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     [1] This report is divided into two main parts. Part I intends to give a basic and systematic introduction to the notion of PE in tax treaties based on the OECD Model Tax Convention. Part II applies the rules described in Part I to certain practical situations.
 
                               PART I
 
 
1. INTRODUCTION
 
1.1 Legal authority for PE taxation -- overview
 
     [2] Under the tax treaties /1/ based on the OECD Model Tax Convention (the Model), an enterprise providing services abroad is taxable in the country where it conducts business only if it has a permanent establishment (PE) there, see art. 7(1) of the Model (appendix 1). /2/
 
     [3] The definition of PE for tax treaty purposes is found in art. 5 of the Model (appendix 2). The same principles apply to the provider of services as to any other enterprise engaged in business activities abroad. Thus, the discussion in Part I will deal with the notion of PE in general terms.
 
     [4] Basically, three independent authorities for PE are established in art. 5. In addition, a fourth category could be derived from the other three, although it is not a separate category of PE.
 
1.1.1 The basic rule PE
 
     [5] Art. 5(1) establishes that a PE is "A FIXED PLACE OF BUSINESS THROUGH WHICH THE BUSINESS OF AN ENTERPRISE IS WHOLLY OR PARTLY CARRIED ON". For the purpose of the present report this kind of PE will be called the BASIC-RULE PE /3/ Examples of fixed places of business are provided in art. 5(2), the so-called "positive list". Business activities exempted from constituting a PE are listed in art. 5(4.), sometimes called "the negative list".
 
1.1.2 The construction PE
 
     [6] If the services provided are part of a construction or installation project that lasts for more than twelve months, a PE may be constituted under art. 5(3) of the Model. However, the legal authority for the constitution of a CONSTRUCTION PE is an extension of the basic rule PE. Thus, even if the conditions for a basic rule PE are not met (e.g. lack of a fixed place of business), a PE may still exist under the construction clause. On the other hand, if the conditions for a basic-rule PE are met for an enterprise engaged in the construction business, authority for PE taxation exists even if the project fails to meet the conditions for a construction PE (e.g. too short duration).
 
1.1.3 The agency PE
 
     [7] The third independent authority, for PE is art. 5(5) and (6) of the Model under which an AGENCY PE may be constituted. This is the case if a provider of services in a country has a dependent agent there who is involving his principal in business by regularly concluding contracts on behalf of the principal.
 
1.1.4 The subsidiary PE
 
     [8] The Model treaty does not include the SUBSIDIARY PE as an independent or separate category of PE. On the contrary, art. 5(7) states that the relationship between companies within a group does not give any legal authority to constitute a PE. However, a PE may be constituted between members of a group of companies if the general conditions for PE are met, especially under the basic rule and the agency clause. Thus, the business co-operation within a group of companies may in certain cases lead to a PE for foreign group members. Obviously, this is of vital and growing importance to multinational enterprises (MNEs) where services are provided within the group.
 
1.2 The conditions for PE -- six tests in three main categories
 
     [9] The conditions for PE may be classified into six tests in three categories. These distinctions are applicable to all three legal authorities for PE as mentioned supra, and hence to the subsidiary PE as well. When discussing the basic rule PE, the construction PE, the agency PE, and the subsidiary PE, the following structure will be applied. The structure will be used also in Part II when discussing practical examples.
 
1.2.1 The objectivity of the PE
 
     [10] The fundamental principal behind the notion of PE is that the foreign enterprise must have a certain PHYSICAL PRESENCE abroad in order to get a PE there, such as A FIXED PLACE OF BUSINESS, A BUILDING SITE, or AN AGENT. Thus, it is not sufficient to perform business abroad. As a resident for tax purposes of one country, the taxpayer must have established a specific connection to the other country, i.e. a "home" abroad. The taxpayer's "home" will be qualified in different ways depending on the legal authority for taxing power. see infra.
 
     [11] The two tests under the objective presence of the taxpayer are: (1) The place of business test, and (2) the location test.
 
1.2.2 The subjectivity of the PE
 
     [12] A physical presence in a country is a condition for PE, but it is not sufficient alone. The physical presence in the foreign country must be THE TAXPAYER'S physical presence there, and the presence must be SUBSTANTIAL IN TIME to the taxpayer. Thus, the treaties qualify the TAXPAYER'S RELATIONSHIP to the physical presence.
 
     [13] The two tests under the subjective presence of the taxpayer are: (3) The RIGHT OF USE TEST, and (4) the PERMANENCE TEST.
 
1.2.3 The functionality of the PE
 
     [14] The presence of a PE is significant as a condition for taxing power over international BUSINESS. Naturally, the notion of PE therefore requires that the "home" of a foreign enterprise has a certain FUNCTION. The income-generating activity of the foreigner must be BUSINESS in terms of internal law and the tax treaty. In addition, the business activity must be CONNECTED to the "home" of the foreign enterprise, i.e. conducted through the "home".
 
     [15] Hence, the two tests qualifying the functional aspect of the PE are: (5) The BUSINESS ACTIVITY TESTS, and (6) the BUSINESS CONNECTION TEST.
 
2. THE BASIC RULE PE
 
2.1 The objective criteria for a basic-rule PE
 
     [16] A basic criterion for PE is the requirement of a "FIXED PLACE OF BUSINESS" in the country where the business activity is conducted. As mentioned supra, this condition is composed of two OBJECTIVE elements. First, there must be a "place of business". Second, the place of business must be "fixed" in terms of the location of the place of business.
 
2.1.1 The "place of business test"
 
     [17] A place of business can be all physical objects that are commercially suitable to serve as the basis for a business activity. However, a distinction must be made between substantial machinery and equipment on the one hand and light, portable equipment on the other hand. Only the former creates a place of business in terms of the tax treaties. The tax treaties contain a catalogue, sometimes called the "positive list", of places of business that constitute a prima facie PE. Of greatest importance to the provision of services is that a PLACE OF MANAGEMENT, a BRANCH and an OFFICE are PEs if the general conditions for a PE set out in art. 5(1) are met: securities, bank accounts, and intangibles cannot be places of business.
 
2.1.2 The "location test"
 
     [18] The place of business must to a certain extent be linked to a specific geographical point in the source state. The LOCATION TEST excludes places of business that are mobile. Trucks and buses are places of business, but the provision of transportation services by trucks and buses does not constitute a PE unless, in addition to the bus or the truck, the enterprise has a ticket office or some other kind of fixed place of business in the country.
 
     [19] A question which has been raised in relation to offshore petroleum activities and in certain areas also onshore (e.g. forestry), is whether or not a place of business may meet the LOCATION TEST if its activity is confined to a specific area even if the place of business is moved around. This could be applicable to consultants working within a certain area offshore, or a certain area in a city, or within a certain city as opposed to the rest of the country. Some countries accept a circus as a PE even if it is moving from place to place, while others deny a PE for theatrical shows performing at changing theaters. However, it seems that there is a growing acceptance in some countries of such peripatetic "fixed" places of business, such as for offshore petroleum-related services and, in some cases, services provided onshore. On the one hand, this picture is not consistent with the Norwegian Supreme Court's decision in Alphawell, where the court denied a PE for a consultancy firm which used a number of different offices within a huge office structure. However, here the court also focused on the interruptions in the firm's work in Norway.
 
2.2 The subjective criteria for a basic-rule PE
 
     [20] The place of business has to be the FOREIGN TAXPAYER'S place of business (and not somebody else's place). In this respect, the Commentary to the Model requires that the enterprise has at its "disposal" a fixed place of business. In the terminology of this report, this requirement is called the RIGHT OF USE TEST.
 
2.2.1 The "right of use test"
 
     [21] The RIGHT OF USE TEST is applied basically in two different ways.
 
2.2.1.1 Is a legal position required?
 
     [22] In Germany, the courts seem to require that the taxpayer has a LEGAL POSITION to the extent that the cannot be removed from the place of business without his own consent. The mere factual use of a place of business is not sufficient. For instance, the consultant who is using the client's facilities as a practical arrangement without anv legal obligation on the part of the client to let the consultant use the premises does not have a PE. On the other hand, the consultant who has agreed with his client that the work shall be done on the premises of the client, e.g., in a specific office or a conference room, will have a place of business at his disposal and may consequently get a PE.
 
     [23] A question in this respect is whether or not a PE exists in the case where the consultancy firm's use of the client's facilities (or nearby facilities) is presupposed although not expressly agreed in the main contract. For instance, a consultancy firm providing the services of a managing director to a hotel will need an office in the hotel or near it. Whether the managing director's use of the office is specifically agreed among the parties or merely presupposed may not be decisive. Recent judicial practice in Germany seems to have modified the traditional interpretation of the RIGHT OF USE TEST in such cases.
 
     [24] Moreover, from this perspective a consultant who is performing services from a hotel room or an employer's facilities will normally not have a place of business at his "disposal" as long as the use of the facilities for consultancy purposes is not agreed between the consultant and the hotel or the employer. Moreover, a consultant's use of the living room in his rented flat for business purposes may not be at his "disposal" for the same reasons. However, recent German judicial practice indicates that a sole proprietor who does not have an office elsewhere may be considered to have a "place of management" in his living quarters.
 
2.2.1.2 Factual use test
 
     [25] However, in most countries and typically in the Anglo- American countries, the FACTUAL USE of the place of business seems to be sufficient in order for the place of business to be at the taxpayer's "disposal". The wording "at its disposal" may be understood as "available if and when needed", which seems to presuppose that no OTHER person has a legal right to prevent such a use. Thus. in the present writer's opinion, the FACTUAL USE TEST is not a reasonable interpretation of the wording in the Commentary. Nevertheless, it seems that the FACTUAL USE TEST is applied in most countries.
 
2.2.1.3 Physical presence?
 
     [26] When applying the RIGHT OF USE TEST it seems clear in all countries that services provided by general and limited partnerships may constitute a PE for foreign partners even if the foreign partners do not personally perform any business activity in the source state. The place of business is at the foreign partner's "disposal" through the partnership agreement, which is sufficient. Moreover, in the USA the partners are considered to be agents of the other partners, and may thus constitute an agency PE for each other.
 
     [27] The same conclusion also seems to apply to silent partnerships. However, as far as services provided by enterprises in an ad hoc joint venture (which is not for legal purposes considered to be a partnership) are concerned. it seems that the foreign partner must actually conduct a business activity in the other state himself.
 
2.2.2 The "permanence test"
 
     [28] Part of the subjective conditions for PE is also the PERMANENCE TEST, which in OECD language is included in the requirement of a FIXED place of business. A consultant who is using one or several offices has one or several places of business and they are all fixed in terms of the LOCATION TEST. He may under the circumstances also have the right of use to the places of business. However, this alone is not sufficient for PE taxation. In addition, the right of use to the place of business must be FIXED in terms of the PERMANENCE TEST. Thus, the consultant who has the right of use to a place of business in a country for shorter periods of time will not have a sufficiently fixed place of business.
 
2.2.2.1 Meaning of "permanence"
 
     [29] "Permanence" does not mean that the right of use to the place of business must be perpetual. As a starting point, the term "permanence" should be understood as "indefinitely continuing", rather than as "ever lasting". The taxpayer's right of use to the place of business may also meet the PERMANENCE TEST if it lasts for a certain duration. A duration of six months seems to be sufficient in many countries. Intended perpetuity will be sufficient for the constitution of a PE, even if the activities are terminated after a short period of time.
 
     [30] In some countries the permanence test has been considered a RELATIVE term. For instance, short summer seasons have been considered to allow a shorter duration for "permanence" under the basic rule. However. this seems to be a highly questionable interpretation.
 
2.2.2.2 Relation to the RIGHT OF USE TEST
 
     [31] With respect to certain kinds of service providers, it should be noted that the PERMANENCE TEST shall not be related to the duration of the BUSINESS ACTIVITY itself, but to the RIGHT OF USE (or the factual use) of the place of business. This distinction is practical when a part of the consultant's activities is performed through a place of business, while the rest is not.
 
     [32] If a country applies the right of use test in the German sense (that the taxpayer meets the requirements only when he cannot be removed from the place of business without his consent) the PERMANENCE TEST requires this legal position to be of either a certain duration or of an indefinite nature. Correspondingly, if the country does not apply the right of use test in the German sense, i.e. the factual use of the place of business is sufficient, then the permanence test will be related to the duration of the factual use.
 
2.2.2.3 Start and termination of the time limit
 
     [33] If a certain duration is to be calculated, the time limit starts running from the first day the place of business is at the taxpayer's disposal (or factually used) by the taxpayer, even if the taxpayer is only conducting preparatory or ancillary activities there. However, the period needed to establish the place of business itself should not be counted, provided this activity is in Substance different from the business of the PE.
 
     [34] The PE ceases to exist when the taxpayer's legal right of use to the place of business for business purposes is terminated. In addition, there is no authority for PE taxation if no business activities are conducted in the country. However, the performance of ancillary activities may maintain the PE status even if the place of business is closed for another purposes.
 
     [35] In the case of seasonal use of a place of business the permanence test may be considered met if the taxpayer is using the place of business with a certain regularity and a minimum time period for each season. For instance, the reiteration of business activities (four months each year) based on a five-year contract with one client, may satisfy the permanence test, while PE status may be rejected if each season is considerably shorter (e.g. 1-2 months). The positions on this issue may vary in different countries.
 
     [36] Repetition of business activities (e.g. seasonal) should be distinguished from interruptions in the performance of one business assignment. Interruptions are considered working time, while the time between different seasons should not be included as working time. In Alphawell, the Supreme Court decision mentioned supra, the court seems to have considered numerous interruptions in the consultant's work in Norway together with changing offices in Norway, as decisive for the denial of a PE.
 
2.3 The functional criteria for a basic-rule PE
 
     [37] The mere ownership of a physical object (e.g. real estate) is not sufficient for the constitution of a PE. To constitute a PE, it is required that place of business SERVES A BUSINESS ACTIVITY. Neither the fixed place of business nor the services alone are sufficient.
 
2.3.1 The business activity test
 
     [38] The Model requires that the activity performed through a place of business be the business of the enterprise. Three separate tests may be distinguished in this respect.
 
2.3.1.1 Must be business under internal law
 
     [39] Firstly, being without a treaty definition of "business". the activity conducted by the enterprise must be business under the INTERNAL LAW of the state where the activity is performed. It will then qualify as business under the treaty and will be distinguished from other income-generating activities or investments. Double taxation may arise if both countries apply different definitions of "business".
 
2.3.1.2 Must be governed by art. 7 of the Model
 
     [40] Secondly, even if internal law classifies the activity conducted as "business activities", some of these activities may specifically be excluded from the regime of art. 7 of the Model (which requires a PE). Exclusions are specifically given in art. 6 (income from immovable property), art 8 (international shipping and air traffic), and art. 14 (independent personal services). The business of a real estate company (letting real estate to others) may under domestic laws of some countries qualify as business, and would then fall under art. 7 (for the application of the treaty in those countries). Moreover, if a ship is idle for a period of time it may constitute a PE, e.g. if it is used as a "hotel" or a storage.
 
2.3.1.3 Must not be excluded by art 5(4)
 
     [41] Thirdly, even if the activity is "business" under internal law and governed by art. 7 of the Model, it may still be excluded from PE taxation under art. 5(4) ("the negative list"). This list of excluded activities is not exhaustive. Thus, any other activity of a preparatory or ancillary nature is exempted from PE status. Hence, PE-constituting business operations are only CORE BUSINESS ACTIVITIES, i.e. essential and significant activities within the framework of the business purpose of the enterprise (e.g. manufacturing, sales, and provision of services). If services are provided to independent parties, the activity normally will be a core business activity for the service provider even if the services received by the other party would have been of an ancillary nature if performed by the party itself. Thus, a person who is purchasing goods for a separate enterprise may get a PE, although such activities are exempted from PE status if performed by enterprise itself. The same applies to all other exempted activities, for example a newspaper correspondent collecting information for a newspaper. The line between the auxiliary "collecting information" and a newspaper's core business activity should probably be based on the distinction between editorial functions (core business) and merely writing an article that may or may not be used (auxiliary).
 
2.3.2 The business connection test
 
     [42] Finally, the text of the Model expressly requires that the business activity of the enterprise must be CONNECTED to the place of business. The activity must be performed "through" the place of business. Especially with regard to services, the question could be rephrased as follows: Whose business activity is served by the place of business? Is it the business of the foreign enterprise or the business of domestic enterprise with which the foreign enterprise is doing business?
 
     [43] Two different approaches seem to exist. The "base theory" requires that the place of business is the BASE of the enterprise's business activity in the source state. The core business of the enterprise, e.g. the provision of services, should be conducted through the place of business. This interpretation seems to be in conformity with the wording of the Model and the Commentary. However, another approach seems to emerge from case law in some countries -- the "attraction theory". The attraction theory accepts that a PE could be constituted even though the place of business only SUPPORTS a core business activity performed OUTSIDE the place of business. provided that the core business activity is conducted within the same jurisdiction. Under the attraction theory, the activity literally conducted "through" the place of business may be an ancillary activity. It qualifies as a PE provided that it supports a core business activity which is performed outside the place of business but within the same jurisdiction. For instance, under this approach a storage facility may constitute a PE if sales activities are performed by an independent agent who is acting in the course of his ordinary business.
 
3. THE CONSTRUCTION PE
 
     [44] Some services may be related to a construction project in such a way that the business is considered to be a construction project. Such services may constitute a PE under the basic rule or as a CONSTRUCTION PE under art. 5(3) of the Model.
 
3.1 The objective criteria for a construction PE
 
3.1.1 The fixed place of business
 
     [45] Under the construction clause, the place of business is normally a building site, a shipyard, or another place where a construction or installation project is performed. These places of business are also fixed in terms of the location test. Building sites that are relocated as a consequence of their own nature, e.g. road construction, laying of pipelines, the building of a row of houses etc., will also be considered a fixed place of business (one building site) for tax treaty purposes.
 
3.1.2 Identification
 
     [46] Construction projects may be identified as one project in certain instances. For that purpose, the Commentary to the Model requires that the contracts form a coherent whole both COMMERCIALLY and GEOGRAPHICALLY. Normally, identification of contractually separate projects is justified if the work is performed for the same CLIENT, CONCURRENTLY OR CONSECUTIVELY, and as part of the same CONSTRUCTIONAL ENTITY. In addition, if the work is performed at the SAME SITE (geographically), the separation into different contracts normally will be ignored. It seems that identification is also accepted in some cases where the work is performed at different sites but as part of the same constructional entity.
 
     [47] Identification is also allowed in cases where the general contractor sub-contracts parts of the work to other enterprises. The working time of the general contractor will include the working time of the sub-contractors.
 
3.2 The subjective criteria for a construction PE
 
     [48] The taxpayer's right to use the construction site (or his factual use of it) as his place of business must last for more than 12 months to constitute a construction PE. The start of the working period is the first day when the taxpayer's employees arrive at the building site. The construction PE ceases to exist when the taxpayer leaves the building site permanently.
 
     [49] An important question in this respect is whether or not the PERMANENCE TEST under the construction clause requires a right of use to the place of business in the German sense, see supra, or the factual use of the construction site that counts under the construction clause?
 
     [50] Interruptions are included in the working time. No distinctions are made between what may be called commercial interruptions (e.g. breaks caused by the progress of the work itself) and non-commercial interruptions such as strikes. Thus, intended as well as unexpected interruptions are counted as working time. Hence, the PERMANENCE TEST of the construction clause is related to the period of time the building site is at the taxpayer's disposal, and is not limited to his factual use of the place of business.
 
3.3 The functional criteria for a construction PE
 
     [51] Whether or not the service should be considered to be a business activity under the construction PE depends on the nature of the service and on the nature of other activities of the taxpayer. For instance, TECHNICAL QUALITY CONTROL of construction projects performed on the building site have been considered part of the construction project, as opposed to MANAGEMENT CONTROL, i.e. a foreigner's control of services performed by other sub-contractors on the building site.
 
     [52] In addition, the relationship to the client is important. Thus, the GENERAL CONTRACTOR of a construction project will always be regarded as performing CONSTRUCTION ACTIVITIES, even if he is only performing services such as planning, supervision, etc.
 
     [53] A SUB-CONTRACTOR, however, may perform services related to a construction project without being considered to perform a construction project. This is the case for service providers who do not perform any part of the physical work of the project. Thus, a sub-contractor who does managerial work related to a construction project shall not be regarded as doing a construction project. Whether or not a PE exists will be decided under the basic rule. On the other hand, planning and supervision of a construction project performed by a sub-contractor is considered to constitute a construction PE if the sub-contractor is engaged in the physical work in addition to the provision of services (intellectual activities).
 
4. THE AGENCY PE
 
     [54] An agency clause has been included in the tax treaties since the first international tax treaties were concluded at the turn of the century. Some of the basic-rule conditions for PE are modified in the agency clause.
 
4.1 The objective criteria for an agency PE
 
4.1.1 The agent
 
     [55] The requirement of a place of business under the basic rule is replaced under the agency clause by the requirement of a representation, i.e. an agent. The agent may be an individual or a company. The agency is strictly a business relationship.
 
     [56] A question which is unresolved is whether or not a person who is representing himself (self-representation) could be considered an "agent". Why should one enterprise represented by an employee have a PE, while another enterprise represented by the owner does not? Based on internal law, it seems that a sole proprietor who is representing himself in the USA will be considered to constitute a tax-treaty agency PE in the USA, provided other conditions for agency PE are met.
 
     [57] However, this conclusion may be considered difficult to reconcile with the policy upon which the basic-rule PE is based. Under the basic rule, the mere performance of a business activity, e.g. sales or provision of services, does not create a PE unless the activity is performed through a fixed place of business. From this point of view, a sole proprietor does not have PE unless he performs his activity through a fixed place of business.
 
     [58] Although practice in this respect may be different in different countries, it seems that valid reasons support the view that if the conditions under the agency clause are met -- meaning that there is a person who is concluding contracts on behalf of the enterprise in the country the conditions for a PE are met.
 
4.1.2 The authorization
 
     [59] The agent must be authorized to conclude contracts on behalf of the principal. The authorization does not have to be general. It may be specifically limited, provided that the agent is acting in a way which binds the principal and is doing so with respect to the business proper of the principal. Thus, the mere solicitation of business and negotiation of contracts that are subject to approval from abroad do not constitute an agency PE.
 
     [60] The agency clause is applicable also outside the area of sales. A service provider may get a PE if the enterprise is represented by someone who concludes contracts (with clients) on behalf of the enterprise.
 
     [61] It is not a requirement that the agent signs the contract himself if signing is a mere formality. It is sufficient that the agent has the authority to negotiate all parts of the contract in a manner which is binding on the principal, even if the actual signing is performed by someone else abroad.
 
     [62] The text of art. 5(5) deals with an agent who is authorized to act "in the name" the principal. However, it is clear from the Commentary to the Model that this wording merely requires an authority to act in a way BINDING upon the principal.
 
4.1.3 The agent's habitual abode
 
     [63] The LOCATION TEST of the basic rule is replaced by the requirement that the agent should have a qualified connection to the source state. However, it is not necessary that the agent is a resident for tax purposes. On the other hand, it is clear from the conventional wisdom that transient presence does not qualify for an agency PE. Thus, a traveling agent (e.g., a business who is traveling in an out of a country frequently) is considered not to constitute an agency PE. It seems that the existing case law (particularly in Germany) requires the agent's HABITUAL ABODE in the source state. This position has been disputed by some scholars (inter alia in Belgium and The Netherlands) who would merely require regular and frequent visits.
 
4.2 The subjective criteria for an agency PE
 
     [64] The basic-rule RIGHT OF USE TEST is also replaced under the agency clause. Only agents who are DEPENDENT upon the principal may constitute a PE. Two aspects of dependency are distinguished. All agents have to be LEGALLY DEPENDENT upon the principal, insofar as the principal is competent to instruct the agent. If the discretionary power of attorney of the agent is very limited, this may indicate that the agent is dependent for the purposes of PE taxation. However, this alone is not sufficient. In addition, the principal's sanctions and control may indicate whether or not the agent is dependent. Extensive control and sanctions, e.g. the right to control the agent's books and cash on hand and the use of the agent's facilities for this purpose may support the view that the agent is dependent upon the principal.
 
     [65] In addition, the agent has to be COMMERCIALLY DEPENDENT upon the principal in order to constitute an agency PE. The principal's support of the agent's business is evidence of commercial dependency. This would include coverage of the agent's expenses, guarantees for the agent with respect to his creditors, etc. Most significant in the case of commercial dependency is when the agent has only one principal. Such an agent is clearly dependent financially on one single principal, and devotes all his time to this principal. In addition, the allocation of entrepreneural risks may indicate how the relationship between the agent and the principal is. Mutual sharing of risks on a 50-50 basis has been considered to indicate that the principal and the agent perform separate business activities (no agency PE).
 
     [66] Art. 5(6) establishes as the starting point that an independent agent who performs a business activity which is within the ordinary course of his business does not constitute an agency PE. Thus, an agent who is acting OUTSIDE his ordinary course of business may under the circumstances be considered a dependent agent under art. 5(5), and constitute a PE. Comparison should probably be made with the usual organization of the activity in that particular trade. Thus, in cases where the activity is unusual for the industry (although perhaps customary for the agent), the conclusion should be that an agency PE does not exist.
 
     [67] In the rare cases where the business activity is unusual for the agent as well as for the industry to which the agent belongs and for all other industries, recourse has to be made to the DEPENDENCE TEST in art. 5(5). German case law seems to suggest that if the agent is acting in an independent manner, albeit outside the ordinary course of his and everybody else's business, no agency PE should be found.
 
4.3 The functional criteria for agency PE
 
4.3.1 The business activity test
 
     [68] The agency clause does not require any special business activity such as sales, manufacturing, or provision of services. The only requirement is that the activity of the agent must be within the business proper of the principal (i.e. essential and significant to the principal's business). In general, the BUSINESS ACTIVITY TEST of the basic rule applies also under the agency clause, including the negative list in art. 5(4).
 
4.3.2 The habitual exercise test
 
     [69] Corresponding to the BUSINESS CONNECTION TEST of the basic rule, the agency clause requires the agent to be INSTRUMENTAL to the principal. The agent must habitually use his power to conclude contracts on behalf of the principal. The necessary frequency cannot be established on a general basis. A case by case evaluation is necessary in which differences in industries must be considered.
 
     [70] The HABITUAL EXERCISE TEST is sometimes perceived as a requirement of PERMANENCE. In this writer's opinion, however, the test is more appropriately understood as a requirement of regularity or frequency. Hence, an agent who is active on behalf of the principal for two years without habitually making use of his power of attorney, does not constitute a PE even though he has been authorized to conclude contracts for the principal for a sufficiently long period of time. Another agent may be authorized to conclude contracts for only a few months and exercising the authority frequently. Such an agent will not constitute an agency PE because the PERMANENCE TEST is not met.
 
     [71] It is particularly important to note that the mere reiteration of a contract does not mean that the agent is exercising his power of attorney. Thus, in a case where the agent (the only employee of the company) exercised his power of attorney four times, of which three times were renewals of the existing contract, the court denied a PE because there was no habitual exercising of the agent's power of attorney.
 
5. THE SUBSIDIARY PE
 
     [72] As mentioned, supra, there is no legal authority for a PE on the basis of the relationship between related companies. On the contrary, art. 5(7) explicitly states that such a relationship does not in itself establish a PE. However, subject to the ordinary conditions for PE, related companies may facilitate the constitution of a PE for each other under the basic rule, and may serve as PE- constituting agents for each other. In this report such a PE is referred to as a subsidiary PE.
 
     [73] In particular the constitution of a subsidiary PE may take place in two instances, see infra.
 
5.1 The agency subsidiary PE
 
     [74] A company may act as a dependent agent for a related company and thus constitute an agency PE. If a company is authorized to conclude contracts on behalf of another company in the same group, an agency PE will be constituted. This may be the case if a subsidiary solicits business for a consulting company which is a related company. A related company is clearly a dependent agent. By habitually exercising such authorization, it will meet the requirements under the agency clause. However, a subsidiary PE based on the agency clause is easy to avoid by, for example, limiting the authorization of the agent such that he is not authorized to conclude contracts.
 
5.2 The basic-rule subsidiary PE
 
     [75] One company may perform a business activity in joint operation with a related company aid thus get a basic-rule PE. There seems to be a growing tendency in international business that related companies co-operate extensively with each other and with their parent company, the result of which is integration of business activities as a result. This may be performed on a joint venture basis for specific projects, or an a general basis where the co- operation resembles a partnership. A typical joint venture relationship may exist when a subsidiary concludes a contract which the subsidiary does not have the capacity to carry out alone. The contract may then be sub-contracted to a related foreign company or certain services may be provided by related companies abroad.
 
     [76] In the case of an ad hoc joint venture relationship, the foreign entity may be considered to have a fixed place of business in the offices of the domestic enterprise. The general rules with respect to the LOCATION TEST, the PERMANENCE TEST and the BUSINESS ACTIVITY TEST apply correspondingly. It should be noted, however, that in such cases the foreign entity must conduct its own activity in the PE state. It is not sufficient that the local partner is performing business there. However, in cases where the integration of the business of the two companies meets the conditions for a PARTNERSHIP as distinguished from an ad hoc joint venture for specific projects, this requirement is not present. Hence, in cases of partnerships between related companies, the activity of one partner must be considered to be the activity of the other partner for the purpose of establishing PE.
 
     [77] In practice it may be difficult to distinguish between activities that constitute a joint business enterprise and the activities of two distinct parties. Some examples are discussed infra in Part II.
 
                               PART II
 
 
6. APPLICATION OF THE PRINCIPLES OF PE -- SELECTED SITUATIONS
 
     [78] In the following material, the criteria for creating a PE will be applied to certain practical situations.
 
6.1 Consultancy services
 
6.1.1 Case 1 -- Services provided in the facilities of the client -- The right of use test
 
     [79] The first case involves a Consultancy Firm which provides services to a Client in another country. The Consultancy Firm does not have an office of its own. To conduct its business in the home country of the Client, the Consultancy Firm uses the facilities (conference rooms, offices, etc.) of the Client. If the premises of the Client were not available for the Consultancy Firm, the firm's performance under the contract would require it to rent office facilities near the Client. Altogether, five employees of the Consultancy Firm are working in the premises of the Client for 190 days. The five employees of the Consultancy Firm do not have their own offices or any specific conference room, but are using rooms that happened to be vacant when they need it. The Consultancy Firm is also working for the Client in its own home country prior to and after the 190-day period.
 
     [80] Does the Consultancy Firm have a PE in the home country of the Client?
 
                         [Figure 1 omitted]
 
6.1.1.1 The objective and functional criteria
 
     [81] The offices and conference rooms of the Client represent a FIXED PLACE OF BUSINESS in terms of the LOCATION TEST. Thus, there is no question that the objective conditions for PE are met.
 
     [82] Moreover, the activity performed by the Consultancy Firm is its core business, and not a preparatory or auxiliary business activity to which the exemptions in art. 5(4) apply. Furthermore, the connection between the activity and the place of business is clear.
 
6.1.1.2 The subjective criteria
 
     [83] The Consultancy Firm is de facto using the premises of the Client. Thus, in jurisdictions where the factual use of a fixed place of business is sufficient, the RIGHT OF USE TEST is met. In countries where the RIGHT OF USE TEST requires a legal position to the fixed place of business, the conclusion may be that the offices and conference rooms are not the place of business of the Consultancy Firm but that of the Client.
 
     [84] A possible interpretation of the RIGHT OF USE TEST is that the offices of the Client are at the Consultancy Firms disposal in terms of the tax treaties if the main contract presupposes the Consultancy Firm's presence in the premises of the Client, or in nearby facilities.
 
6.1.1.3 Conclusion
 
     [85] In jurisdictions where the factual use of the place of business is sufficient for a PE, the conditions for taxation of the consultant are met. The same conclusion applies in jurisdictions where a legal position is deemed to be present by means of the main contract between the Consultancy Firm and the Client. However, no PE is constituted in jurisdictions where the RIGHT OF USE TEST is interpreted as a requirement of a legal position in a strict sense -- i.e. factual use is insufficient even if the main contract presupposes the consultant's presence either in the Client's premises or in its own premises nearby.
 
6.1.2 Case 2: Consultancy services at different places -- The permanence test
 
     [86] Here, the Consultancy Firm is performing its business in the home country of the Client. The nature of the business of the Consultancy Firm is to collect and analyze data for clients. The data that [sic] will be analyzed by the firm and presented in a final report. The business is conducted outside the Client's office facilities, e.g. on ships, factories, oil rigs, etc., for a period of 6 months. However, for the purpose of analyzing the data and writing the report, the firm has rented an office nearby the Client for two weeks.
 
     [87] Does the Consultancy Firm have a PE?
 
                         [Figure 2 omitted]
 
6.1.2.1 The objective and functional criteria
 
     [88] The various offices, factories, ships, etc. used for collection of data are places of business. Some of them (except the ships) are also FIXED in terms of flee LOCATION TEST. Moreover, the office where the report will be made certainly constitutes a fixed place of business in terms of the LOCATION TEST. Thus, the Consultancy Firm may be considered using a number of fixed places of business (in terms of the LOCATION TEST.)
 
     [89] Furthermore, the Consultancy Firm is conducting its proper business. Hence, the activity is essential and significant to the firm and not subject to exemptions under art. 5(4). Finally, the activity is conducted through the fixed place of business of the company.
 
6.1.2.2 The subjective criteria
 
     [90] The consultancy firm has a Right of use to the office where the report is written regardless of which interpretation of the RIGHT OF USE TEST that is applied (factual use or legal position). The BUSINESS ACTIVITY is conducted for a period of time that is long enough under the PERMANENCE TEST in some countries. If the PERMANENCE TEST is related to the duration of the business activity itself, a PE would be constituted in the present case. The outcome would be that the requirement of "fixed", in terms of the PERMANENCE TEST, would be very short. However, the PERMANENCE TEST should not be related to the duration of the business activity but rather to the duration of the taxpayer's right of use to the fixed place of business.
 
6.1.2.3 Conclusion
 
     [91] One may therefore conclude that a PE is not constituted in this case because the PERMANENCE TEST, when applied to either the Consultancy Firm's legal position or factual use of the fixed place of business, is not met.
 
6.2 Intercompany management services
 
6.2.1 Case 3: The Parent company's PE with the Subsidiary?
 
     [92] The Parent company in this case is a holding company with several manufacturing and sales companies. The Subsidiary is one of the sales companies. This case deals with a management person (the Manager) who is employed by the Parent company and regularly working on the premises of both the Subsidiary and the Parent.
 
                         [Figure 3 omitted]
 
     [93] Although there is no written agreement between the two companies, it has been decided by the management of the companies that the Manager shall have, at his disposal, an office with the parent company as well as with the Subsidiary. The offices are not used by anybody else when the Manager is away.
 
     [94] The Manager travels to the Subsidiary and works there one week every month for a period of two years. He is paid by the Parent which charges the Subsidiary. When working for the Parent, the Manager is engaged in managing the sales companies. When working for the Subsidiary, the Manager is engaged in developing the distribution network of the Subsidiary.
 
     [95] Does the Parent company have a PE in the offices of the Subsidiary?
 
6.2.1.1 The objective and subjective criteria
 
     [96] The Manager's office with the Subsidiary is clearly a fixed place of business in terms of the LOCATION TEST. Moreover, the office is clearly at the Manager's disposal. Factually the Manager uses the office when he is working with the Subsidiary. Although there is no written agreement, it seems to be likely that the tax authorities in countries where the RIGHT OF USE TEST is interpreted as a strict requirement of a legal right to the facilities will hold that such a legal position to the office does indeed exist. Moreover, the right of use to the fixed place of business lasts for two years. which is sufficient under the PERMANCENCE TEST.
 
6.2.1.2 The functional criteria
 
     [97] However, the parent company is not taxable in the country of the Subsidiary unless it performs business there. The crucial question in the present case is therefore WHOSE business the Manager is conducting? If he is performing the business of the Subsidiary when he is working in the office of the Subsidiary, no PE is created for the Parent company. A PE is constituted only if the Manager is doing the business of the Parent.
 
     [98] Thus, the decision will have to be based on an analysis of the activities performed by the Manager. Within a group of companies, the holding company's function is different from the business of the individual manufacturing and sales company. As a starting point, the integration of the activities of the subsidiaries into a joint strategy is the task of the holding company.
 
     [99] On the other hand, the functions of the Subsidiary are those that the company would have to perform if it did not belong to a group of companies. In casu, the Manager is engaged in the development of the distribution network of the Subsidiary, a task which seems to belong to the core business of the Subsidiary itself. In accordance with that, the Subsidiary is paying for the Manager's services, which would have been inappropriate if the services were conducted in the interest of the Parent company as the shareholder.
 
6.2.1.3 Conclusion
 
     [100] There is no PE in this case because the Manager is merely performing the business of the Subsidiary.
 
6.2.2 Case 4: The Subsidiary's PE with the Parent?
 
     [101] A service provider may get a PE abroad if he has a "place of management" in that country. A particularly interesting example is that of a captive insurance company located in a low tax country with tax-treaty network. The state of residence of the captive is different from the insured party's state of residence, in this example the state of residence of the parent company. The captive itself is managed by an insurance broker in the low-tax country, and by the parent company's risk management department at home. The risk management department is supporting the insurance broker, and is doing a substantial part of the activities necessary both for the issuance of the captive's insurance policies and handling of claims.
 
     [102] Does the captive company have a PE with the parent company's risk management department?
 
                         [Figure 4 omitted]
 
6.2.2.1 The objective criteria
 
     [103] Clearly, the offices of the parent company qualify as a place of business and are fixed in terms of the LOCATION TEST.
 
6.2.2.2 The subjective criteria
 
     [104] Normally, the offices of the parent factually serve the business of the captive, but not in such a way that the captive cannot be removed from these facilities without its consent. There is normally no legal obligation on the part of the parent to conduct these activities on behalf of the captive.
 
     [105] Thus, in countries where THE RIGHT OF USE test is conservatives interpreted, a PE is likely to be denied. In countries where only a FACTUAL USE is required under the right of use test, this part of the Subjective criteria is met.
 
     [106] In addition, the place of business is FIXED in terms of the PERMANENCE TEST, as long as the right of use of the place of business are present on an indefinitely continuing basis.
 
6.2.2.3 The functional criteria
 
     [107] As already mentioned, the requirement that the foreign enterprise must conduct a business activity may turn the question into this one: Whose activities are conducted in the offices of the parent company?
 
     [108] In practical life, the functions performed in the risk management department of the parent must be analyzed with a view towards distinguishing the ACTIVITIES OF AN INSURANCE COMPANY from the activities of a risk management department of AN INSURED PARTY. That is managing loss records and handling of claims will normally belong to the business of an insurance company, while negotiation of the insured party's policy terms is a part of the insured party's business. In the present case, the risk management department will be doing both kinds of activities. As a result, a part of the business of the captive is indeed performed in the state of residence of the insured party.
 
     [109] Moreover, the management of the business of the captive is a core business activity. Although the SERVICES of the captive (the insurance) are provided abroad, the managing of a part of the captive's business is conducted in the state of residence of the insured party. Thus, there is no question that the activities performed on behalf of the captive are BUSINESS ACTIVITIES under most countries' domestic laws. The activities will qualify as business activities under the tax treaties, too.
 
     [110] In addition, the activities are clearly performed THROUGH the place of business (the offices). Thus, the required connection between the place of business and the business activity of the captive is present.
 
6.2.2.4 Conclusion
 
     [111] The captive has a PE-constituting place of management in the insured party's state of residence, subject to the interpretation of the subjective criteria for PE.
 
6.3 Intercompany transactions -- combined services
 
6.3.1 Case 5: Provision of services and goods
 
     [112] The next case shows a situation where the Parent of a multinational enterprise and one of its Subsidiary companies co- operate in fulfilling a Main Contract with a Contractor. The Parent company is a resident for tax purposes in Country Y, and the Subsidiary is a resident for tax purposes in Country X.
 
     [113] The Main Contract is concluded by the Subsidiary. Under the Main Contract, the Subsidiary is obliged to deliver certain services, such as implementation of sophisticated computer software. In addition, hardware (computers, etc.) is to be delivered to the Contractor. The hardware is manufactured by the Parent company and may be sold to the Contractor either directly or through the Subsidiary.
 
                         [Figure 5 omitted]
 
     [114] Moreover, the services are so substantial and/or so technically complicated that the three parties realize that the Subsidiary alone would be unable to perform contractually. The Subsidiary partly lacks the skill to perform the most difficult parts of the job, and partly it lacks a sufficient number of personnel to perform the parts of the contract to which it does have sufficient skill. Nor does the Contractor have the competence necessary to manage or supervise the implementation of the software itself. It is therefore agreed in the Main Contract that personnel from the Parent company should be dispatched to the Subsidiary to work for the Subsidiary. In the end, 1/3 of the necessary personnel and many of the leading persons for the job, are provided by the Parent company. The installation, implementation and testing of the software lasts for some 15 months. The work by the personnel of the Parent company is performed in the facilities of the Contractor, using the facilities of the Subsidiary as a base for managerial functions.
 
     [115] The payment by the Subsidiary to the Parent is at arm's length based on the time spent by the personnel in Country X. In addition, the Parent Company issues a guarantee for the performance of its Subsidiary directly to the Contractor for a sum certain.
 
     [116] Does the Parent company have a permanent establishment in Country X?
 
6.3.1.1 The objective criteria
 
     [117] If the contract is a part of a construction project (e.g. the computers and software are part of the control system of a petroleum installation under construction), the place of business is the construction site of that installation (first onshore and later offshore). Such a place of business will also be a FIXED place of business in terms of the LOCATION TEST.
 
     [118] If the contract is not part of a construction project (e.g. the computers and the software will replace the computer system of a bank, or an insurance company), the question is what is the Parent company's place of business. Since the Parent does not own or rent facilities and does not otherwise have facilities at its disposal in Country X, the only possible places of business are (1) the facilities of the Subsidiary, or (2) the facilities of the Contractor. Moreover, it seems clear that these facilities are also FIXED places of business.
 
6.3.1.2 The subjective criteria
 
     [119] The facilities of the Subsidiary may be a fixed place of business of the Parent if (1) the facilities serve as A PLACE OF MANAGEMENT of the Parent. The available information seems to lend some support to the assumption of a place of management of the Parent company for this project in the facilities of the Subsidiary.
 
     [120] A fixed place of business of the Parent company may also exist (2) if the WORK of the personnel of the Parent company is performed IN THE FACILITIES of the Subsidiary. This does not seem to be the case.
 
     [121] Finally, the fixed place of business of the Subsidiary may be considered found at the Parent company's disposal if (3) the Parent and the Subsidiary co-operate on such a regular basis and in such a manner that their joint activities meet the requirements of a partnership as opposed to an ad hoc joint venture.
 
     [122] Whether or not the Parent's use of the facilities of the Contractor may constitute PE depends on the distinction between the two interpretations of the RIGHT OF USE TEST. In countries where the factual use is sufficient, a PE may be constituted in the facilities of the Contractor alone. Otherwise the question will be whether or not the Parent has a legal right to the place of business, which probably should be affirmed.
 
     [123] The PERMANENCE TEST must be related to the Parent's right of use to the place of business. The duration of 15 months seems to be sufficient in most countries.
 
6.3.1.3 The functional criteria
 
     [124] The final and crucial question is whether the business activity conducted is the proper business of the Parent AND the Subsidiary, or the business of the Subsidiary alone with the Parent as a supplier of goods and services. The answer to the question whether or not a joint business activity is performed by the two companies depends upon the facts in the particular case and domestic laws. Of particular importance in this respect is whether or not domestic laws require a sharing of profit and losses in order to find a joint business activity.
 
Some general remarks may be of interest.
 
     [125] First, the Parent's sale of hardware to the Contractor does not constitute a business activity in the Subsidiary's state of residence.
 
     [126] Second, if the conclusion based on the facts in casu is that the Parent is supplying a service to the Contractor the conclusion must be that the Parent and the Subsidiary are performing a joint business activity. If so, the Parent company performs a PE- constituting business activity.
 
     [127] Third, dispatching persons to another country in the form of hiring-out-of labor does not normally constitute a business activity in the work state under the tax treaties. Thus, the business of hiring-out-of labor should be considered performed in the state of residence of the parent. However, a more difficult question (especially among related companies is whether the Parent is providing a SERVICE which is constituting PE or merely supplying personnel which does not.
 
     [128] In this respect, an important point in many countries is probably the guarantee issued by the Parent, which means that the Parent is taking on risks. Moreover, the Parent is supplying skills that the Subsidiary does not possess. Another important point in many countries, is whether or not personnel from the Parent are participating in the management of the project, especially in their capacity as representatives of the Parent. Finally, on a more practical level, significance could be attributed to the fact that the Parent company is communicating with the Subsidiary and/or the Contractor with respect to carrying out of the project.
 
6.3.1.4 Conclusion
 
     [129] A conclusion is hard to reach unless the case is related to the domestic laws of a specific country.
 
6.3.2 Case 6: Provision of services and intangibles
 
     [130] The Parent company in this case is a manufacturer of technically complicated commodities, such as computers and computer software, etc. The group's manufacturing and sales business are based on registered patents, trademarks and brandnames of significant value.
 
     [131] The products are marketed through subsidiary sales, companies under a licensing agreement. According to the license, the subsidiaries are exclusively entitled to sell the products of the Parent company and to use the trademarks and brandnames belonging to the Parent company. In addition, the subsidiaries are entitled to technical assistance with respect to product documentation, general marketing efforts (e.g. over the Internet) and certain administrative assistance (e.g. related to the group's human resources program) and general training of employees.
 
     [132] The product turnover in the group is very high. Furthermore, the customers of the subsidiary sales companies frequently ask for tailor-made complete solutions (hardware and software). In order to satisfy its customers, a high degree of integration between Parent and Subsidiary with respect to training and technical assistance is required. As a general routine, the sales personnel of the Subsidiary seek assistance from the Parent company with regard to the qualities of the products of the group. The work of the Parent is done in its home country. However, the solutions formulated and sold to the customers are developed by the Subsidiary. Does the Parent company have a PE?
 
                         [Figure 6 omitted]
 
6.3.2.1 The objective criteria
 
     [133] The only possible fixed place of business in terms of the location test for the Parent company seems to be the offices of its Subsidiary.
 
6.3.2.2 The subjective criteria
 
     [134] The question is then whether the offices of the Subsidiaries can be both the Subsidiary and the Parent's place of business. It seems to be clear that the offices are neither factually used by the Parent nor does the Parent have a legal right to use them. However, if the companies are conducting a joint business, one partner's use of fixed facilities may be attributed the other partner. The nature of the co-operation between the two companies may lead to the conclusion that the RIGHT OF USE TEST is met. This is the case within a regular partnership, where no physical presence is required. In the present case, the co-operation seems to be of a general and indefinite nature, which could be an argument in favor of viewing the activities as a partnership. However, this conclusion may be uncertain.
 
     [135] On the other hand, if the companies co-operate as partners in a JOINT VENTURE (on an ad hoc basis), it seems to be a requirement for the constitution of a PE that the foreign partner is physically present in the country.
 
     [136] If the condition for PE under the RIGHT OF USE TEST is considered met because of the nature of the co-operation between the two companies, the PERMANENCE TEST should be related to the duration of this co-operation. Since the co-operation between the two companies takes place on a general and indefinite basis, the requirements under the PERMANENCE TEST are met.
 
6.3.2.3 The functional criteria
 
     [137] A condition for PE is whether or not the Parent company is performing business in the state of residence of the Subsidiary, or merely doing business WITH the subsidiary company. The answer here will also depend upon the internal laws of the Subsidiary's state of residence. Some points may be of general interest in this respect.
 
     [138] First, a crucial point may be whether the Parent company is merely submitting information about the group's products on the one hand or engaged in developing a tailor-made solutions to customers of the Subsidiary on the other hand. In most countries, explaining the qualities of the products related to a specific case as well as general training of sales personnel will not qualify as a joint business with the subsidiary.
 
     [139] Second, if a joint business exists, it seems clear that the business of the Parent is sufficiently connected to its fixed place of business to meet the BUSINESS CONNECTION TEST.
 
6.3.2.4 Conclusion
 
     [140] Subject to domestic laws of the residence state of the Subsidiary, the conclusion seems to be that a PE does not exist. The Parent company is not doing business in the state of residence, of the Subsidiary it is merely doing business WITH parties in that country.
 
6.4 Telecommunication services
 
6.4.1 Case 7: Calling cards
 
     [141] A foreign telecommunication company (Fcom) is planning to market calling cards abroad. Fcom has rented a toll-free number from a local telecommunication company (Lcom), and pays Lcom for that service. Fcom does not have any employees or agents in the country of residence of Lcom (the Lcom state).
 
     [142] The services of Fcom are marketed through direct mail to potential customers in the Lcom state. The calling card will be connected to the applicant's credit card and billed through that card. The applications will be approved by the computer of Fcom located in Fcom's state of residence (the Fcom state) according to certain criteria set up by Fcom and/or the credit card company.
 
     [143] The operation of the calling card works like this: The customer will be calling a toll-free number in the country where he is making his call. The call is diverted to Fcom's facility abroad where the Customer will be connected to the person he/she wants to talk to either in the Fcom state or elsewhere. The connection will be made either through a computerized service or through a staffed switchboard.
 
Does Fcom have a PE in the Lcom state?
 
                          [Figure 7 omitted]
 
6.4.1.1 The objective and subjective criteria
 
     [144] The objective and subjective criteria could be considered in two ways. These conditions for PE would be met if an analysis of the agreement reveals that it is in fact giving Fcom a right of use to a part of a LOCAL TELEPHONE EXCHANGE. Under this assumption, a fixed place of business does exist in terms of the LOCATION TEST, and the agreement between the two companies meets the RIGHT OF USE TEST and the PERMANENCE TEST.
 
     [145] However, the subscription to a toll-free telephone number does not normally create a fixed place of business. Lcom has promised to connect the persons calling the toll-free number to Fcom. It seems to be fully possible to argue that Fcom is merely buying a SERVICE from Lcom. If this is the conclusion based on an analysis of the agreement between Fcom and Lcom, then the PLACE OF BUSINESS TEST is not met and the question of a right of use is irrelevant.
 
6.4.1.2 The functional criteria
 
     [146] Another crucial question is whether or not Fcom is conducting a BUSINESS ACTIVITY in the Lcom state even if it is considered to have a right of use to a fixed place of business.
 
     [147] It is doubtful whether or not FCOM is performing any activity at all in the Lcom state. Again, it could be argued that it is Lcom that is performing a service in that state and that Fcom is doing business in the Fcom state. However, under the assumption that Fcom has de facto rented a part of a telephone exchange, it would be valid to argue that Fcom itself is performing an activity in that state.
 
     [148] The issue is then whether the activity of connecting callers in the Lcom state to the facility of Fcom in the Fcom state is a core business activity as opposed to an auxiliary business activity. The core business activity of Fcom is to provide telecommunication services to customers -- i.e. to CONNECT THE CALLER TO THE NUMBER HE/SHE IS CALLING. Connecting the caller to FCOM, in order to make it possible for Fcom to provide the service which the caller is asking for, seems to be auxiliary in terms of the tax treaties and could be compared to the use of a country's mail system by a mail-order enterprise.
 
6.4.1.3 Conclusion
 
     [149] A PE does not exist, even if Fcom is considered to have a fixed place of business in Lcom.
 
7. FINAL REMARKS
 
     [150] Under the tax treaties, the difference between providing services IN or TO a country crystallizes into three questions.
 
     [151] The provision of services does not primarily raise the question of whether or not a fixed place of business (the objective criteria) exists in the source state. Often this condition seems to be met.
 
     [152] Oftentimes the important question is WHOSE place of business it is (one of the subjective criteria). The fixed place of business must be at the DISPOSAL of the foreign enterprise in order to constitute a PE. The interpretation of the RIGHT OF USE TEST is crucial in this respect.
 
     [153] Frequently, a question can also be raised as to whether the foreign enterprise is in fact DOING BUSINESS in the other country at all. Naturally, this is a fundamental issue under both art. 7 and art. 5 of the OCED Model Tax Treaty.
 
                             APPENDIX I
 
                          MODEL CONVENTION
 
                              Article 7
 
 
                          BUSINESS PROFITS
 
     1. The profits of an enterprise of a Contracting State shall be
taxable only in that State unless the enterprise carries on business
in the other Contracting State through a permanent establishment
situated therein. If the enterprise carries on business as aforesaid,
the profits of the enterprise may be taxed in the other State but
only so much of them as is attributable to that permanent
establishment.
 
     2. Subject to the provisions of paragraph 3, where an enterprise
of a Contracting State carries on business in the other Contracting
State through a permanent establishment situated therein, there shall
in each Contracting State be attributed to that permanent
establishment the profits which it might be expected to make if it
were a distinct and separate enterprise engaged in the same or
similar activities under the same or similar conditions and dealing
wholly independently with the enterprise of which it is a permanent
establishment.
 
     3. In determining the profits of a permanent establishment,
there shall be allowed as deductions expenses which are incurred for
the purposes of the permanent establishment, including executive and
general administrative expenses so incurred, whether in the State in
which the permanent establishment is situated or elsewhere.
 
     4. Insofar as it has been customary in a Contracting State to
determine the profits to be attributed to a permanent establishment
on the bases of an apportionment of the total profits of the
enterprise to its various parts, nothing in paragraph 2 shall
preclude that Contracting State from determining the profits to be
taxed by such an apportionment as may be customary; the method of
apportionment adopted shall, however, be such that the result shall
be in accordance with the principles contained in this Article.
 
     5. No profits shall be attributed to a permanent establishment
by reason of the mere purchase by that permanent establishment of
goods or merchandise for the enterprise.
 
     6. For the purposes of the preceding paragraphs, the profits to
be attributed to the permanent establishment shall be determined by
the same method year by year unless there is good and sufficient
reason to the contrary.
 
     7. Where profits include items of income which are dealt with
separately in other Articles of this Convention, then the provisions
of those Articles shall not be affected by the provisions of this
Article.
 
HISTORY: Paragraph 1: Included in the
1963 Draft Convention.
 
Paragraph 2: Included in the 1963 Draft
Convention. Amended by the 1977 Model
Convention by adding the words "Subject to the provisions of
  paragraph 3" at the beginning of the paragraph.
 
Paragraph 3: Included in the 1963 Draft
Convention. Amended by the 1977 Model
Convention by substituting the words "In determining" for "In the
  determination of" at the beginning of the paragraph.
 
Paragraph 4: Included in the 1963 Draft
Convention. Amended by the 1977 Model
Convention by substituting the word "contained" in the last line for
  "laid down".
 
Paragraph 5: Included in the 1963 Draft Convention.
 
Paragraph 6: Included in the 1963 Draft Convention.
 
Paragraph 7: Included in the 1963 Draft Convention.
 
                             APPENDIX II
 
                        OECD MODEL CONVENTION
 
                              Article 5
 
                       PERMANENT ESTABLISHMENT
 
     1. For the purposes of this Convention, the term "permanent
establishment" means a fixed place of business through which the
business of an enterprise is wholly or partly carried on.
 
     2. The term "permanent establishment" includes especially:
 
     a) a place of management;
 
     b) a branch;
 
     c) an office;
 
     d) a factory;
 
     e) a workshop, and
 
     f) a mine, an oil or gas well, a quarry or any other place of
extraction of natural resources.
 
     3. A building site or construction or installation project
constitutes a permanent establishment only if it lasts more than
twelve months.
 
     4. Notwithstanding the preceding provisions of this Article.
the term "permanent establishment" shall be deemed not to include:
 
     a) the use of facilities solely for the purpose of storage,
display or delivery of goods or merchandise belonging to the
enterprise;
 
     b) the maintenance of a stock of goods or merchandise belonging
to the enterprise solely for the purpose of storage, display or
delivery;
 
     c) the maintenance of a stock of goods or merchandise belonging
to the enterprise solely for the purpose of processing by another
enterprise;
 
     d) the maintenance of a fixed place of business solely for the
purpose of purchasing goods or merchandise or of collecting
information, for the enterprise;
 
     e) the maintenance of a fixed place of business solely for the
purpose of carrying on, for the enterprise, any other activity of a
preparatory or auxiliary character;
 
     f) the maintenance of a fixed place of business solely for any
combination of activities mentioned in sub-paragraphs a) to e),
provided that the overall activity of the fixed place of business
resulting from this combination is of a preparatory or auxiliary
character.
 
     5. Notwithstanding the provisions of paragraphs 1 and 2, where a
person -- other than an agent of an independent status to whom
paragraph 6 applies -- is acting on behalf of an enterprise and has,
and habitually exercises, in a Contracting State an authority to
conclude contracts in the name of the enterprise, that enterprise
shall be deemed to have a permanent establishment in that State in
respect of any activities which that person undertakes for the
enterprise, unless the activities of such person are limited to those
mentioned in paragraph 4 which, if exercised through a fixed place of
business, would not make this fixed place of business a permanent
establishment under the provisions of that paragraph.
 
     6. An enterprise shall not be deemed to have a permanent
establishment in a Contracting State merely because it carries on
business in that State through a broker, general commission agent or
any other agent of an independent status, provided that such persons
are acting in the ordinary course of their business.
 
     7. The fact that a company which is a resident of a Contracting
State controls or is controlled by a company which is a resident of
the other Contracting State, or which carries on business in that
other State (whether through a permanent establishment or otherwise),
shall not of itself constitute either company a permanent
establishment of the other.
 
HISTORY: Paragraph 1: Included in the 1963 Draft Convention. Amended
by the 1977 Model Convention by substituting the words "through which
the business of an enterprise" for "in which the business of the
enterprise".
 
Paragraph 2: Included in the 1963 Draft Convention. Amended by the
1977 Model Convention by substituting the words "includes" in the
first line for "shall include". At the same time, the word "and" was
added at the end of subparagraph e), sub-paragraph f) was modified
and sub-paragraph g) was deleted. In the 1963 Draft Convention, sub-
paragraphs f) and g) read as follows:
 
     "f) a mine, quarry or other place of extraction of natural
resources,
 
     g) a building site or construction or assembly project which
exists for more than twelve months."
 
Paragraph 3: Added by the 1977 Model Convention.
 
Paragraph 4: Corresponds to paragraph 3 of the 1963 Draft Convention.
Amended by the 1977 Model Convention by renumbering it as paragraph
4, modifying its preamble
 
                              FOOTNOTES
 
 
     /1/ When reference is made to "tax treaties" in this report, the author has in mind the treaties based on the latest OECD model treaty.
 
     /2/ The Model itself does not give any authority for taxation, nor do the tax treaties based on the Model. In most countries, only internal laws may give the authority to impose taxation. However, for simplicity all the reference to legal authority for PE taxation in this report are made to the Model.
 
     /3/ The terminology in this report is consistent with the terminology in the author's doctoral thesis, Permanent Establishment -- Erosion of a Tax Treaty Principle, Deventer/Oslo (1991), see in particular chapter 8.
 
                          END OF FOOTNOTES
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