between an
enterprise with, for example, one project of thmeenths’ duration and another with two

unrelated projects, each of three months’ duratiome following the other. However, some

countries find the “project” limitation either toeasy to manipulate or too narrow in that it
might preclude taxation in the case of a continubumber of separate projects, each of four or
five months’ duration.

13. If States wish to treat fishing vessels in therritorial waters as constituting a permanent
establishment (see paragraph 6 above), they codti aa suitable provision to paragraph 3,
which for example might apply only to catches owespecified level, or by reference to some
other criterion.

14. If a permanent establishment is deemed to exisler paragraph 3, only profits
attributable to the activities carried on throudiatt permanent establishment are taxable in the
source country.

15. The following passages of the Commentary on ®eCD Model are relevant to article
5(3)(a) of the UN Model, although the referenceatn“assembly project” in the UN Model and
not in the OECD Model, and the six month periodtiie UN Model should, in particular, be
borne in mind:

16. This paragraph provides expressly that a buildiitg or construction or installation project
constitutes a permanent establishment only if stdamore than 12 months. Any of those items
which does not meet this condition does not oflitsenstitute a permanent establishment, even
if there is within it an installation, for instan@n office or a workshop within the meaning of
paragraph 2, associated with the construction #gtiwwhere, however, such an office or
workshop is used for a number of construction pot§eand the activities performed therein go
beyond those mentioned in paragraph 4, it will b@sidered a permanent establishment if the
conditions of the Article are otherwise met evemdine of the projects involve a building site or
construction or installation project that lasts mahan 12 months. In that case, the situation of
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the workshop or office will therefore be differeftbm that of these sites or projects, none of
which will constitute a permanent establishment] @&nwill be important to ensure that only the
profits properly attributable to the functions pmrhed and risks assumed through that office or
workshop are attributed to the permanent establesttmThis could include profits attributable
to functions performed and risks assumed in refatmthe various construction sites but only to
the extent that these functions and risks are pigetributable to the office.

17. The term “building site or construction or insttlbn project” includes not only the
construction of buildings but also the constructi@nroads, bridges or canals, the renovation
(involving more than mere maintenance or redecomgtiof buildings, roads, bridges or canals,
the laying of pipelines and excavating and dredgidditionally, the term “installation project”

is not restricted to an installation related to anstruction project; it also includes the
installation of new equipment, such as a complexhae, in an existing building or outdoors.
On-site planning and supervision of the erectiom dfuilding are covered by paragraph 3. States
wishing to modify the text of the paragraph to pde/expressly for that result are free to do so
in their bilateral conventions.

Paragraph 4

16. This paragraph reproduces article 5(4) of theCD Model with one substantive
amendment: the deletion of “delivery” in subparggra (a) and (b). In view of the similarities
to the OECD Model provision and the general releerof its Commentary, the general
principles of article 5(4) under both Models aresfinoted below and then the practical
relevance of the deletion of references to “deljt/én the UN Model are considered.

17. The deletion of the word “delivery” reflectsetmajority view of the Committee that a
“warehouse” used for that purpose should, if astehe requirements of paragraph 1 are met,
be a permanent establishment.

18. The OECD Model Commentary on paragraph 4 ofQECD Article is as follows:

21.  This paragraph lists a number of business aigsvitrhich are treated as exceptions to the general
definition laid down in paragraph 1 and which acé permanent establishments, even if the actigity i
carried on through a fixed place of business. Téraroon feature of these activities is that they are,
general, preparatory or auxiliary activities. Theslaid down explicitly in the case of the exceptio
mentioned in subparagrap#), which actually amounts to a general restrictionttd scope of the
definition contained in paragraph 1. Moreover subgeaphf) provides that combinations of activities
mentioned in subparagraph} to €) in the same fixed place of business shall be @eenot to be a
permanent establishment, provided that the ovacaiVity of the fixed place of business resultingnfi

this combination is of a preparatory or auxiliafyacacter. Thus the provisions of paragraph 4 are
designed to prevent an enterprise of one State breimg taxed in the other State, if it carries ithat
other State, activities of a purely preparatorauxiliary character.

22.  Subparagraph) relates only to the case in which an enterprispiimes the use of facilities for
storing, displaying or delivering its own goodsmerchandise. Subparagraphrelates to the stock of
merchandise itself and provides that the stoclkuah, shall not be treated as a permanent estataigh

if it is maintained for the purpose of storagepthy or delivery. Subparagraph covers the case in
which a stock of goods or merchandise belongingni® enterprise is processed by a second enterprise,
on behalf of, or for the account of, the first-mened enterprise. The reference to the collectibn o
information in subparagrapd) is intended to include the case of the newsphpeeau which has no
purpose other than to act as one of many "tentaofeke parent body; to exempt such a bureau doto

no more than to extend the concept of "mere puethas

23.  Subparagrapk) provides that a fixed place of business throudtictv the enterprise exercises
solely an activity which has for the enterpriser@paratory or auxiliary character, is deemed ndie@
permanent establishment. The wording of this sudgpaph makes it unnecessary to produce an
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exhaustive list of exceptions. Furthermore, thispewagraph provides a generalised exception to the
general definition in paragraph 1 and, when reati #iat paragraph, provides a more selective lgst,
which to determine what constitutes a permanemtbéshment. To a considerable degree it limits that
definition and excludes from its rather wide scapeumber of forms of business organisations which,
although they are carried on through a fixed platéusiness, should not be treated as permanent
establishments. It is recognised that such a pateisiness may well contribute to the productiaty

the enterprise, but the services it performs areeswte from the actual realisation of profits thas
difficult to allocate any profit to the fixed plac# business in question. Examples are fixed plates
business solely for the purpose of advertisingoorttie supply of information or for scientific reseh

or for the servicing of a patent or a know-how cact, if such activities have a preparatory or baryi
character.

24. It is often difficult to distinguish between adties which have a preparatory or auxiliary
character and those which have not. The decisiiterion is whether or not the activity of the fixed
place of business in itself forms an essential sigdificant part of the activity of the enterpriae a
whole. Each individual case will have to be exardioa its own merits. In any case, a fixed place of
business whose general purpose is one which isi¢gééto the general purpose of the whole enteepris
does not exercise a preparatory or auxiliary agtiWWhere, for example, the servicing of patentd an
know-how is the purpose of an enterprise, a fixadeof business of such enterprise exercising anch
activity cannot get the benefits of subparagrapt fixed place of business which has the function of
managing an enterprise or even only a part of aargrise or of a group of the concern cannot be
regarded as doing a preparatory or auxiliary agtifor such a managerial activity exceeds thilel
enterprises with international ramifications es&bh so-called "management office" in States inctvh
they maintain subsidiaries, permanent establishsneagents or licensees, such office having
supervisory and co-ordinating functions for all dgments of the enterprise located within the negio
concerned, a permanent establishment will nornidlyleemed to exist, because the management office
may be regarded as an office within the meaningao&graph 2. Where a big international concern has
delegated all management functions to its regiam@atagement offices so that the functions of thelhea
office of the concern are restricted to generaksvipion (so-called polycentric enterprises), thgional
management offices even have to be regarded adaee"pf management" within the meaning of
subparagraph) of paragraph 2. The function of managing an @nmige, even if it only covers a certain
area of the operations of the concern, constitatesssential part of the business operations of the
enterprise and therefore can in no way be regaadeg activity which has a preparatory or auxiliary
character within the meaning of subparagrepbf paragraph 4.

25. A permanent establishment could also be constitif an enterprise maintains a fixed
place of business for the delivery of spare paotsustomers for machinery supplied to those
customers where, in addition, it maintains or repauch machinery, as this goes beyond the
pure delivery mentioned in subparagraghof paragraph 4. Since these after-sale organissti
perform an essential and significant part of thevises of an enterprise vis-a-vis its customersjrth
activities are not merely auxiliary ones. Subpaapbe) applies only if the activity of the fixed placé o
business is limited to a preparatory or auxiliamg oThis would not be the case where, for exantpée,
fixed place of business does not only give infoiorabut also furnishes plans etc. specially devedbp
for the purposes of the individual customer. Nowlgat be the case if a research establishment teere
concern itself with manufacture.

26. Moreover, subparagraph makes it clear that the activities of the fixdege of business must
be carried on for the enterprise. A fixed placebokiness which renders services not only to its
enterprise but also directly to other enterprismsgxample to other companies of a group to whih
company owning the fixed place belongs, would aét/fithin the scope of subparagragh

26.1 Another example is that of facilities such aslealor pipelines that cross the territory of a

country. Apart from the fact that income derivedthg owner or operator of such facilities from
their use by other enterprises is covered by Aeti@lwhere they constitute immovable property
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under paragraph 2 of Article 6, the question mageaas to whether paragraph 4 applies to them.
Where these facilities are used to transport priypleelonging to other enterprises, subparagraph
a), which is restricted to delivery of goods or meaiadise belonging to the enterprise that uses
the facility, will not be applicable as concernsetlwner or operator of these facilities.
Subparagraple) also will not be applicable as concerns that gnise since the cable or
pipeline is not used solely for the enterprise atsduse is not of preparatory or auxiliary
character given the nature of the business of ¢ém&trprise. The situation is different, however,
where an enterprise owns and operates a cablepetipé that crosses the territory of a country
solely for purposes of transporting its own progexhd such transport is merely incidental to the
business of that enterprise, as in the case ofra@rgrise that is in the business of refining oil
and that owns and operates a pipeline that crabseterritory of a country solely to transport its
own oil to its refinery located in another countip such case, subparagraph would be
applicable.

27. As already mentioned in paragraph 21 above, papy4 is designed to provide for
exceptions to the general definition of paragrapim tespect of fixed places of business which
are engaged in activities having a preparatory uxilery character. Therefore, according to
subparagrapHi) of paragraph 4, the fact that one fixed placebosiness combines any of the
activities mentioned in the subparagra@)so e) of paragraph 4 does not mean of itself that a
permanent establishment exists. As long as the cwmewbactivity of such a fixed place of
business is merely preparatory or auxiliary a perem establishment should be deemed not to
exist. Such combinations should not be viewed gidriines, but should be considered in the
light of the particular circumstances. The criteritpreparatory or auxiliary character" is to be
interpreted in the same way as is set out for #raescriterion of subparagraph (cf. paragraphs
24 and 25 above). States which want to allow anynlwioation of the items mentioned in
subparagrapha) to e), disregarding whether or not the criterion of fhreparatory or auxiliary
character of such a combination is met, are freeldoso by deleting the words "provided" to
"character" in subparagragh

27.1 Subparagrapf is of no importance in a case where an enterpnisimtains several fixed places
of business within the meaning of subparagraghto €) provided that they are separated from each
other locally and organisationally, as in such secaach place of business has to be viewed selyarate
and in isolation for deciding whether a permanestaldishment exists. Places of business are not
"separated organisationally" where they each perfior a Contracting State complementary functions
such as receiving and storing goods in one plaistritditing those goods through another etc. An
enterprise cannot fragment a cohesive operatingéss into several small operations in order taarg
that each is merely engaged in a preparatory dliayxactivity.

28.  The fixed places of business mentioned in papigacannot be deemed to constitute permanent
establishments so long as their activities arericesti to the functions which are the prerequisite
assuming that the fixed place of business is mparmanent establishment. This will be the case #\ha
contracts necessary for establishing and carrymthe business are concluded by those in charggeof
places of business themselves. The employeesca#pt business within the meaning of paragraphd w
are authorised to conclude such contracts shotldenegarded as agents within the meaning of papag

5. A case in point would be a research institutioe manager of which is authorised to conclude the
contracts necessary for maintaining the instituéind who exercises this authority within the fraragnof

the functions of the institution. A permanent elisalnent, however, exists if the fixed place ofibass
exercising any of the functions listed in paragrdplvere to exercise them not only on behalf of the
enterprise to which it belongs but also on behidftioer enterprises. If, for instance, an advenjsagency
maintained by an enterprise were also to engageviertising for other enterprises, it would be rdgd as

a permanent establishment of the enterprise byhwhis maintained.

29.  If afixed place of business under paragraphde&@med not to be a permanent establishment, this
exception applies likewise to the disposal of mdeairoperty forming part of the business propefty o
the place of business at the termination of therenise's activity in such installation (cf. pargin 11
above and paragraph 2 of Article 13). Since, faneple, the display of merchandise is excepted under
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subparagrapha) andb), the sale of the merchandise at the terminatfoa tvade fair or convention is
covered by this exception. The exception doesafatpurse, apply to sales of merchandise not dgtual
displayed at the trade fair or convention.

30. Afixed place of business used both for actisitrehich rank as exceptions (paragraph 4) and for
other activities would be regarded as a single paent establishment and taxable as regards batis typ
of activities. This would be the case, for instareeere a store maintained for the delivery of goaldo
engaged in sales.

19. Subparagraph (f) was added to article 5(4) 999 It follows the OECD model and
provides that “the maintenance of a fixed placebokiness solely for any combination of
activities mentioned in subparagraphs (a) to (e”"niot a permanent establishment if “the
overall activity of the fixed place of businessukig from this combination is of a preparatory
or auxiliary character”.

20. As noted above, the UN Model, in contrast te tOECD Model, does not refer to

“delivery” in subparagraphs (a) or (b). The questiwhether the use of facilities for the

“delivery of goods” should give rise to a permanestablishment long engaged the former
Group of Experts. A 1997 study revealed that almtstper cent of developing countries’ tax
treatiesincludedthe “delivery of goods” in the list of exceptioms paragraph 4 (a) and (b).

Nevertheless, some countries regard the omissiothefexpression in the UN Model as an
important point of departure from the OECD Moded|ibving that a stock of goods for prompt
delivery facilitates sales of the product and thgréhe earning of profit in the host country.

21. In reviewing the UN Model, the Committee dedd® retain the existing distinction
between the two Models, but it noted that everhd telivery of goods is treated as giving rise
to a permanent establishment, it may be that littcome could properly be attributed to this
activity. Tax authorities might be led into ovetrébution of income to this activity if they do
not give this issue close consideration, leading ptmlonged litigation and inconsistent
application of tax treaties. Therefore, althouge reference to “delivery” is absent from the
UN Model, countries may wish to consider both psiof view when entering into bilateral tax
treaties, with a view to the practical results dher approach.

Paragraph 5

22. It is generally accepted that if a person acta State for an enterprise in a way that ties
the enterprise closely into the economic life oéttlState, the enterprise should be treated as
having a permanent establishment in that State enef it does not have a fixed place of
business in that State under paragraph 1. Paragsapbthieves this by deeming a permanent
establishment to exist if the person is a dependayent who carries out on behalf of the
enterprise an activity specified in subparagraph ¢a (b). Subparagraph (a) follows the
substance of the OECD Model and proceeds on thés lihat a person with the authority to
conclude contracts in the name of the enterprisaters for that enterprise a sufficiently close
association with a State such that it would be appgate for a deemed permanent establishment
to exist there. The condition in subparagraph (e)ating to the maintenance of a stock of
goods, is discussed below.

23. In relation to subparagraph (a), a dependemréntigrcauses a deemed “permanent
establishment” to exist only if his authority isagsrepeatedly and not merely in isolated cases.
The OECD Commentary states further:

32.1 Also, the phrase “authority to conclude contraictshe name of the enterprise” does not

confine the application of the paragraph to an ageho enters into contracts literally in the
name of the enterprise; the paragraph applies ggtabhn agent who concludes contracts which
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are binding on the enterprise even if those comsraare not actually in the name of the

enterprise. Lack of active involvement by an entisg in transactions may be indicative of a
grant of authority to an agent. For example, annageay be considered to possess actual
authority to conclude contracts where he solicitsl aeceives (but does not formally finalise)

orders which are sent directly to a warehouse fmehich goods are delivered and where the
foreign enterprise routinely approves the transaci

33. The authority to conclude contracts must covertiamots relating to operations which
constitute the business proper of the enterpriseolld be irrelevant, for instance, if the person
had authority to engage employees for the entezptts assist that person's activity for the
enterprise or if the person were authorised to bades in the name of the enterprise, similar
contracts relating to internal operations only. Maver the authority has to be habitually
exercised in the other State; whether or not thithe case should be determined on the basis of
the commercial realities of the situation. A perssho is authorised to negotiate all elements
and details of a contract in a way binding on théegprise can be said to exercise this authority
“in that State”, even if the contract is signed agother person in the State in which the
enterprise is situated or if the first person hasfoermally been given a power of representation.
The mere fact, however, that a person has attendeden participated in negotiations in a State
between an enterprise and a client will not beisi€ht, by itself, to conclude that the person has
exercised in that State an authority to concludetaxts in the name of the enterprise. The fact
that a person has attended or even participatsdiéh negotiations could, however, be a relevant
factor in determining the exact functions performm®dthat person on behalf of the enterprise.
Since, by virtue of paragraph 4, the maintenanca fiked place of business solely for purposes
listed in that paragraph is deemed not to congtifufpermanent establishment, a person whose
activities are restricted to such purposes doesradte a permanent establishment either.

33.1 The requirement that an agent must “habitually’ereise an authority to conclude
contracts reflects the underlying principle in At& 5 that the presence which an enterprise
maintains in a Contracting State should be more tim@rely transitory if the enterprise is to be
regarded as maintaining a permanent establishnzamt,thus a taxable presence, in that State.
The extent and frequency of activity necessary tmctude that the agent is “habitually
exercising” contracting authority will depend orethature of the contracts and the business of
the principal. It is not possible to lay down a gise frequency test. Nonetheless, the same sorts
of factors considered in paragraph 6 would be rahewn making that determination.

The Committee’s view is that where paragraph 33h&f OECD Commentary above refers to
“all elements and details of a contract”, this slbobe taken to include a person who has
negotiated all thessentialelements of the contract, whether or not that @essinvolvement in
the negotiation also extends to other non-esseasipécts.

24. With the addition of paragraph 5(b), relatimgthe maintenance of a stock of goods, this
paragraph is broader in scope than paragraph BeoOtECD Model. Some developing countries
believe that a narrow formula might encourage asnagvho was in fact dependent to represent
himself as acting on his own behalf.

Paragraph 6

25. This paragraph does not correspond to any prawiin Article 5 of the OECD Model and
is included to deal with certain aspects of theumsce business. The OECD Model
nevertheless discusses the possibility of such avipion in bilateral tax treaties in the
following terms:

39. According to the definition of the term "permanestablishment" an insurance company of one
State may be taxed in the other State on its inserdusiness, if it has a fixed place of busineisisinv
the meaning of paragraph 1 or if it carries on hess through a person within the meaning of papdgra
5. Since agencies of foreign insurance companiemetimes do not meet either of the above
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requirements, it is conceivable that these compashielarge-scale business in a State without Heixed

in that State on their profits arising from suclsibess. In order to obviate this possibility, vago
conventions concluded by OECD Member countriesushela provision which stipulates that insurance
companies of a State are deemed to have a permesehiishment in the other State if they collect
premiums in that other State through an agent ksttall there — other than an agent who already
constitutes a permanent establishment by virtygacdgraph 5 — or insure risks situated in thaftoey
through such an agent. The decision as to whetheotca provision along these lines should be ihetl

in a convention will depend on the factual and legituation prevailing in the Contracting States
concerned. Frequently, therefore, such a provigitimot be contemplated. In view of this factdid not
seem advisable to insert a provision along thess lin the Model Convention.

26. Paragraph 6 of the UN Model achieves the aimted above, and is necessary because
insurance agents generally have no authority tockme contracts, so the conditions of

paragraph 5(a) would not be fulfilled. If an inance agent is independent, however, the
profits attributable to his activities are not thkain the source State because the provisions of
article 5(7) are fulfiled and the enterprise wouttbt be deemed to have a permanent
establishment

27. Some countries, however, favour extending thevigion to allow taxation even where
there is representation by such an independenttag€hey take this approach because of the
nature of the insurance business, the fact thatigles are situated within the country claiming
tax jurisdiction, and the ease with which persormild, on a part-time basis, represent
insurance companies on the basis of an “indepensiattis”, making it difficult to distinguish
between dependent and independent insurance ag®th®r countries see no reason why
insurance business should be treated differenttynfractivities such as the sale of tangible
commodities. They would also point to the diffipulof ascertaining the total amount of
business done when the insurance is handled byrakirelependent agents within the same
country. In view of this difference in approachethuestion of how to treat independent agents
is left to bilateral negotiations, which could taaecount of the methods used to sell insurance
and other features of the insurance business icol@tries concerned.

Paragraph 7

28. The first sentence of this paragraph reproduatisle 5(6) of the OECD Model with a
few minor drafting changes. The relevant portiofish@ Commentary on the OECD text are as
follows:

36. Where an enterprise of a Contracting State camiedusiness dealings through a broker,
general commission agent or any other agent ofndependent status, it cannot be taxed in the
other Contracting State in respect of those dealiifighe agent is acting in the ordinary course
of his business . . . Although it stands to reasloat such an agent, representing a separate
enterprise, cannot constitute a permanent estahbsh of the foreign enterprise, paragraph [7]
has been inserted in the article for the sake afigl and emphasis.

37. A person will come within the scope of paragraph—{f.e., he will not constitute a
permanent establishment of the enterprise on wbhesalf he acts—only if
(a) heisindependent of the enterprise bothllggand economically,

(b) he acts in the ordinary course of his bussnaden acting on behalf of the
enterprise.

38. Whether a person is independent of the enterpepeesented depends on the extent of the

obligations which this person has vis-a-vis theeeptise. Where the person’s commercial
activities for the enterprise are subject to deilnstructions or to comprehensive control by it,

19



20

E/C.18/2007/CRP.3

such person cannot be regarded as independenteoérterprise. Another important criterion
will be whether the entrepreneurial risk has tobmene by the person or by the enterprise the
person represents.

38.1 In relation to the test of legal dependence, ibudtd be noted that the control which a
parent company exercises over its subsidiary ircépacity as shareholder is not relevant in a
consideration of the dependence or otherwise ofstissidiary in its capacity as an agent for the
parent. This is consistent with the rule in par@pgr& of Article 5. But, as paragraph 41 of the
Commentary indicates, the subsidiary may be comeifle@ dependent agent of its parent by
application of the same tests which are appliedricelated companies.

38.2 The following considerations should be borne in dnwhen determining whether an agent
may be considered to be independent.

38.3 An independent agent will typically be responsibbehis principal for the results of his
work but not subject to significant control withspect to the manner in which that work is
carried out. He will not be subject to detailedtimstions from the principal as to the conduct of
the work. The fact that the principal is relying thre special skill and knowledge of the agent is
an indication of independence.

38.4 Limitations on the scale of business which may baducted by the agent clearly affect
the scope of the agent’s authority. However suchitdtions are not relevant to dependency
which is determined by consideration of the extentvhich the agent exercises freedom in the
conduct of business on behalf of the principal witthe scope of the authority conferred by the
agreement.

38.5 It may be a feature of the operation of an agredrtieat an agent will provide substantial
information to a principal in connection with thediness conducted under the agreement. This
is not in itself a sufficient criterion for deterndtion that the agent is dependent unless the
information is provided in the course of seekingagval from the principal for the manner in
which the business is to be conducted. The promigiinformation which is simply intended to
ensure the smooth running of the agreement andiraged good relations with the principal is
not a sign of dependence.

38.6 Another factor to be considered in determining ipeledent status is the number of
principals represented by the agent. Independentistis less likely if the activities of the agent
are performed wholly or almost wholly on behalfafly one enterprise over the lifetime of the
business or a long period of time. However, thistfia not by itself determinative. All the facts
and circumstances must be taken into account terdebhe whether the agent's activities
constitute an autonomous business conducted byifiwhich he bears risk and receives reward
through the use of his entrepreneurial skills andwledge. Where an agent acts for a number of
principals in the ordinary course of his businesd aone of these is predominant in terms of the
business carried on by the agent legal dependeree axist if the principals act in concert to
control the acts of the agent in the course ofbhisiness on their behalf.

38.7 Persons cannot be said to act in the ordinary @ofstheir own business if, in place of
the enterprise, such persons perform activitiesctwheconomically, belong to the sphere of the
enterprise rather than to that of their own bussnemperations. Where, for example, a
commission agent not only sells the goods or mendis® of the enterprise in his own name but
also habitually acts, in relation to that enterprias a permanent agent having an authority to
conclude contracts, he would be deemed in resplethi® particular activity to be a permanent
establishment, since he is thus acting outsideottténary course of his own trade or business
(namely that of a commission agent), unless hisvaigs are limited to those mentioned at the
end of paragraph 5.
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38.8 In deciding whether or not particular activitiedl faithin or outside the ordinary course of
business of an agent, one would examine the busiaesvities customarily carried out within
the agent’s trade as a broker, commission agewotloer independent agent rather than the other
business activities carried out by that agent. Wthihe comparison normally should be made
with the activities customary to the agent’s tradéher complementary tests may in certain
circumstances be used concurrently or alternatjviely example where the agent's activities do
not relate to a common trade.

29. In the 1980 edition of the UN Model, the secsrahtence of paragraph 7 read: “However,
when the activities of such an agent are devotedllwhor almost wholly on behalf of the
enterprise, he will not be considered an agentrofralependent status within the meaning of
this paragraph.” (This sentence is an addition e torresponding paragraph in the OECD
Model Convention.)

30. It was subsequently recognized that this sergegave rise to anomalous situations. The
concern was that if the number of enterprises faiclw an independent agent was working fell
to one, the agent would, without further examinatide treated as dependent. In the 1999
version of the Model, the wording was therefore aded as follows:

However, when the activities of such an agent aeotied wholly or almost wholly on
behalf of that enterprise, and conditions are madémposed between that enterprise
and the agent in their commercial and financiahtiens which differ from those which
would have been made between independent entesprigewill not be considered as
an agent of an independent status within the mepafrthis paragraph.

31. The revised version makes clear thaatomaticallytreat an agent as not being of “an
independent status”, the essential criterion isdahsence of the arm’s length relationship. The
mere fact that the number of enterprises for whtod independent agent acts has fallen to one
does not of itself change his status from indepehde dependent — though it might serve as an
indicator of the absence of independence of thaha

Paragraph 8

32. This paragraph reproduces Article 5(7) of theG Model. The Commentary on the
OECD text is as follows:

40. It is generally accepted that the existence ofubsiliary company does not, of itself,
constitute that subsidiary company a permanentbéistenent of its parent company. This
follows from the principle that, for the purpose tdxation, such a subsidiary company
constitutes an independent legal entity. Even #w that the trade or business carried on by the
subsidiary company is managed by the parent compdogs not constitute the subsidiary
company a permanent establishment of the parenpaom

41. A parent company may, however, be found, underrties of paragraphs 1 or 5 of the
Article, to have a permanent establishment in deStehere a subsidiary has a place of business.
Thus, any space or premises belonging to the sidryidhat is at the disposal of the parent
company .... and that constitutes a fixed place dfibess through which the parent carries on
its own business will constitute a permanent essabhent of the parent under paragraph 1,
subject to paragraphs 3 and 4 of the Article (seeifstance, the example in paragraph 4.3
above). Also, under paragraph 5, a parent will bended to have a permanent establishment in a
State in respect of any activities that its sulmigiundertakes for it if the subsidiary has, and
habitually exercises, in that State an authorityictmclude contracts in the name of the parent
...., unless these activities are limited to thosfenred to in paragraph 4 of the Article or unless
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the subsidiary acts in the ordinary course of itsibess as an independent agent to which
paragraph 6 of the Article applies.

41.1 The same principles apply to any company forming p& a multinational group so that
such a company may be found to have a permaneablegiment in a State where it has at its
disposal..... and uses premises belonging to anotberpany of the group, or if the former
company is deemed to have a permanent establishumeler paragraph 5 of the Article ...... The
determination of the existence of a permanent distatnent under the rules of paragraphs 1 or 5
of the Article must, however, be done separately dach company of the group. Thus, the
existence in one State of a permanent establishimeahe company of the group will not have
any relevance as to whether another company ofythap has itself a permanent establishment
in that State.

33. The Committee notes that determining on a sdpaentity basis whether or not a
permanent establishment exists may be vulnerablebtesive arrangements. Depending on the
domestic law of States, safeguards against pungificial structures may be found in applying
a rule that substance overrides form. The Commgntd the OECD Model also states the
following:

42. Whilst premises belonging to a company tha imember of a multinational group can be
put at the disposal of another company of the grang may, subject to the other conditions of
Article 5, constitute a permanent establishmenthaft other company if the business of that
other company is carried on through that places itmportant to distinguish that case from the
frequent situation where a company that is a menatber multinational group provides services
(e.g. management services) to another companyefytbup as part of its own business carried
on in premises that are not those of that othergammy and using its own personnel. In that case,
the place where those services are provided isahtite disposal of the latter company and it is
not the business of that company that is carriedtlmough that place. That place cannot,
therefore, be considered to be a permanent eshahéint of the company to which the services
are provided. Indeed, the fact that a company’s astivities at a given location may provide an
economic benefit to the business of another compdwgs not mean that the latter company
carries on its business through that location: ijeaa company that merely purchases parts
produced or services supplied by another companw idifferent country would not have a
permanent establishment because of that, even thdugay benefit from the manufacturing of
these parts or the supplying of these services.

34. The Commentary of the OECD Model has been ameénd include the following section
on “electronic commerce™:

Electronic commerce

42.1 There has been some discussion as to whether the os2 in electronic commerce
operations of computer equipment in a country caiddstitute a permanent establishment. That
guestion raises a number of issues in relatiomeoprovisions of the Article.

42.2 Whilst a location where automated equipment is apt by an enterprise may constitute
a permanent establishment in the country whers #ituated (see below), a distinction needs to
be made between computer equipment, which may besat a location so as to constitute a
permanent establishment under certain circumstareres the data and software which is used
by, or stored on, that equipment. For instance)rdarnet web site, which is a combination of
software and electronic data, does not in itselistiute tangible property. It therefore does not
have a location that can constitute a “place ofitess” as there is no “facility such as premises
or, in certain instances, machinery or equipmes€e paragraph 2 above) as far as the software
and data constituting that web site is concernedtl@ other hand, the server on which the web
site is stored and through which it is accessildeai piece of equipment having a physical
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location and such location may thus constituteiget place of business” of the enterprise that
operates that server.

42.3 The distinction between a web site and the sermewbich the web site is stored and used
is important since the enterprise that operates#rger may be different from the enterprise that
carries on business through the web site. For exampis common for the web site through
which an enterprise carries on its business to bstdd on the server of an Internet Service
Provider (ISP). Although the fees paid to the ISRler such arrangements may be based on the
amount of disk space used to store the softwaredata required by the web site, these contracts
typically do not result in the server and its ldoatbeing at the disposal of the enterprise (see
paragraph 4 above), even if the enterprise has hb&nto determine that its web site should be
hosted on a particular server at a particular lieeatin such a case, the enterprise does not even
have a physical presence at that location sincewtéle site is not tangible. In these cases, the
enterprise cannot be considered to have acquirpth@ of business by virtue of that hosting
arrangement. However, if the enterprise carryindasiness through a web site has the server at
its own disposal, for example it owns (or leasas) aperates the server on which the web site is
stored and used, the place where that server istédc could constitute a permanent
establishment of the enterprise if the other regmients of the Article are met.

42.4 Computer equipment at a given location may onlystitute a permanent establishment if
it meets the requirement of being fixed. In theea$ a server, what is relevant is not the
possibility of the server being moved, but whetfteis in fact moved. In order to constitute a
fixed place of business, a server will need to deated at a certain place for a sufficient period
of time so as to become fixed within the meaningafagraph 1.

42.5 Another issue is whether the business of an enisepnay be said to be wholly or partly
carried on at a location where the enterprise ltpspenent such as a server at its disposal. The
guestion of whether the business of an enterpgseholly or partly carried on through such
equipment needs to be examined on a case-by-cas®, having regard to whether it can be said
that, because of such equipment, the enterprisefheitities at its disposal where business
functions of the enterprise are performed.

42.6 Where an enterprise operates computer equipmeat rticular location, a permanent
establishment may exist even though no personnéhaif enterprise is required at that location
for the operation of the equipment. The presenceerbonnel is not necessary to consider that
an enterprise wholly or partly carries on its besis at a location when no personnel are in fact
required to carry on business activities at thatatoon. This conclusion applies to electronic
commerce to the same extent that it applies widpeet to other activities in which equipment
operates automatically, e.g. automatic pumping mopeint used in the exploitation of natural
resources.

42.7 Another issue relates to the fact that no permamstablishment may be considered to
exist where the electronic commerce operationsieadron through computer equipment at a
given location in a country are restricted to thegaratory or auxiliary activities covered by

paragraph 4. The question of whether particulaivais performed at such a location fall

within paragraph 4 needs to be examined on a cgsmbe basis having regard to the various
functions performed by the enterprise through thguipment. Examples of activities which

would generally be regarded as preparatory or &nyilinclude:

- providing a communications link — much like eledphone line — between suppliers
and customers;

- advertising of goods or services;
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- relaying information through a mirror server f&ecurity and efficiency purposes;
- gathering market data for the enterprise;
- supplying information.

42.8 Where, however, such functions form in themselwe®ssential and significant part of the
business activity of the enterprise as a wholewbere other core functions of the enterprise are
carried on through the computer equipment, theseldvgo beyond the activities covered by
paragraph 4 and if the equipment constituted adfipéace of business of the enterprise (as
discussed in paragraphs 42.2 to 42.6 above), theted be a permanent establishment.

42.9 What constitutes core functions for a particulateeprise clearly depends on the nature of
the business carried on by that enterprise. Fotaimt®e, some ISPs are in the business of
operating their own servers for the purpose of imgstveb sites or other applications for other
enterprises. For these ISPs, the operation of tkemvers in order to provide services to
customers is an essential part of their commermddivity and cannot be considered preparatory
or auxiliary. A different example is that of an engrise (sometimes referred to as an “e-tailer”)
that carries on the business of selling productsugh the Internet. In that case, the enterprise is
not in the business of operating servers and thee rfact that it may do so at a given location is
not enough to conclude that activities performedhat location are more than preparatory and
auxiliary. What needs to be done in such a caséigxamine the nature of the activities
performed at that location in light of the businessried on by the enterprise. If these activities
are merely preparatory or auxiliary to the busine$sselling products on the Internet (for
example, the location is used to operate a sehagrhosts a web site which, as is often the case,
is used exclusively for advertising, displaying @alogue of products or providing information
to potential customers), paragraph 4 will apply ahe location will not constitute a permanent
establishment. If, however, the typical functiomdated to a sale are performed at that location
(for example, the conclusion of the contract witle tcustomer, the processing of the payment
and the delivery of the products are performed matibically through the equipment located
there), these activities cannot be considered tmbeely preparatory or auxiliary.

42.10 A last issue is whether paragraph 5 may apply tendan ISP to constitute a permanent
establishment. As already noted, it is common ®IP$ to provide the service of hosting the web
sites of other enterprises on their own server® iBsue may then arise as to whether paragraph
5 may apply to deem such ISPs to constitute permaastablishments of the enterprises that
carry on electronic commerce through web sites afger through the servers owned and
operated by these ISPs. Whilst this could be ths®=da very unusual circumstances, paragraph 5
will generally not be applicable because the ISHs wot constitute an agent of the enterprises
to which the web sites belong, because they witl move authority to conclude contracts in the
name of these enterprises and will not regularlpatede such contracts or because they will
constitute independent agents acting in the orgicaurse of their business, as evidenced by the
fact that they host the web sites of many differenterprises. It is also clear that since the web
site through which an enterprise carries on itsitess is not itself a “person” as defined in
Article 3, paragraph 5 cannot apply to deem a pemena establishment to exist by virtue of the
web site being an agent of the enterprise for psegoof that paragraph.

35. The Committee of Experts notes that the OECIn@entary, in paragraph 42.3, draws a
distinction between a contract with an InternetVsee Provider and a place of business at the
disposal of the enterprise. The Committee recognthat some businesses could seek to avoid
creating a permanent establishment by managingahéractual terms in cases where the
circumstances would justify the permanent estabtisht conclusion instead. In such cases a
rule of substance over form should apply.
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ANNEX 2

Proposed Amended UN Model Commentary to Article 5 version
highlighting changes to the current (2001) Commentg *

ARTICLE 5

PERMANENT ESTABLISHMENT

A. GENERAL CONSIDERATIONS

1. Article 5 of the United Nations Model Conventi¢tihe UN Model) is based on Article §
of the OECD Model Tax Convention (the OECD Model)t bcontains several significan
differences. In essence these are that under thévidtiel:

- there is a 6 months test for a building or coustion site constituting a
permanent establishment, rather than the 12 motdbs under the OECD
Model, and it expressly extends to assembly prgjeas well as supervisory
activities in connection with building sites andnstruction or installation
projects (paragraph 3 of the UN Model article);

the furnishing of services by an enterprise tlglo employees or other
personnel results in a permanent establishment eveech activities continue
for a total of 6 months in a twelve month periocdi@graph 3(b));

in the paragraph 4 list of what is deemedt to constitute a permanent
establishment (often referred to as the list of€efparatory and auxiliary
activities”) “delivery” is not mentioned in the UNlodel, but is mentioned in
the OECD Model. Therefore a delivery activity miglesult in a permanent
establishment under the UN Model, without doing woder the OECD
Model;

The actions of a “dependent agent” may constitiHe permanent
establishment, even without having and habitualgreising the authority to
conclude contracts in the name of the enterprideere that person habitually
maintains a stock of goods or merchandise and exbulmakes deliveries
from the stock (paragraph 5 (b);

there is a special provision specifying when exnpanent establishment is

created in the case of an insurance business, qoersdly a permanent
establishment is more likely to exist under the UWodel approach
(paragraph 6); and

an _independent agent acting as such will usuaby create a permanent
establishment for the enterprise making use of dgent, because such an
agent is effectively operating their own busineseviding a service. The
UN Model indicates that such an agent devotingoalhearly all their time to
a particular client and not dealing with the cliemt an arm’s length basis is
not treated as having the necessary independepagadraph 7).

1 Proposed new wording is underlined, proposed elstare struck out.
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These differences are considered in more detadvél

2. The concept of “permanent establishmeist'used in bilateral tax treatigsincipaty-for

thepurpose-of-determiningto determitiee right of aCentractingState to tax the profits of an

enterprise of the otheZentractingState.According-to-thatconeceptSpecificallyhe profits of
an enterprise of on&entractingState are taxable in the oth&tate only if the enterprise

maintains a permanent establishment in the lattateSand only to the extent that the profits are
attributable to the permanent establishment. Thecept of permanent establishmenttésbe
found in the early model conventions including tt@28 model conventions of the League of

Nations. TheUN Model Gemten&onreafﬂrms the concep&nd—su—ppieme#ﬂs—ﬁ—m%h—the—new

of an

B. COMMENTARY ON THE PARAGRAPHS OF ARTICLE 5
Paragraph 1

3.- This paragraph, which reproduces Article—paragraph_1;) of the OECD Model
Convention defines the term “permanent establishment”, emsptiag its essential nature as a
“fixed place of business” with a specific “situsAccording to paragraph 2 ofthe OECD
Commentary(the 2005 version of which is cited belgvihis definition contains the following
conditions:

- the existence of d place of businesy, i.e., a facility such as premises or, in
certain instances, machinery or equipment;

- this place of business must biged “fixed”, i.e., it must be established at a
distinct place with a certain degree of permanence;

- the carrying on of the business of the enterpriseugh this fixed place of
business. This means usually that persons whonhe way or another, are
dependent on the enterprise (personnel) condudiikmmess of the enterprise
in the State in which the fixed place is situat@shra—2]

The OECD Commentary goes on to observe:

3.3 It could perhaps be argued that in the generalnitédn some mention should also be made
of the other characteristic of a permanent esthbisnt to which some importance has
sometimes been attached in the past, namely thatetftablishment must have a productive
character—i.e., contribute to the profits of theerprise. In the present definition this course
has not been taken. Within the framework of a weh-businessrganizationorganisatioit is
surely axiomatic to assume that each part conteibud the productivity of the whole. It does
not, of course, follow in every case that because thie wider context of the whole

2 The subcommittee proposes that the introducticinéonew Model should note in its introduction, @er
along the following lines: “In extensively quotiige Commentary to the OECD Model, it is noted that
it has be to read together with the “observatioofSOECD Member countries to obtain a full
understanding of the acceptance or otherwise dhizeparts of the Commentary by specific OECD
countries in particular cases. The observationthermost recent version of the OECD Model (2005)
are included at Appendix ** of this publication foonvenience, along with relevant “positions” oe th
OECD Commentaries provided to the OECD by somemembers of the OECD”. The subcommittee
notes that such an introductory paragraph wouldeeit unnecessary to include a special comment
along the same lines in the Commentaries of theMdédel on each specific Article.Subcommittee
footnote — not intended to be part of the revisedn@®entary

3 This formatting of direct quotation of paragragtithe OECD Model follows the suggestions of the
Secretariat in a note to the Committee, to givénaiication of what those changes would look like in
practice. Bubcommittee footnote — not intended to be patti@fevised CommentdrySee
E/C.18/CRP.13.
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erganizatienorganisationa particular establishment ha$a productive charactér it is
consequently a permanent establishment to whicHitprean properly be attributed for th¢

purpose of tax in a particular territobfpara—3]

4. The term* place of business covers any premises, facilities or installationsed for
carrying on the business of the enterprise whetrenot they are used exclusively for thg
purpose. A place of business may also exist wherepmemises are available or required fq
carrying on the business of the enterprise andnipk/ has a certain amount of space at its
disposal. Itis -immaterial whether the premises, facilities or allgtions are owned or rented b
or are otherwise at the disposal of the enterprsglace of business may thus be constituted py
a pitch in a market place, or by a certain permégarsed area in &ustemscustomdepot (e.g.,
for the storage of dutiable goods). Again the platéusiness may be situated in the busingss
facilities of another enterprise. This may be tlse; for instance, where the foreign enterprise
has at its constant disposal certain premises para thereof owned by the other enterprisel.

[para.4]

=

“4.1 As noted above, the mere fact that an enterprise dh@ertain amount of space at it
disposal which is used for business activities uffisient to constitute a place of business. N
formal legal right to use that place is therefoemjuired. Thus, for instance, a permanept
establishment could exist where an enterprise dlliggoccupied a certain location where it
carried on its business.

)

o

4.2 Whilst no formal legal right to use a particul@lace is required for that place to constitute
a permanent establishment, the mere presence ehtaiprise at a particular location does npt
necessarily mean that that location is at the diaspmf that enterprise. These principles afe
illustrated by the following examples where reprgséives of one enterprise are present on the
premises of another enterprise. A first exampléhet of a salesman who regularly visits a majpr
customer to take orders and meets the purchasimegtdr in his office to do so. In that case, tHe
customer’s premises are not at the disposal ofetfiterprise for which the salesman is working
and therefore do not constitute a fixed place osibess through which the business of that
enterprise is carried on (depending on the circamsés, however, paragraph 5 could apply [to
deem a permanent establishment to exist).

4.3 A second example is that of an employee of a amgpwho, for a long period of time, i
allowed to use an office in the headquarters oftl@o company (e.g. a newly acquiref
subsidiary) in order to ensure that the latter camp complies with its obligations unde
contracts concluded with the former company. Int these, the employee is carrying on activitig
related to the business of the former company dmal dffice that is at his disposal at th
headquarters of the other company will constitutpeamanent establishment of his employs
provided that the office is at his disposal forudfigiently long period of time so as to constitut
a “fixed place of business” (see paragraphs 6 &) énd that the activities that are performgd
there go beyond the activities referred to in paaa 4 of the Article.

= D

QKU

4.4 A third example is that of a road transportatiomeeprise which would use a delivery doc
at a customer’s warehouse every day for a numbsreafs for the purpose of delivering goods
purchased by that customer. In that case, the poesef the road transportation enterprise at the
delivery dock would be so limited that that entésprcould not consider that place as being |at
its disposal so as to constitute a permanent astahknt of that enterprise.

4.5 A fourth example is that of a painter who, for twears, spends three days a week in the
large office building of its main client. In thatige, the presence of the painter in that office
building where he is performing the most importdahctions of his business (i.e. painting
constitute a permanent establishment of that painte

4.6 The words “through which” must be given a wide mie@ so as to apply to any situatiop
where business activities are carried on at a @aar location that is at the disposal of the
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enterprise for that purpose. Thus, for instanceegenaterprise engaged in paving a road will be
considered to be carrying on its business “throutie’ location where this activity takes place

5. . According to the definition, the place of busindss to be afixed“fixed” one. Thus in
the normal way there has to be a link between theeyof business and a specific geographical
point. It is immaterial how long an enterprise ofContracting State operates in the other
Contracting State if it does not do so at a didtiptace, but this does not mean that the
equipment constituting the place of business ha®eoactually fixed to the soil on which it
stands. It is enough that the equipment remainsagmarticular sitéfpara—5] (but cf. the

discussion at paragraph 20 below).

5.1 Where the nature of the business activities cdrda by an enterprise is such that these
activities are often _moved between neighbouringatmms, there may be difficulties in
determining whether there is a single “place ofibass” (if two places of business are occupied
and the other requirements of Article 5 are meg #nterprise will, of course, have two
permanent establishments). As recognised in paphgral8 and 20 below a single place of
business will generally be considered to exist when light of the nature of the business, a
particular location within which the activities ammoved may be identified as constituting a
coherent whole commercially and geographically withpect to that business.

5.2 This principle may be illustrated by examplesm#ne clearly constitutes a single place of
business even though business activities may moom bne location to another in what may be
a very large mine as it constitutes a single gepligal and commercial unit as concerns the
mining business. Similarly, an “office hotel” in g a consulting firm regularly rents different

offices may be considered to be a single placeusfiress of that firm since, in that case, the
building constitutes a whole geographically and twgel is a single place of business for the
consulting firm. For the same reason, a pedessieset, outdoor market or fair in different parts
of which a trader regularly sets up his stand reen¢s a single place of business for that trader.

5.3 By contrast, where there is no commercial coheretioe fact that activities may be carried
on within a limited geographic area should not tesu that area being considered as a single
place of business. For example, where a painteksveuccessively under a series of unrelated
contracts for a number of unrelated clients inr@édaoffice building so that it cannot be said that
there is one single project for repainting the Hing, the building should not be regarded as a
single place of business for the purpose of thatkwélowever, in the different example of a
painter who, under a single contract, undertakeskvitbroughout a building for a single client,
this constitutes a single project for that pairded the building as a whole can then be regarded
as a single place of business for the purpose aff work as it would then constitute a coherent
whole commercially and geographically.

5.4 Conversely, an area where activities are carwedas part of a single project which
constitutes a coherent commercial whole may laak miecessary geographic coherence to be
considered as a single place of business. For ebamyhere a consultant works at different
branches in separate locations pursuant to a sipggect for training the employees of a bank,
each branch should be considered separately. Hawieviee consultant moves from one office
to another within the same branch location, he ghbe considered to remain in the same place
of business. The single branch location possessegraphical coherence which is absent where
the consultant moves between branches in diffeli@#tions.

6. Since the place of business must be fixed, it &dlows that a permanent establishment can
be deemed to exist only if the place of business d&ertain degree of permanency;;iikit is
not of a purely temporary naturéi—the—A place of businessras—noetset—up—merelyfor a

tempeorary-—purpese—it-eanmay, howevegnstitute a permanent establishmesxen though it
existedexistsin practice, only for a very short period of tihecausefthe speeiainature of the
i : o o Ath of

a he _antarp e or he a on ry a na m nee a_o dea
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periodthat it eanneotwill onlybecarried on for that short period of time. It is setimes difficult
to determine whether this is the case. Whilst tha&cfices followed by Member countries haV

e

not been consistent in so far as time requirememés concerned, experience has shown that

permanent establishments normally have not bemrsideredas-to exist in situations wheise
temporary-one—it-be-comesbusiness had been caoneith a fixed-country through aplace of
businessand-thus—retrospectively—that was maintained fasléhan six months (conversely
practice shows that there were many cases wagrrmanent establishmehnfpara—6}_has been
considered to exist where the place of business mamtained for a period longer than si
months). One exception has been where the activitiere of a recurrent nature; in such cass
each period of time during which the place is useeds to be considered in combination wi
the number of times during which that place is uégdich may extend over a number of yearg
Another exception has been made where activitigssitimted a business that was carried
exclusively in that country; in this situation, thesiness may have short duration because of
nature but since it is wholly carried on in thatuatry, its connection with that country is
stronger. For ease of administration, countries mwawt to consider these practices when th
address disagreements as to whether a particudere pbf business that exists only for a shd
period of time constitutes a permanent establishitinfen

7. For a place of business to constitute a permanstatbéshment the enterprise using it mu
carry on its business wholly or partly throughAs stated . . . above, the activity need not be
a productive character. Furthermore, the activiégch not be permanent in the sense that ther
no interruption of operation, but operations mustcarried out on a regular basifpara—#

8. Where tangible property such as facilities, indiadtrcommercial or scientific (ICS)
equipment, buildings, or intangible property sushpatents, procedures and similar property, g
let or leased to third parties through a fixed plad business maintained by an enterprise o
Contracting State in the other State, this activityl, in general, render the place of business
permanent establishment. The same applies if daigitmade available through a fixed place

business. If an enterprise of a State lets or leafeeilities, ICS equipment, buildings o
intangible property to an enterprise of the othéat& without maintaining for such letting o
leasing activity a fixed place of business in ththes State, the leased facility, ICS equipmer
building or intangible property, as such, will nobnstitute a permanent establishment of t
lessor provided the contract is limited to the méeasing of the ICS equipment etc. Thi
remains the case even when, for example, the lesapplies personnel after installation t
operate the equipment provided that their respolitsibis limited solely to the operation or
maintenance of the ICS equipment under the directiesponsibility and control of the lessee.
the personnel have wider responsibilities, for egbamparticipation in the decisions regardin
the work for which the equipment is used, or iftheperate, service, inspect and maintain t
equipment under the responsibility and control loé {essor, the activity of the lessor may d

beyond the mere leasing of ICS equipment and maystitnite an entrepreneurial activity. In

such a case a permanent establishment could beedetexist if the criterion of permanency i
met. When such activity is connected with, or imi&r in character to, those mentioned i
paragraph 3, the time limit of [six] months appli€ther cases have to be determined accord

to the circumstancesipara—8]

10. The business of an enterprise is carried on maiglyhe entrepreneur or persons who arefi

a paid-employment relationship with the enterprigeersonnel). This personnel include
employees and other persons receiving instructfoms the enterprise (e.g., dependent agent
The powers of such personnel in its relationshiphwhird parties are irrelevant. It makes n
difference whether or not the dependent ageatitorizedauthorisetb conclude contracts if he
works at the fixed place of business. But a permaestablishment may nevertheless exist if t
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4 The Committee agreed with the approach takeramagraph 6 of the OECD Commentary, while

recognizing that such situations will not oftensarin practice, and that special care should tbegef

be taken when relying on paragraph 6 as appliciabda actual case.
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business of the enterprise is carried on mainlpulgh automatic equipment, the activities of the
personnel being restricted to setting up, operatauptrolling and maintaining such equipment.
Whether or not gaming and vending machines andikeeset up by an enterprise of a State in
the other State constitute a permanent establishrtiems depends on whether or not the
enterprise carries on a business activity besides ihitial setting up of the machines. A
permanent establishment does not exist if the enite¥ merely sets up the machines and then
leases the machines to other enterprises. A permiagstablishment may exist, however, if the
enterprise which sets up the machines also opesaatésnaintains them for its own account. This
also applies if the machines are operated and miamed by an agent dependent on the

enterpriséfpara—10]

11. A permanent establishment begins to exist as saaie enterprise commences to carry on
its business through a fixed place of businesssThithe case once the enterprise prepares, at
the place of business, the activity for which tHage of business is to serve permanently. The
period of time during which the fixed place of busss itself is being set up by the enterprise
should not be counted, provided that this actidiffers substantially from the activity for which
the place of business is to serve permanently. ddrenanent establishment ceases to exist with
the disposal of the fixed place of business or whith cessation of any activity through it, that is
when all acts and measures connected with the foaugvities of the permanent establishment
are terminated (winding up current business tratigas, maintenance and repair of facilities).
A- temporary interruption of operations, however, matnbe regarded as closure. If the fixed
place of business is leased to another enterpitisg]l normally only serve the activities of that
enterprise instead of the lessor’s; in general, lgssor’'s-permanent establishmenteasesto
exist, except where he continues carrying on artass activity of his own through the fixed

place of businessfpara—11]

Paragraph 2

4- Paragraph 2, which reproducesatticleArticle 5—paragraph— ;) of the
OECD Model—Genvenﬂon—smgqles—em—se#eral listexamples of what—ecan

3 chouseshed be tr ed—amene 1 ! .places that will often
constltute a permanent estabhshmdmowever theS#eu-p—agwteed provision mtte—e*pand—the

concerns,self-standing. While paragraph 2 notes dfifices, factories, etc are common types

of permanent establishments, when one is lookinthatoperations of a particular enterprise,
the requirements of paragraph 1 must also be nikgtragraph 2 therefore simply provides an
indication that while a permanent establishment mwsil exist, it does not prove that one
necessarily does exist. This covered—as—apermanent-establishment—Accordingldo the
stance ofthe OECD Commentarwhereit is assumed thabhe-ContractingStates interpret the
terms listed “in such a way that such places ofitess constitute permanent establishments
only if they meet the requirements of paragraph_1Developing countries often wish to
broaden the scope of the term “permanent estabksitimand some believe that a warehouse
should be included among the specific examples. ¢l the deletion of “delivery” from the
excluded activities described in paragraph 4 (a) &) means that a “warehouse” used for any
purpose is (subject to the conditions in paragragieing fulfilled) a permanent establishment
under the general principles of the articlEhe OECD Commentary points oat paragraph 13
that the term “place of management” is mentionepasately because it is not necessarily an
“office” and that “where the laws of the two Conitang States do not contain the concept of a
‘place of management’ as distinct from affice’office’, there will be no need to refer to the
former term in their bilateral conventionfpara—213]
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5- In eennection-withdiscussingubparagraph (f), which provides that the termrfpanent |
establishment” includes mines, oil or gas wellsagies or any other place of extraction of
natural resources, the OECD Commentary states‘thatterm ‘any other place of extraction of
natural resources’ should be interpreted broadly” ihclude, for example, all places of
extraction of hydrocarbons whether on or-sffore. Because subparagraph (f) does not mention
exploration for natural resources, whether on of-shfore, paragraphl governs—whether
exploration activities are carried on through a mpanent establishment. The OECD
Commentary states:
15. Since, however, it has not been possible to aratva common view on the basic questionfs
of the attribution of taxation rights and of theadjication of the income from exploration|
activities, the Contracting States may agree uganinsertion of specific provisions. They ma
agree, for instance, that an enterprise of a Cotittg State, as regards its activities (
exploration of natural resources in a place or anghe other Contracting State:

—_ <<

(a) shall be deemed not to have a permanent lestakent in that other State; or

(b) shall be deemed to carry on such activitte®iigh a permanent establishment |n
that other State; or

>

(c) shall be deemed to carry on such activitte®igh a permanent establishment
that other State if such activities last longermtlaspecified period of time.

The Contracting States may moreover agree to submitincome from such activities to an

other ruler-fpara—15]

6.- As mentioned aboveén-subparagraph-{fhe expression “any other place of extraction pf
natural resourcesin subparagraph (fshould be interpreted broadly. Sonmeembers—from

developingcountriesarguedbelievahat for-this-purpese-fishing vessels could be treated ag
thea place of extractloret—e*plettafﬂenof natural resourcessmce“flsh"—eehstltutes—natutal

wh4eh—areembedded in the eaFthq—faet,, constltute a natural resource (albenmaewable one).
Thev argue that dishing vessesi can be comparevjﬂth—theto amovable0|l drllllng platform
petroVhere
suehﬂshmg vessels are used fhea State’ State 'gerritorial Waters otheits excluswe economic zone
of thecoastalstate,the aetivities—of such—vegséhey would, _on this view, constitute a
permanent establishmerdituated in that State. Howeverpme—-othermembers-took-theview
thatsuch an interpretatiomas-open-to-objection-that-itconstituted-too-braaid a contentious
reading of the term “permanent establishment” ahthe natural language of the subparagraph,
and that—aceordinghr—in—thelobion—anyteatyrr-countrieswineh-sought to—advancy
such—a—proposition—in—respect-of fishing—activitiggo believe that a fishing vessel can be|a

permanent estabhshmerﬂhould make that epr|C|t by adoptmg it as a nawd separate
categoryin

wemd—lee—lett—te—negettanehs—betweeween#aenngtésof “deemed” permanent estabhshmer ts

under paragraph 3 (see paragraph 13 below)

Paragraph 3

7.- This paragraph covers a broader range of actwitiean Article 5-paragraph ;) of the
OECD Modelconvention which states, “A building site or construction iostallation project
constitutes a permanent establishment only if stdamore than twelve months”. In addition to
the term “installation project” used in the OECD t-Cenvention subparagraph 3(a) of thg
United-NatiorsUNModel Conventionincludes an “assembly project” as well as “superys

B
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activities” in connection with “a building site, @nstruction, installation or assembly project”.

Another difference is that while the OECD Modadnventionprovides-thata-site-orprojectis a

permanent-establishment-enly it lasts—more—thees a time limit oftwelve months, the
United-Natiens UNModel Conventionreduces the minimum duration to six months. In splec

cases, this six-month period could be reduced Iatdial negotiations to not less than three
months.

8- Some developing countriesrave—supportedsupporas more elaborate version of
subparagraph paragrapa), which would extend the provision to encompasstuation:
“where such project or activity, being incidentalthe sale of machinery or equipment,
continues for a period not exceeding six months redcharges payable for the project
or activities exceed 10 per cent of the sale patthe machinery or equipment”.
_Othermembers—ofthe-Group countribglieve that such a provision would not be appratey
particularly if the machinery was installed by anterprise other than the one doing the
construction work.

9.- Article 5paragraph I—subparagraph(b); deals with the furnishing of services, including
consultancy servicesyhich-are-notcovered-specifically the performawnéevhich does not, of
itself, create a permanent establishmienthe OECD Modelcenvention-in-connection-with-the
conceptofpermanentestablishmenttis belietked . Many developing countries believe that
management and consultancy services should be edveecause the provision efich- those
services in developing countries bgrperations—of enterprises ofdustrialized countriesften

avolves-verycan generatargesums-ef-money. profits.

10—Ceoncerning A few develomnq countries oppctbe Six- month threshold |n paragraph
3—subparagraphga) and (B o
devetepmg—eea%es—mmﬂd—pte#eHe—mmeam—the&tMLaltogethe#e# They havetwo
main reasons: firstbeeause they maintain thatnstruction, assembly and similar activities
could, as a result of modern technolqgpe of very short duration and still result in a
considerablesubstantigirofit for the enterprisecarrying—en—those—activities—and second,
becauseand more fundamentally, they simply belidnad the period during whickke-foreign
personnelremain in the source countrywas-is irrelevant to the-their right ef-developing
countriesto tax the incomgas it is in the case of artistes and sportspeysarder article 17)
Othermembersfrondeveloping countriefeelthat-any oppose time limit should-beremoved
becausédt could be used byoreign enterprisesf-capital-exporting-countriesto set up artificial
arrangement$o evadeavoidtaxation |nthe—seH¥ee—eeen#y—'Fhe—wew—has—beenpe&ssed—that

wrespeett—veterntorv However the purpoeéthe—éu%aﬂen—et—these—aettw&es—Neamﬁheless the

goal—ofthe treatybilateral treatiess to promote international tragdeinvestment, and
development, and thedea—behindreason fothe time limit (indeed for the permanent

establishment threshold more generaliy}that-business—enterprises—of one-Contracting—State
sheuld be onecoragstd +n4t+ate—encouraqe businesses to undertakeparatory or anC|IIary
operations inthe A of
thelatier State 5005 toanother State thatfwdllltate a more permanent a#@tgetsubstantlal
commitmentat-alaterstage._on, without becoming immediately subjectaboin that State.

11—In this connection, the OECD Commentary obserweish changes in parentheses to take
account of the different time periods in the two déds

“£18. The [six] month test applies to each individualesitr project. In determining how long
the site or project has existed, no account shdedaken of the time previously spent by the
contractor concerned on other sites or projectsctviaire totally unconnected with it. A building
site should be regarded as a single unit, evehif based on several contracts, provided that it
forms a coherent whole commercially and geograghic8ubject to this proviso, a building site
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The Committee points out that measures to countesbcases would apply equally in casq

forms a single unit even if the orders have beeacg@dl by several persons (e.g., for a rowJ‘of

houses). The [six] month threshold has given rizs@albuses; it has sometimes been found t
enterprises (mainly contractors or sub-contracteosking on the continental shelf or engaged
activities connected with the exploration and exlbon of the continental shelf) divided thei
contracts up into several parts, each coveringraogdess than [six] months and attributed to
different company, which was, however, owned by shene group. Apart from the fact that sud
abuses may, depending on the circumstances, fakuthe application of legislative or judicia

anti-avoidance rules, countries concerned with idssie can adopt solutions in the framework pf

bilateral negotiation&fpara—18]

under Article 5(3)(b). The Commentary of the OECd| continues as follows:

“

The Committee considers that the reference in #rubimate sentence of this paragraph of t

19. A site exists from the date on which the contracb&gins his work, including any
preparatory work, in the country where the condinrcis to be established, e.g., if he installs

planning office for the construction. In generalgcontinues to exist until the work is completed
or permanently abandoned. A site should not be nd=gh as ceasing to exist when work |s

temporarily discontinued. Seasonal or other temporaterruptions should be included i
determining the life of a site. Seasonal interrap$ includenterruptions_interruptionsiue -to
bad weather. Temporary interruption could be cap$edexample, by shortage of material g

at
n

a

>

labour difficulties. Thus, for example, if a conttar started work on a road on 1st May, stopped

on 1st [August] because of bad weather conditiona tack of materials but resumed work on

1st [October], completing the road on 1st [Janudhg following year, his constructioproject

should-be-regardedas-a-permanent establishment because [eight] monthsethpetween the
date he commenced work (1st May) and the date hallyi finished (1st [January] of the
following year). If an enterprise (general cont@g¢twhich has undertaken the performance of
comprehensive project, subcontracts parts of sugtopect to other enterprises (subcontractor

)
the period spent by a subcontractor working on hbidding site must be considered as being
a

time spent by the general contractor on the buildingjgmo The subcontractor himself has
permanent establishment at the site if his acBsitihere last more than [six] monthfpara—19]

OECD Commentary to “parts” of such a project shontd be taken to imply that an enterpris

subcontractincall parts of the project could never have a permamstdblishment in the hos

State.

The Commentary of the OECD Model continues as fedip

19.1 In the case of fiscally transparent partnershibe twelve month test is applied at the lev
of the partnership as concerns its own activitiéshe period of time spent on the site by th
partners and the employees of the partnership elsceeelve month[s], the enterprise carried g
by the partnership will therefore be consideredhé&we a permanent establishment. Each part
will thus be considered to have a permanent esthivlent for purposes of the taxation of h
share of the business profits derived by the pasimnp regardless of the time spent by himsd
on the site.

20. The very nature of a construction or installatiawmjpct may be such that the contractor
activity has to be relocated continuously or atstefaom time to time, as the project progressq
This would be the case for instance where roadsamrals were being constructed, waterwa
dredged, or pipelines laidSimilarly, where parts of a substantial structsueh as an offshore
platform are assembled at various locations withimountry and moved to another locatio|
within the country for final assembly, this is pa&fta single projectln such a case, the fact tha
the work force is not present for [six] months imeoparticular place is immaterial. The activiti€
performed at each particular spot are part of glsiproject, and that project must be regard
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as a permanent establishment if, as a whole, i$ s more than [six] monthsfpara-—26]
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12- Subparagraph (b) encompasses service activitigsibthey “continue (for the same or a
connected project) within a Contracting State fqrestiod or periods aggregating more than six
months within any twelve-month period”. The wordsr‘the same or a connected project” are
included because it is not appropriate to add togetunrelated projects in view of the
uncertainty which that step involves and the unddde distinction it creates between an
enterprise with, for example, one project of thm@@nths’ duration and another with two
unrelated projects, each of three months’ duratiome following the other. However, some
memberscountriefind the injeetion—ofa“project” limitation either too easy to manipulabve

too narrow in that it might preclude taxation iretlbase of a continuous number of separate
projects, each of four or five months’ duration.

3 e o-throchole ed-intermigsbfcaught-orsome-othe iterion. If

States wish to treat fishing vessels in their terfal waters as constituting a permanent
establishment (see paragraph 6 above), they codtd & suitable provision to paragraph 3,
which for example might apply only to catches owespecified level, or by reference to some
other criterion.

14 —If a service—activity-is—germanent establishmeig deemed to existnder paragraph 3,
only profits attributable to thactivities carried on through th@termanent establishment are
taxable in the source country.

15—The following passages of the Commentary @hrthe OECD ModelCenventionare
relevant to article 5paragraph J)(a); of the United-NatiorsUNModel-Cenvention, although
the reference to an “assembly project” in the UNddband not in the OECD Model, and the
six month period in the UN Model should, in parti@uy be borne in mind

16. This paragraph provides expressly that a buildiitg sr construction or installation project
constitutes a permanent establishment only if stdamore tharsix}12 months. Any of those
items which does not meet this condition does riotself constitute a permanent establishment,
even if there is within it an installation, for il®ce an office or a workshop within the meaning
of paragraph 2, associated with the constructiaiviag. “fpara—16}_Where, however, such an
office or workshop is used for a number of constit projects and the activities performed
therein _go beyond those mentioned in paragraph t4will be considered a permanent
establishment if the conditions of the Article aséherwise met even if none of the projects
involve a building site or construction or instditm project that lasts more than 12 months. In
that case, the situation of the workshop or offigid therefore be different from that of these
sites or projects, none of which will constitute parmanent establishment, and it will be
important to ensure that only the profits propealyributable to the functions performed and
risks assumed through that office or workshop atebaited to the permanent establishment.
This could include profits attributable to functomperformed and risks assumed in relation to
the various construction sites but only to the ektéhat these functions and risks are properly
attributable to the office.

17. The term= building site or construction or installation profé includes not only the
construction of buildings but also the constructi@ihroads, bridges or canals, thenovation
(involving more than mere maintenance or redecomtiof buildings, roads, bridges or canals,
the laying of pipelines and excavating and dredgingtanningAdditionally, the term
“installation project” is not restricted to an ia#iation related to a construction project; it also

includes the installation of new equipment, suchrasomplex machine, in an existing building

not
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busmmﬁmmﬁw—meamﬂgmhragrapm?bee&us&ms—e*m%%eenam—degee o]
permanence~fpara—217] 3. States wishing to modife text of the paragraph to providg
expressly for that result are free to do so inttiéiateral conventions.

Paragraph 4

16—This paragraph reproduces article —5paragraph—4) of the OECD
Model Convention—with ftwo—one substantive amendment the deletion of

“delivery” in subparagraphs (a) and (bn_view of the similarities to the OECD Mode
provision and the general relevance of its Commmsntthe general principles of article 5(4
under both Models are first noted below and the@é pinactical relevance of the deletion ¢
references to “delivery” in the UN Model are coresied.

—h

17..The deletion of the word “dellverytheansreflects the ma|or|tv view of the Commltthat
a Warehouse used for that purp
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purely preparatory or auxiliary character.” [para.
Zl]iAs—al#ead-y—menHeﬂed—m Thmaragraph%.—abeve—parag#aph—kks—de&g-ned—te—pmwde for

eslists a numbébusmess

ha ommen onthe OECD Mode onventicred b ne

3 ivities-listed
m—pa%agmph—#a%etféated as exceptions to the general defmmouh dhnwn in paragraphilandthat
they—whichare not permanent establishments, even if theicts/carried on through a fixed place
of business. The OECB-Commentary-stresses-that-tt@mmon feature of these activities is that
they arein general preparatory or auxiliary activitiésand. This is laid down explicitly in the case of
the exception mentioned in subparagra)hwhich actually amounts to a general restrictionted
scope of the definition contained in paragraph Zlorédver subparagrapH provides that
“combinations of activities mentioned in subparadr®a) to €) in the same fixed place of business
shall be deemed not to be a permanent establishmpentided that the overall activity of the fixed
place of business resulting from this combinatiemi a preparatory or auxiliary character. Tltius
provisions of paragraph 4 are designed to prevergrgerprise of one State from being taxed in the
other State, if it carries on in that other Statetivities—of, activities ofa purely preparatory or

auxiliary charactédeFhe-OECD-Commentary-statesfurther: .

22 Subparagrapla) relates only to the case in which an enterprigguies the use of facilities
for storingfe+}, displaying—or deliveringits own goods or merchandise. Subparagiphelates to
the stock of merchandise itself and provides thatstock, as such, shall not be treated as a pemhan
establishment if it is maintained for the purpo$storagefes}, display-——or deliverySubparagraph
{Subparagraph) covers the case in which a stock of goods or hardise belonging to one enterprise
is processed by a second enterprise, on behatfrdfr theaceeunt accourdf, the first-mentioned
enterprise. The reference to the collection ofrimfation in subparagragd) is intended to include the
case of the newpaper bureau which has no purpose other than tasaabe ofranry—tentacles’many
"tentacles"of the parent body; to exempt such a bureau i®tno more than to extend theneept-of

4:once9t of 'mere purchasé-{para—22}".
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23 Subparagrapke) provides that a fixed place of business througiicivthe enterprise exercisekt

solely-an-activity which has for the enterprise a preparatorguxiliary character, is deemed not to e

a permanent establishment. The wording of this atdgraph makes it unnecessary to produce|an
exhaustive list of exceptions. Furthermore, thibpswagraph provides generalized—exeception
generalised exceptioto the general definition in paragraph 1 and, whesd with that paragraph
provides a more selective test, by which to deteemihat constitutes a permanent establishment. To a
considerable degree it limits that definition axdlades from its rather wide scope a number of for
of businessrganizations organisationghich, although they are carried on through a fipéate of
business, should not be treated as permanent isktaleints. It isecegnizedrecognisethat such a
place of business may well contribute to the preiditg of the enterprise, but the services it penfis

are so remote from the actuaklizationrealisatioof profits that it is difficult to allocate any giit to

the fixed place of business in question. Examptediged places of business solely for the purpafse
advertising or for the supply éhfermatieninformationor for scientific research or for the servicing
of a patent or a know-how contract, if such adtgithave a preparatory or auxiliary charatigrara.

23}

>

24. It is often difficult to distinguish between actigis which have a preparatory or auxiliany
character and those which have not. The decisiterion is whether or not the activity of the fixefl
place of business in itself forms an essential sigdificant part of the activity of the enterprias a
whole. Each individual case will have to be exardioa its own merits. In any case, a fixed place |of
business whose general purpose is one which istiégéérto the general purpose of the whole
enterprise, does not exercise a preparatory otiayxiactivity. Where, for example, the servicingy ¢
patents and know-how is the purpose of an enterpssfixed place of business of such enterprjse
exercising such an activity cannot get the benefitsubparagrapfe). A fixed place of business which
has the function of managing an enterprise or @y a partef-of an enterprise or of a group of th
concern cannot be regarded as doing a preparatayliary activity, for such a managerial actjvit
exceeds this level. If enterprises with internagioramifications establish a so-called management
office”’ in States in which they maintain subsidiaries hmarent establishments, agents or licensges,
such office having supervisory and coordinatingctions fer—for all departments of the enterpris
located within the region concerned, a permaneabéshmentwill -normally-be-deemed teexist,
because-the management office may be regarded as an ofiittein the meaning obaragraph
2-paragraph 2Where a big international concern has delegatédnahagement functions to itd
regional management offices so that the functidrth® head office of the concerare-restricted-to
general supervision (so-called polycentrenterprises)the-regional-managemenbffices even have
to be regarded as glace-"placeof manageme#tt within the meaning of subparagragh) of
paragraph 2. The function of managing an enterpesen if it only covers a certain area tbie
theoperations of the concern, constitutes an essepdidlof the business operations of the enterpirise
andthereforethereforean in no way be regarded as an activity whichaaseparatory or auxiliaryj
character within the meaning of subparagrég)tof paragraph 4-fpara—24]

D

D

“25. A permanent establishment could also be constitiftesh enterprise maintains a fixed
place of businessh—erder—to—supply for the delivery ofpare parts to customers fére
machinery supplied tesueh- thosecustomers-and-to-—maintainorrepair where, in addition, |it
maintains or repairsuch machineryas this goes beyond the pure delivery mentioned
subparagrapha) of paragraph 4 Since these after-sale organisations perform ssergial and
significant part of the services of an enterprigearvis its customers, their activities are notrehe

auxiliary ones. Sy

paragraph- (Subparagragh applies only if the activity of the fixed placé lousiness is limited to al
preparatory or auxiliary one. This would not be ttese where, for example, the fixed place |of
business does not only give information but alsmiihes plans etcspecially developed for the
purposes of the individual customer. Nor would é thhe case if a research establishment werg to
concern itself with manufactutepara—25]

26. Moreover, subparagrapfe) makes it clear that the activities of the fixeldge of business
must be carried on for the enterprise. A fixed plat business which renders services not onlysto|i
enterprise but also directly tdre-other enterprises, for example to other companfea group to

—
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which the company owning the fixed place belongsuld not fall within the scope afubparagraph
. - subparagra

£26.1 Another example is that of facilities such aslealor pipelines that cross the territory of
a country. Apart from the fact that income derivieg the owner or operator of such facilities
from their use by other enterprises is covered liticke 6 where they constitute immovable
property under paragraph 2 of Article 6, the gumstimay arise as to whether paragraph 4
applies to them. Where these facilities are usedirémsport property belonging to other
enterprises, subparagraph which is restricted to delivery of goods or meaadise belonging

to the enterprise that uses the facility, will i applicable as concerns the owner or operator
of these facilities. Subparagragh also will not be applicable as concerns that giriee since
the cable or pipeline is not used solely for theeeprise and its use is not of preparatory or
auxiliary character given the nature of the bussnesthat enterprise. The situation is different,
however, where an enterprise owns and operatedla oa pipeline that crosses the territory of
a country solely for purposes of transporting it8noproperty and such transport is merely
incidental to the business of that enterprise,nathé case of an enterprise that is in the business
of refining oil and that owns and operates a pipelihat crosses the territory of a country
solely to transport its own oil to its refinery kmed in another country. In such case,
subparagraph) would be applicable.

27. As already mentioned in paragraph 21 above, pamy4 is designed to provide for
exceptions to the general definition of paragrapin tespect of fixed places of business which
are engaged in activities having a preparatory uxileary character. Therefore, according to
subparagrapli) of paragraph 4, the fact that one fixed placebo$iness combines any of the
activities mentioned in the subparagra@do €) of paragraph 4 does not mean of itself that a
permanent establishment exists. As long as the aogwbactivity of such a fixed place of
business is merely preparatory or auxiliary a parem establishment should be deemed not to
exist. Such combinations should not be viewed @gidriines, but should be considered in the
light of the particular circumstances. The crit@ritpreparatory or auxiliary character" is to be
interpreted in the same way as is set out for thenes criterion of subparagrapd) (cf.
paragraphs 24 and 25 above). States which wantlltovaany combination of the items
mentioned in subparagrapha) to e), disregarding whether or not the criterion of the
preparatory or auxiliary character of such a combion is met, are free to do so by deleting the
words "provided" to "character" in subparagrdph

27.1 Subparagrapl) is of no importance in a case where an enterpriagntains several fixed
places of business within the meaning of subpapdga) to €) provided that they are separated from
each other locally and organisationally, as in sacbase each place of business has to be viewed
separately and in isolation for deciding whethgreamanent establishment exists. Places of business
are not "separated organisationally" where theyhgarform in a Contracting State complementary
functions such as receiving and storing goods i@ place, distributing those goods through another
etc. An enterprise cannot fragment a cohesive tipgrausiness into several small operations in orde
to argue that each is merely engaged in a preggrat@uxiliary activity.

28 The fixed places of business mentioned in paragdagamnot be deemed to constitute permanent
establishments so long as their activities areicgstl to the functions which are the prerequiite
assuming that the fixed place of business is mrananent establishment. This will be the case éven
the contracts necessary for establishing and caymyn the business are concluded by those in cluirge
the places of business themselves. The employeptaeés _placesf business within the meaning of
paragraph 4 who amedutherizedauthorisetb conclude such contracts should not be regaadesijents
within the meaning of paragraph 5. A case in puiotild be a research institution the manager of whic
is authorized-te—concludeauthorised to concltitee contracts necessary for maintaining the iridit
and who exercises this authority within the framdwmf the functions of the institution. A
permanentpermanesstablishment, however, exists if the fixed platbusiness exercising any of the
functions listed in paragraph 4 were to exercigartimot only on behalf of the enterprise to which it
belongs but also on behalf-of other enterprises. If, for instance, an advertisiggncy maintained by an
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enterprise were also to engage in advertising floeroenterprises, it would be regarded as a pemmane
establishment of the enterprise by which it is remed{para—28]
29. If a fixed place of business under paragraph Ze&ntkd not to be a permanent establishment,
this exception applies likewise to the disposalmnodvable property forming part of the business
property of the place of busineas atthe termination of thenterprise’senterpriseactivity in such
installation——(cf. paragraph 11 above and paragraph 2 da¢l&rl3). Since, for example, the displa
of merchandise is excepted under subparagréphsnd (b), the sale of the merchandise at the
termination of a trade fair or convention is covktey this exception. The exception does not, |of
course, apply to sales of merchandise not actdalylayed at the trade fair or conventicppara—29]

30. A fixed place of business used both for activitigsich rank as exceptions (paragraph 4) apd
for other activities would be regarded as a simglemanent establishment and taxable as regards poth
types of activities. This would be the case, fastamce, where a store maintained for the delivéry| o

goods alsengaged engaged sales-{para—39]

19. Subparagraph (f) was added to article 5(4) 999l It follows the OECD model and
provides that “the maintenance of a fixed placebokiness solely for any combination g
activities mentioned in subparagraphs (a) to (e"not a permanent establishment if “th
overall activity of the fixed place of businessuking from this combination is of a preparatory
or auxiliary character”.

—h

D

20. As noted above, the UN Model, in contrast t@ tBECD Model, does not refer t
“delivery” in subparagraphs (a) or (b). The questiwhether the use of facilities for th
“delivery of goods” should give rise to a perman@&stablishment long engaged the form
Group of Experts. A 1997 study revealed that alméGtper cent of developing countries’ tal
treatiesincluded the “delivery of goods” in the list of exceptioms paragraph 4 (a) and (b)
Nevertheless, some countries regard the omissiothefexpression in the UN Model as an
important point of departure from the OECD Modedlibving that a stock of goods for promp
delivery facilitates sales of the product and thgréhe earning of profit in the host country.

S
=

—

21. In reviewing the UN Model, the Committee dead® retain the existing distinction
between the two Models, but it noted that everhd telivery of goods is treated as giving rise
to a permanent establishment, it may be that littkeome could properly be attributed to this
activity. Tax authorities might be led into ovetfébution of income to this activity if they do
not give this issue close consideration, leading ptmlonged litigation and inconsistent
application of tax treaties. Therefore, althoudle teference to “delivery” is absent from th
UN Model, countries may wish to consider both psiof view when entering into bilateral ta
treaties, with a view to the practical results @her approach.

D

Paragraph 5

22 — It is a-generally accepteprinciplethat an-enterprise-having & persoracting-forit actdn
a Statesheuld—undercertain-conditions,for an enterpiisa way that ties the enterprise closely

into the economic life of that State, the enterprighouldbe treated as having a permanent
establishment in that State- even ifthe-enterprise itloes not have a fixed place of business|in

that Statew%n—&he—meamﬁg—ef—pa#agmehs under parag apind—z Paragraph @wes—that

othe aguiremen e me Dependen aen dhoba-individ o) mbame .-.-

a;eachmves this by deemnagpermanent establlshmesx;viﬁHhe—eme1*-p+t|se—+f—tlee3,l—ee\1r yto exist if

the person is a dependent aqent who caronmson behalf ofsuehtheenterprlseene—ef—the

eamed—eui—seeh aact|V|ty Hse#specmed in subparaqraph (a) or (b). Su‘aggaph (a) foIIows
the substance of the OECD Model and proceeds oibalsées that a person with the authority {o
conclude contracts in the name of the enterprisaters for that enterprise a sufficiently close
association with a State such that it would be appate for a deemed permanent establishmént
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to exist there. The condition in subparagraph (eJating to the maintenance of a stock of
goods, is discussed below.

23—A In relation to subparagraph (a),de@pendent agerscausesaa deemedpermanent
establishmentto existonly if the—agent'shisauthority is used repeatedly and not merely in
isolated cases. The OECD Commentary states further:

32.1 Also, the phrasé&‘ authority to conclude contracts in the name of éhéerpris€ does not
confine the application of the paragraph to an ageho enters into contracts literally in the
name of the enterprise; the paragraph applies ggtmbhn agent who concludes contracts which
are binding on the enterprise even if those comsreare not actually in the name of the
enterprise.Lack of active involvement by an enterprise inngactions may be indicative of a
grant of authority to an agent. For example, annageay be considered to possess actual
authority to conclude contracts where he solicitsl aeceives (but does not formally finalise)
orders which are sent directly to a warehouse fmehich goods are delivered and where the
foreign enterprise routinely approves the transaci

33.  The authority to conclude contracts must covertiamts relating to operations which
constitute the business proper of the enterpriseolld be irrelevant, for instance, if the person
had authority to engage employees for the entegpigsassist thapersen'sperson'activity for

the enterprise or if the person weasithorizedauthorisedo conclude in the name of the
enterprise, similar contracts relating to interopkrations only. Moreover the authority has to be
habitually exercised in the other State; whethenaor this is the case should be determined on
the basis of the commercial realities of the sitwat A person who isutherizedauthorisetb
negotiate all elements and details of a contraa imay binding on the enterprise can be said to
exercise this authority' in that Stat€, even if the contract is signed by another persothe
State in which the enterprise is situatadf the first person has not formally been giveepower

of representation. The mere fact, however, thateespn has attended or even participated in
negotiations in a State between an enterprise agtieat will not be sufficient, by itself, to
conclude that the person has exercised in thateSiat authority to conclude contracts in the
name of the enterprise. The fact that a person diésnded or even participated in such
negotiations could, however, be a relevant factodétermining the exact functions performed
by that person on behalf of the enterpriSénce, by virtue of paragraph 4, the maintenaoica
fixed place of business solely for purposes listedhat paragraph is deemed not to constitute a
permanent establishment, a person whose activiaresrestricted to such purposes does not

create a permanent establishment eitHparas—32-and-33]

33.1 The requirement that an agent must “habitually’erexse an authority to conclude

contracts reflects the underlying principle in A&t& 5 that the presence which an enterprise
maintains in a Contracting State should be more timn@rely transitory if the enterprise is to be
regarded as maintaining a permanent establishnaamt,thus a taxable presence, in that State.
The extent and frequency of activity necessary tmctude that the agent is “habitually
exercising” contracting authority will depend orethature of the contracts and the business of
the principal. It is not possible to lay down a gis® frequency test. Nonetheless, the same sorts
of factors considered in paragraph 6 would be rahewvn making that determination

The Committee’s view is that where paragraph 33hef OECD Commentary above refers to
“all elements and details of a contract”, this sliobe taken to include a person who has
negotiated all thessentialelements of the contract, whether or not that @essinvolvement in
the negotiation also extends to other non-esseasipécts.
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24. With the addition of paragraph 5(b), relatimgthe maintenance of a stock of goods, th
paragraph is broader in scope than paragraph ShefQECD Model.Some members—from

S

developing countriepeinted-edtbelievehat a narrow formula might encourageevasion-by
pemmﬂgtan agent Who was in fact dependent to represem;ehfras acting on his own behalf.

Paragraph 6

26-
25. This paragraph does not correspond to any provigioArticle 5 of the OECD Model

Gen#enﬂen—n—was and imcluded beeauee—ﬂ—mas—ﬁm—eemmen—teehng—ef—the—@%eu—p—that

do deal with certain aspects of

The OECD Mode
nevertheless discusses the possibility of such @vipion in bilateral tax treaties in the

following terms:

39. Accordlnq to the definition of the term ' perman@stabllshment an insurance company of one
State may be taxed in the other State on its ins@réusiness, if it has a fixed place of busineisisiny
the meaning of paragraph 1 or if it carries on hess through a person within the meaning of papgra
5. Since agencies of foreign insurance companigeesSmes do not meet either of the aboye
reqguirements, it is conceivable that these comgashielarge-scale business in a State without beixer

in that State on their profits arising from suchsibess. In order to obviate this possibility, vaso
conventions concluded by OECD Member countriesuitiela provision which stipulates that insurange
companies of a State are deemed to have a permasmmlishment in the other State if they colleict
premiums in that other State through an agent ksiteld there — other than an agent who alregdy
constitutes a permanent establishment by virtugacdgraph 5 — or insure risks situated in thaftoey
through such an agent. The decision as to whetheotoa provision along these lines should be ietli
in_a convention will depend on the factual and lesjtuation prevailing in the Contracting Statds
concerned. Frequently, therefore, such a provigidimot be contemplated. In view of this factdid not
seem advisable to insert a provision along thess lin the Model Convention.
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26. Paragraph 6 of the UN Model achieves the aimtea above, and is necessary because
insurance agents generally have no authority tockme contracts, so the conditions of

paragraph 5(a) would not be fulfilled. If an inance agent is independent, however, the
profits attributable to his activities are not thkain the source State because the provisions of
article 5(7) are fulfiled and the enterprise woultbt be deemed to have a permanent
establishment

27. Some countries, however, favour extending thevigion to allow taxation even where
there is representation by such an independenttag€hey take this approadiecause of the
nature of the insurance business, the fact thatritles werearesituated within the country
claiming tax jurisdiction, and th&e#ityeasewith which persons could, on a part-time basis,
represent insurance companies on the basis of maepiendent status”, making it difficult to
distinguish between dependent and independent ameer agents. Members—from
developedOthercountries—en—the—otherhand—stressed-that-in—ecases—innghihdependent
agents, see no reason wlysurance business shoukbt-be treated differently fronsueh
activities such as the sale of tangible commoditieBhese—members They woulaso drew
attention-to-the-difficulties-invelved-in point the difficulty of ascertaining the total amount of
business done when the insuramezsishandled by several independent agents within #rees
country. In view ofthethis difference in approach, théreup—-agreed-thatthecasequestafn

} hhow to trdatlependent agensheuld-beideft to bilateral negotiations,
which could take account of the methods used td isslurance and other features of the

insurance business in the countries concerned.

Paragraph 7

28 —The first sentence of this paragraph reproducesckri5—paragraph &) of the OECD

Model Convention-in-its—entiretywith a few minor drafting changes. The relevanttfors of
the Commentary on the OECD text are as follows:

36. Where an enterprise of a Contracting State camiedusiness dealings through a broker,
general commission agent or any other agent ofndependent status, it cannot be taxed in the
other Contracting State in respect of those dealifighe agent is acting in the ordinary course
of his business . . . Although it stands to reasioat such an agent, representing a separate
enterprise, cannot constitute a permanent estahbsh of the foreign enterprise, paragraph [7]
has been inserted in the article for the sake afitgl and emphasisfpara—36]

37. A person will come within the scope of paragraph—f7.e., he will not constitute a
permanent establishment of the enterprise on whesalf he acts—only if

(a) heisindependent of the enterprise bothllggand economically,

(b) he acts in the ordinary course of his bussnagen acting on behalf of the
enterprisé{para—37

38. Whether a person is independent of the enterpapeessented depends on the extent of the
obligations which this person has vis-a-vis theeeptise. Where the person’s commercial
activities for the enterprise are subject to dewiinstructions or to comprehensive control by it,
such person cannot be regarded as independenteoérterprise. Another important criterion
will be whether the entrepreneurlal risk has totimne by the person or by the enterprise the
person represents D

bee&use—ef—the—pa#eﬂt—s—eume;smp—ef—the—gme@hpl

38.1 In relation to the test of legal dependence, bt be noted that the control which a
parent company exercises over its subsidiary ircé#pacity as shareholder is not relevant in a
consideration of the dependence or otherwise ofsthissidiary in its capacity as an agent for the
parent. This is consistent with the rule in pargir& of Article 5. But, as paragraph 41 of the
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Commentary indicates, the subsidiary may be comeiie dependent agent of its parent |
application of the same tests which are appliedrtelated companies.

38.2 The following considerations should be borne in dhimhen determining whether an ager
may be considered to be independent.

38.3 An independent agent will typically be responsibbehis principal for the results of hig
work but not subject to significant control withspect to the manner in which that work i
carried out. He will not be subject to detailedtimstions from the principal as to the conduct

the work. The fact that the principal is relying the special skill and knowledge of the agent
an indication of independence.

38.4 Limitations on the scale of business which may baducted by the agent clearly affed
the scope of the agent’s authority. However suchithtions are not relevant to dependeng
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which is determined by consideration of the extentvhich the agent exercises freedom in the

conduct of business on behalf of the principal witthe scope of the authority conferred by tH
agreement.

38.5 It may be a feature of the operation of an agredrni®at an agent will provide substantig

information to a principal in connection with thediness conducted under the agreement. Thi

is not in itself a sufficient criterion for deterndtion that the agent is dependent unless
information is provided in the course of seekingagval from the principal for the manner i
which the business is to be conducted. The promisibinformation which is simply intended tg
ensure the smooth running of the agreement andirnoed good relations with the principal i
not a sign of dependence.

38.6 Another factor to be considered in determining ipeledent status is the number d
principals represented by the agent. Independexitistis less likely if the activities of the age
are performed wholly or almost wholly on behalfarfly one enterprise over the lifetime of th
business or a long period of time. However, thistfia not by itself determinative. All the fact
and circumstances must be taken into account teroehe whether the agent’s activitie
constitute an autonomous business conducted byirhiwhich he bears risk and receives rewa
through the use of his entrepreneurial skills andwledge. Where an agent acts for a number
principals in the ordinary course of his businesd aone of these is predominant in terms of t
business carried on by the agent legal dependerme axist if the principals act in concert t
control the acts of the agent in the course ofbhisiness on their behalf.

38.7 Persons cannot be said to act in the ordinary @ofstheir own business if, in place 0
the enterprise, such persons perform activitiesctwheconomically, belong to the sphere of t
enterprise rather than to that of their own bussnemperations. Where, for example,
commission agent not only sells the goods or mardis® of the enterprise in his own name b
also habitually acts, in relation to that enterprias a permanent agent having an authority
conclude contracts, he would be deemed in resplethi® particular activity to be a permaner
establishment, since he is thus acting outsideacttténary course of his own trade or busine
(namely that of a commission agent), unless hisviigts are limited to those mentioned at th
end of paragraph 5{para—38]

29.

38.8 In deciding whether or not particular activities fafithin or outside the ordinary course 0
business of an agent, one would examine the busiaeBvities customarily carried out withirj
the agent’s trade as a broker, commission agewotlwer independent agent rather than the ot
business activities carried out by that agent. thihe comparison normally should be mag
with the activities customary to the agent’s tradéher complementary tests may in certa
circumstances be used concurrently or alternatjviely example where the agent's activities d
not relate to a common trade.
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29. Inthe 1980 edition of thé&nited NationrsUNModel-Convention the second sentence of
paragraph 7 readsunder. ‘However, when the activities of such an agent @egoted wholly
or almost wholly on behalf of the enterprise, hellwiot be considered an agent of an
independent status within the meaning of this peapg.” (This sentence is an addition to the
corresponding paragraph in the OECD Model Convenjio

30—It was considered_subsequently recognizétrat this sentenceas—worded,gave rise to
anomalous situation§hereThe concerwasreasonto-believthat-as-worded—whenever the
number of enterprises for which agent-eof-anindependentstatus_agentvas workingwas
reducedfellto one,such-anagent's-status-was-changed to ahentef-would, without further
examlnat|on be treated atependenstatus—tn—l-ggg—rt—was—eensreered—neeessapyeme%

ader. In the 1999 version of the

Model the Word|nq was therefore amended as follows

However, when the activities of such an agent aeoted wholly or almost wholly on
behalf of that enterprise, and conditions are madémposed between that enterprise
and the agent in their commercial and financiaatieihs which differ from those which
would have been made between independent entesprgewill not be considered as
an agent of an independent status within the mepafrthis paragraph.

31 —Asredrafted-ithas beenmade The revised garsnakesclear that todetermine—the
status—eiautomancallvtreat an agent as not being of “an |ndependent statusWeHJel—be

meependent—enterpnses atthe essent|al cnter&;othe absence of tharms Iength—Henee—as

worded;-the relationship. Thmere fact thatthe number of enterprises for whielwagent-acted
as-an-agentofan thadependenstatusfellagent acts has fallém onewilldoes not of itself
change his status frorbeirg—an—agent-oindependentstatusto that-efadependentstatus—
though it might serve as an indicator of the absewfc independence of that agent

Paragraph 8

32—This paragraph reproduces Articlé—paragraph-_1;) of the OECD ModelCenvention
The Commentary on the OECD text is as follows:

40. It is generally accepted that the existence of hsiliary company does not, of itself,
constitute that subsidiary company a permanentbéstanent of its parent company. This
follows from the principle that, for the purpose tdxation, such a subsidiary company
constitutes an independent legal entity. Even #ut that the trade or business carried on by the
subsidiary company is managed by the parent compdogs not constitute the subsidiary
company a permanent establlshment of the parenpaom—fpa-ra—4-9]

41. A parent company may, however, be found, underrties of paragraphs 1 or 5 of the

Article, to have a permanent establishment in deStehere a subsidiary has a place of business.
Thus, any space or premises belonging to the sidrgidhat is at the disposal of the parent

company .... and that constitutes a fixed place dfimess through which the parent carries on
its own business will constitute a permanent esthbhent of the parent under paragraph 1,
subject to paragraphs 3 and 4 of the Article (seeifistance, the example in paragraph 4.3
above). Also, under paragraph 5, a parent will bended to have a permanent establishment in a
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State in respect of any activities that its suleigiundertakes for it if the subsidiary has, and
habitually exercises, in that State an authoritycomclude contracts in the name of the pargnt
...., unless these activities are limited to thosfemed to in paragraph 4 of the Article or unlegs
the subsidiary acts in the ordinary course of itssihess as an independent agent to which
paragraph 6 of the Article applies.

41.1 The same principles apply to any company forming @& a multinational group so thaf
such a company may be found to have a permaneablesdiment in a State where it has at i
disposal..... and uses premises belonging to anotherpany of the group, or if the forme
company is deemed to have a permanent establishumeler paragraph 5 of the Article ...... The
determination of the existence of a permanent distaiment under the rules of paragraphs 1 of 5
of the Article must, however, be done separately dach company of the group. Thus, the
existence in one State of a permanent establishwieahe company of the group will not have

any relevance as to whether another company ofjtbap has itself a permanent establishmgnt
in that State.

7]

33. The Committee notes that determining on a sdpaentity basis whether or not p
permanent establishment exists may be vulnerabl@btessive arrangements. Depending on the
domestic law of States, safeguards against punificaal structures may be found in applying
a rule that substance overrides form. The Commegnod the OECD Model also states the

following:

42}, Whilst premises belonging to a company thaa imember of a multinational group can he
put at the disposal of another company of the grang may, subject to the other conditions ¢f
Article 5, constitute a permanent establishmenth#t other company if the business of that
other company is carried on through that places itmportant to distinquish that case from the
frequent situation where a company that is a menaber multinational group provides serviceg
(e.g. management services) to another companyefijtbup as part of its own business carri¢d
on in premises that are not those of that othergammy and using its own personnel. In that cage,
the place where those services are provided isahtiie disposal of the latter company and it |is
not the business of that company that is carriedtlmough that place. That place cannat,
therefore, be considered to be a permanent eshaéint of the company to which the services
are provided. Indeed, the fact that a company’s aafivities at a given location may provide an
economic benefit to the business of another compdwgs not mean that the latter company
carries on its business through that location: t{ea company that merely purchases pa:rts
produced or services supplied by another companw idifferent country would not have 3
permanent establishment because of that, even thdugay benefit from the manufacturing of
these parts or the supplying of these services.

34. The Commentary of the OECD Model has been am@rd include the following section
on “electronic commerce”:

Electronic commerce

42.1 There has been some discussion as to whether thie mse in electronic commerceg
operations of computer equipment in a country caiddstitute a permanent establishment. That
question raises a number of issues in relatiomgoprovisions of the Article.

42.2 Whilst a location where automated equipment is apeat by an enterprise may constitute
a permanent establishment in the country where fituated (see below), a distinction needs|to
be made between computer equipment, which may besat a location so as to constitute |a
permanent establishment under certain circumstara®es the data and software which is uséd
by, or stored on, that equipment. For instancelrdarnet web site, which is a combination df
software and electronic data, does not in itselistitute tangible property. It therefore does npt
have a location that can constitute a “place ofitess” as there is no “facility such as premisés

or, in certain instances, machinery or equipmes€eg paragraph 2 above) as far as the softwpre
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and data constituting that web site is concerned i@ other hand, the server on which the web
site is stored and through which it is accessilsdeai piece of equipment having a physical
location and such location may thus constitute igett place of business” of the enterprise that
operates that server.

42.3 The distinction between a web site and the sermewhich the web site is stored and used
is important since the enterprise that operates#rger may be different from the enterprise that
carries on business through the web site. For exanmpis common for the web site through
which an enterprise carries on its business to bstdd on the server of an Internet Service
Provider (ISP). Although the fees paid to the ISRler such arrangements may be based on the
amount of disk space used to store the softwaredana required by the web site, these contracts
typically do not result in the server and its Idoatbeing at the disposal of the enterprise (see
paragraph 4 above), even if the enterprise has hbento determine that its web site should be
hosted on a particular server at a particular lmeatin such a case, the enterprise does not even
have a physical presence at that location sincewdle site is not tangible. In these cases, the
enterprise cannot be considered to have acquirpth@ of business by virtue of that hosting
arrangement. However, if the enterprise carryindbariness through a web site has the server at
its own disposal, for example it owns (or leasew) aperates the server on which the web site is
stored and used, the place where that server istedc could constitute a permanent
establishment of the enterprise if the other regmients of the Article are met.

42.4 Computer equipment at a given location may onlystitnte a permanent establishment if
it meets the requirement of being fixed. In theecad a server, what is relevant is not the
possibility of the server being moved, but whethteis in fact moved. In order to constitute a
fixed place of business, a server will need to dmated at a certain place for a sufficient period
of time so as to become fixed within the meaningafagraph 1.

42.5 Another issue is whether the business of an enis#pnay be said to be wholly or partly
carried on at a location where the enterprise ltpspenent such as a server at its disposal. The
question of whether the business of an enterpseholly or partly carried on through such
equipment needs to be examined on a case-by-cas® Ihaving regard to whether it can be said
that, because of such equipment, the enterprisefheitities at its disposal where business
functions of the enterprise are performed.

42.6  Where an enterprise operates computer equipmeant garticular location, a permanent
establishment may exist even though no personnéhatf enterprise is required at that location
for the operation of the equipment. The presenceassonnel is not necessary to consider that
an enterprise wholly or partly carries on its biesis at a location when no personnel are in fact
required to carry on business activities at thataton. This conclusion applies to electronic
commerce to the same extent that it applies widpeet to other activities in which equipment
operates automatically, e.qg. automatic pumping gaeint used in the exploitation of natural
resources.

42.7 Another issue relates to the fact that no permamstéblishment may be considered to
exist where the electronic commerce operationsiedron through computer equipment at a
given location in a country are restricted to thegaratory or auxiliary activities covered by

paragraph 4. The guestion of whether particulaivims performed at such a location fall

within paragraph 4 needs to be examined on a cgsesbe basis having regard to the various
functions performed by the enterprise through tegtiipment. Examples of activities which

would generally be regarded as preparatory or &anyilinclude:

- providing a communications link — much like eélephone line — between suppliers
and customers;

- _advertising of goods or services;
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- _relaying information through a mirror server &ecurity and efficiency purposes;

- _gathering market data for the enterprise;

-_supplying information.

42.8 Where, however, such functions form in themselve&ssential and significant part of th
business activity of the enterprise as a wholewbere other core functions of the enterprise dre
carried on through the computer equipment, theseldv@o beyond the activities covered bl
paragraph 4 and if the equipment constituted adfixéace of business of the enterprise (as
discussed in paragraphs 42.2 to 42.6 above), thetgd be a permanent establishment.

11°]

42.9 What constitutes core functions for a particulateeprise clearly depends on the nature pf
the business carried on by that enterprise. Fotait®, some ISPs are in the business |of
operating their own servers for the purpose of imgstveb sites or other applications for other
enterprises. For these ISPs, the operation of tkenvers in order to provide services fo
customers is an essential part of their commemadilvity and cannot be considered preparatofry
or auxiliary. A different example is that of an entrise (sometimes referred to as an “e-tailer”)
that carries on the business of selling producteitbh the Internet. In that case, the enterpriseg is
not in the business of operating servers and theerfect that it may do so at a given location |s
not enough to conclude that activities performedhatt location are more than preparatory and
auxiliary. What needs to be done in such a caséigxamine the nature of the activitiep
performed at that location in light of the businessried on by the enterprise. If these activitig¢s
are _merely preparatory or auxiliary to the busine$sselling products on the Internet (fof
example, the location is used to operate a sehagrhosts a web site which, as is often the cape,
is used exclusively for advertising, displaying @&alogue of products or providing information
to potential customers), paragraph 4 will apply dhe location will not constitute a permanent
establishment. If, however, the typical functiomdated to a sale are performed at that locatipn
(for_example, the conclusion of the contract wikle tcustomer, the processing of the paymgnt
and the delivery of the products are performed matically through the equipment locatefl
there), these activities cannot be considered tmbeely preparatory or auxiliary.

42.10 A last issue is whether paragraph 5 may apply tend@an ISP to constitute a permanent
establishment. As already noted, it is common P4 to provide the service of hosting the web

sites of other enterprises on their own server® iBsue may then arise as to whether paragraph
5 may apply to deem such ISPs to constitute permtaastablishments of the enterprises that

carry on electronic commerce through web sites afger through the servers owned ard
operated by these ISPs. Whilst this could be thseda very unusual circumstances, paragraph 5
will generally not be applicable because the ISH§ wot constitute an agent of the enterprises
to which the web sites belong, because they witl lmve authority to conclude contracts in the
name of these enterprises and will not regularlpatede such contracts or because they will
constitute independent agents acting in the orgimaurse of their business, as evidenced by the
fact that they host the web sites of many differenterprises. It is also clear that since the wgb
site through which an enterprise carries on itsifess is not itself a “person” as defined ip
Article 3, paragraph 5 cannot apply to deem a p@&menéa establishment to exist by virtue of thie
web site being an agent of the enterprise for psegoof that paragraph.

35. The Committee of Experts notes that the OECIn@entary, in paragraph 42.3, draws|a
distinction between a contract with an Internet\V@&sx Provider and a place of business at the
disposal of the enterprise. The Committee recogmih@t some businesses could seek to avpid
creating a permanent establishment by managingctrractual terms in cases where the
circumstances would justify the permanent estalptisht conclusion instead. In such caseq a
rule of substance over form should apply.
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