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Concerning the Definition of Permanent Establishment
1.
The main use of the concept of a permanent establishment is to determine the right
of a Contracting State to tax the profits of an enterprise of the other Contracting State.
Under Article 7 a Contracting State cannot tax the profits of an enterprise of the other
Contracting State unless it carries on its business through a permanent establishment
situated therein.
Paragraph 1
2.
Paragraph 1 gives a general definition of the term "permanent establishment" which
brings out its essential characteristics of a permanent establishment in the sense of the
Convention, i.e. a distinct "situs", a "fixed place of business". The paragraph defines the
term "permanent establishment" as a fixed place of business, through which the business of
an enterprise is wholly or partly carried on. This definition, therefore, contains the
following conditions:
the existence of a "place of business", i.e. a facility such as premises or, in
certain instances, machinery or equipment;
this place of business must be "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 enterprise through this fixed place of
business. This means usually that persons who, in one way or another, are dependent on
the enterprise (personnel) conduct the business of the enterprise in the State in which the
fixed place is situated.
3.
It could perhaps be argued that in the general definition some mention should also
be made of the other characteristic of a permanent establishment to which some importance
has sometimes been attached in the past, namely that the establishment must have a
productive character-i.e. contribute to the profits of the enterprise. In the present
definition this course has not been taken. Within the framework of a well-run business
organisation it is surely axiomatic to assume that each part contributes to the productivity
of the whole. It does not, of course, follow in every case that because in the wider context
of the whole organisation a particular establishment has a "productive character" it is
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consequently a permanent establishment to which profits can properly be attributed for the
purpose of tax in a particular territory (cf. Commentary on paragraph 4).
4.
The term "place of business" covers any premises, facilities or installations used for
carrying on the business of the enterprise whether or not they are used exclusively for that
purpose. A place of business may also exist where no premises are available or required for
carrying on the business of the enterprise and it simply has a certain amount of space at its
disposal. It is immaterial whether the premises, facilities or installations are owned or
rented by or are otherwise at the disposal of the enterprise. A place of business may thus
be constituted by a pitch in a market place, or by a certain permanently used area in a
customs depot (e.g. for the storage of dutiable goods). Again the place of business may be
situated in the business facilities of another enterprise. This may be the case for instance
where the foreign enterprise has at its constant disposal certain premises or a part thereof
owned by the other enterprise.
5.
According to the definition, the place of business has to be a "fixed" one. Thus in
the normal way there has to be a link between the place of business and a specific
geographical point. It is immaterial how long an enterprise of a Contracting State operates
in the other Contracting State if it does not do so at a distinct place, but this does not
mean that the equipment constituting the place of business has to be actually fixed to the
soil on which it stands. It is enough that the equipment remains on a particular site (but
cf. paragraph 20 below).
(Amended on 23 July 1992; see HISTORY)
6.
Since the place of business must be fixed, it also follows that a permanent
establishment can be deemed to exist only if the place of business has a certain degree of
permanency, i.e. if it is not of a purely temporary nature. If the place of business was not
set up merely for a temporary purpose, it can constitute a permanent establishment, even
though it existed, in practice, only for a very short period of time because of the special
nature of the activity of the enterprise or because, as a consequence of special
circumstances (e.g. death of the taxpayer, investment failure), it was prematurely
liquidated. Where a place of business which was, at the outset, designed for a short
temporary purpose only, is maintained for such a period that it cannot be considered as a
temporary one, it becomes a fixed place of business and thus-retrospectively-a permanent
establishment.
7.
For a place of business to constitute a permanent establishment the enterprise using
it must carry on its business wholly or partly through it. As stated in paragraph 3 above,
the activity need not be of a productive character. Furthermore, the activity need not be
permanent in the sense that there is no interruption of operation, but operations must be
carried out on a regular basis.
8.
Where tangible property such as facilities, industrial, commercial or scientific (ICS)
equipment, buildings, or intangible property such as patents, procedures and similar
property, are let or leased to third parties through a fixed place of business maintained by
an enterprise of a Contracting State in the other State, this activity will, in general, render
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the place of business a permanent establishment. The same applies if capital is made
available through a fixed place of business. If an enterprise of a State lets or leases
facilities, ICS equipment, buildings or intangible property to an enterprise of the other State
without maintaining for such letting or leasing activity a fixed place of business in the
other State, the leased facility, ICS equipment, building or intangible property, as such, will
not constitute a permanent establishment of the lessor provided the contract is limited to
the mere leasing of the ICS equipment, etc. This remains the case even when, for example,
the lessor supplies personnel after installation to operate the equipment provided that their
responsibility is limited solely to the operation or maintenance of the ICS equipment under
the direction, responsibility and control of the lessee. If the personnel have wider
responsibilities, for example, participation in the decisions regarding the work for which the
equipment is used, or if they operate, service, inspect and maintain the equipment under
the responsibility and control of the lessor, the activity of the lessor may go beyond the
mere leasing of ICS equipment and may constitute an entrepreneurial activity. In such a
case a permanent establishment could be deemed to exist if the criterion of permanency is
met. When such activity is connected with, or is similar in character to, those mentioned
in paragraph 3, the time limit of twelve months applies. Other cases have to be determined
according to the circumstances.
(Amended on 23 July 1992; see HISTORY)
9.
The leasing of containers is one particular case of the leasing of industrial or
commercial equipment which does, however, have specific features. The question of
determining the circumstances in which an enterprise involved in the leasing of containers
should be considered as having a permanent establishment in another State is more fully
discussed in a report entitled "The Taxation of Income Derived from the Leasing of
Containers".1
(Replaced on 23 July 1992; see HISTORY)
10.
The business of an enterprise is carried on mainly by the entrepreneur or persons
who are in a paid-employment relationship with the enterprise (personnel). This personnel
includes employees and other persons receiving instructions from the enterprise (e.g.
dependent agents). The powers of such personnel in its relationship with third parties are
irrelevant. It makes no difference whether or not the dependent agent is authorised to
conclude contracts if he works at the fixed place of business (cf. paragraph 35 below). But
a permanent establishment may nevertheless exist if the business of the enterprise is
carried on mainly through automatic equipment, the activities of the personnel being
restricted to setting up, operating, controlling and maintaining such equipment. Whether
or not gaming and vending machines and the like set up by an enterprise of a State in the
other State constitute a permanent establishment thus depends on whether or not the
enterprise carries on a business activity besides the initial setting up of the machines. A
permanent establishment does not exist if the enterprise merely sets up the machines and
then leases the machines to other enterprises. A permanent establishment may exist,
however, if the enterprise which sets up the machines also operates and maintains them for
its own account. This also applies if the machines are operated and maintained by an agent
dependent on the enterprise.
(Renumbered and amended on 23 July 1992; see HISTORY)
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11.
A permanent establishment begins to exist as soon as the enterprise commences to
carry on its business through a fixed place of business. This is the case once the enterprise
prepares, at the place of business, the activity for which the place of business is to serve
permanently. The period of time during which the fixed place of business itself is being set
up by the enterprise should not be counted, provided that this activity differs substantially
from the activity for which the place of business is to serve permanently. The permanent
establishment ceases to exist with the disposal of the fixed place of business or with the
cessation of any activity through it, that is when all acts and measures connected with the
former activities of the permanent establishment are terminated (winding up current
business transactions, maintenance and repair of facilities). A temporary interruption of
operations, however, cannot be regarded as a closure. If the fixed place of business is
leased to another enterprise, it will normally only serve the activities of that enterprise
instead of the lessor's; in general, the lessor's permanent establishment ceases to exist,
except where he continues carrying on a business activity of his own through the fixed
place of business.
(Renumbered on 23 July 1992; see HISTORY)
Paragraph 2
12.
This paragraph contains a list, by no means exhaustive, of examples, each of which
can be regarded, prima facie, as constituting a permanent establishment. As these examples
are to be seen against the background of the general definition given in paragraph 1, it is
assumed that the Contracting States interpret the terms listed, "a place of management", "a
branch", "an office", etc. in such a way that such places of business constitute permanent
establishments only if they meet the requirements of paragraph 1.
(Renumbered on 23 July 1992; see HISTORY)
13.
The term "place of management" has been mentioned separately because it is not
necessarily an "office". However, where the laws of the two Contracting States do not
contain the concept of "a place of management" as distinct from an "office", there will be
no need to refer to the former term in their bilateral convention.
(Renumbered on 23 July 1992; see HISTORY)
14.
Sub-paragraph f) provides that mines, oil or gas wells, quarries or any other place of
extraction of natural resources are permanent establishments. The term "any other place of
extraction of natural resources" should be interpreted broadly. It includes, for example, all
places of extraction of hydrocarbons whether on or off-shore.
(Renumbered on 23 July 1992; see HISTORY)
15.
Sub-paragraph f) refers to the extraction of natural resources, but does not mention
the exploration of such resources, whether on or off-shore. Therefore, whenever income
from such activities is considered to be business profits, the question whether these
activities are carried on through a permanent establish-ment is governed by paragraph 1.
Since, however, it has not been possible to arrive at a common view on the basic questions
of the attribution of taxation rights and of the qualification of the income from exploration
activities, the Contracting States may agree upon the insertion of specific provisions. They
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may agree, for instance, that an enterprise of a Contracting State, as regards its activities of
exploration of natural resources in a place or area in the other Contracting State:
a)
shall be deemed not to have a permanent establishment in that other State;
or
b)
shall be deemed to carry on such activities through a permanent
establishment in that other State, or
c)
shall be deemed to carry on such activities through a permanent
establishment in that other State if such activities last longer than a specified period of
time.
The Contracting States may moreover agree to submit the income from such activities to any
other rule.
(Renumbered on 23 July 1992; see HISTORY)
Paragraph 3
16.
This paragraph provides expressly that a building site or construction or installation
project constitutes a permanent establishment only if it lasts more than twelve months.
Any of those items which does not meet this condition does not of itself constitute a
permanent establishment, even if there is within it an installation, for instance an office or
a workshop within the meaning of paragraph 2, associated with the construction activity.
(Renumbered on 23 July 1992; see HISTORY)
17.
The term "building site or construction or installation project" includes not only the
construction of buildings but also the construction of roads, bridges or canals, the laying of
pipelines and excavating and dredging. Planning and supervision of the erection of a
building are covered by this term, if carried out by the building contractor. However,
planning and supervision is not included if carried out by another enterprise whose
activities in connection with the construction concerned are restricted to planning and
supervising the work. If that other enterprise has an office which it uses only for planning
or supervision activities relating to a site or project which does not constitute a permanent
establishment, such office does not constitute a fixed place of business within the meaning
of paragraph 1, because its existence has not a certain degree of permanence.
(Renumbered on 23 July 1992; see HISTORY)
18.
The twelve month test applies to each individual site or project. In determining how
long the site or project has existed, no account should be taken of the time previously
spent by the contractor concerned on other sites or projects which are totally unconnected
with it. A building site should be regarded as a single unit, even if it is based on several
contracts, provided that it forms a coherent whole commercially and geographically.
Subject to this proviso, a building site forms a single unit even if the orders have been
placed by several persons (e.g. for a row of houses). The twelve month threshold has given
rise to abuses; it has sometimes been found that enterprises (mainly contractors or
subcontractors working on the continental shelf or engaged in activities connected with the
exploration and exploitation of the continental shelf) divided their contracts up into several
parts, each covering a period less than twelve months and attributed to a different company
which was, however, owned by the same group. Apart from the fact that such abuses may,
depending on the circumstances, fall under the application of legislative or judicial
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anti-avoidance rules, countries concerned with this issue can adopt solutions in the
framework of bilateral negotiations.
(Renumbered and amended on 23 July 1992; see HISTORY)
19.
A site exists from the date on which the contractor begins his work, including any
preparatory work, in the country where the construction is to be established, e.g. if he
installs a planning office for the construction. In general, it continues to exist until the
work is completed or permanently abandoned. A site should not be regarded as ceasing to
exist when work is temporarily dis-continued. Seasonal or other temporary interruptions
should be included in determining the life of a site. Seasonal interruptions include
interruptions due to bad weather. Temporary interruption could be caused, for example, by
shortage of material or labour difficulties. Thus, for example, if a contractor started work
on a road on 1st May, stopped on 1st November because of bad weather conditions or a lack
of materials but resumed work on 1st February the following year, completing the road on
1st June, his construction project should be regarded as a permanent establishment because
thirteen months elapsed between the date he first commenced work (1st May) and the date
he finally finished (1st June of the following year). If an enterprise (general contractor)
which has undertaken the performance of a comprehensive project subcontracts parts of
such a project to other enterprises (subcontractors), the period spent by a subcontractor
working on the building site must be considered as being time spent by the general
contractor on the building project. The subcontractor himself has a permanent
establishment at the site if his activities there last more than twelve months.
(Renumbered on 23 July 1992; see HISTORY)
20.
The very nature of a construction or installation project may be such that the
contractor's activity has to be relocated continuously or at least from time to time, as the
project progresses. This would be the case for instance where roads or canals were being
constructed, waterways dredged, or pipe-lines laid. In such a case, the fact that the work
force is not present for twelve months in one particular place is immaterial. The activities
performed at each particular spot are part of a single project, and that project must be
regarded as a permanent establishment if, as a whole, it lasts more than twelve months.
(Renumbered on 23 July 1992; see HISTORY)
Paragraph 4
21.
This paragraph lists a number of business activities which are treated as exceptions
to the general definition laid down in paragraph 1 and which are not permanent
establishments, even if the activity is carried on through a fixed place of business. The
common feature of these activities is that they are, in general, preparatory or auxiliary
activities. This is laid down explicitly in the case of the exception mentioned in
sub-paragraph e), which actually amounts to a general restriction of the scope of the
definition contained in paragraph 1. Moreover sub paragraph f) provides that combinations
of activities mentioned in sub-paragraphs a) to e) in the same fixed place of business shall
be deemed not to be a permanent establishment, provided that the overall activity of the
fixed place of business resulting from this combination is of a preparatory or auxiliary
character. Thus the provisions of paragraph 4 are designed to prevent an enterprise of
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oneState from being taxed in the other State, if it carries on in that other State, activities
of a purely preparatory or auxiliary character.
(Renumbered on 23 July 1992; see HISTORY)
22.
Sub-paragraph a) relates only to the case in which an enterprise acquires the use of
facilities for storing, displaying or delivering its own goods or merchandise. Sub-paragraph
b) relates to the stock of merchandise itself and provides that the stock, as such, shall not
be treated as a permanent establishment if it is maintained for the purpose of storage,
display or delivery. Sub-paragraph c) covers the case in which a stock of goods or
merchandise belonging to one enterprise is processed by a second enterprise, on behalf of,
or for the account of, the first-mentioned enterprise. The reference to the collection of
information in subparagraph d) is intended to include the case of the newspaper bureau
which has no purpose other than to act as one of many "tentacles" of the parent body; to
exempt such a bureau is to do no more than to extend the concept of "mere purchase" .
(Renumbered on 23 July 1992; see HISTORY)
23.
Sub-paragraph e) provides that a fixed place of business through which the
enterprise exercises solely an activity which has for the enterprise a preparatory or auxiliary
character, is deemed not to be a permanent establishment. The wording of this
sub-paragraph makes it unnecessary to produce an exhaustive list of exceptions.
Furthermore, this sub-paragraph provides a generalised exception to the general definition
in paragraph 1 and, when read with that paragraph, provides a more selective test, by which
to determine what constitutes a permanent establishment. To a considerable degree it
limits that definition and excludes from its rather wide scope a number of forms of business
organisations which, although they are carried on through a fixed place of business, should
not be treated as permanent establishments. It is recognised that such a place of business
may well contribute to the productivity of the enterprise, but the services it performs are so
remote from the actual realisation of profits that it is difficult to allocate any profit to the
fixed place of business in question. Examples are fixed places of business solely for the
purpose of advertising or for the supply of information or for scientific research or for the
servicing of a patent or a know-how contract, if such activities have a preparatory or
auxiliary character.
(Renumbered on 23 July 1992; see HISTORY)
24.
It is often difficult to distinguish between activities which have a preparatory or
auxiliary character and those which have not. The decisive criterion is whether or not the
activity of the fixed place of business in itself forms an essential and significant part of the
activity of the enterprise as a whole. Each individual case will have to be examined on its
own merits. In any case, a fixed place of business whose general purpose is one which is
identical to the general purpose of the whole enterprise, does not exercise a preparatory or
auxiliary activity. Where, for example, the servicing of patents and know-how is the
purpose of an enterprise, a fixed place of business of such enterprise exercising such an
activity cannot get the benefits of sub-paragraph e). A fixed place of business which has
the function of managing an enterprise or even only a part of an enterprise or of a group of
the concern cannot be regarded as doing a preparatory or auxiliary activity, for such a
managerial activity exceeds this level. If enterprises with international ramifications
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establish a so-called "management office" in States in which they maintain subsidiaries,
permanent establishments, agents or licensees, such office having supervisory and
co-ordinating functions for all departments of the enterprise located within the region
concerned, a permanent establishment will normally be deemed to exist, because the
management office may be regarded as an office within the meaning of paragraph 2. Where
a big international concern has delegated all management functions to its regional
management offices so that the functions of the head office of the concern are restricted to
general supervision (so-called polycentric enterprises), the regional management offices
even have to be regarded as a "place of management" within the meaning of sub-paragraph
a) of paragraph 2. The function of managing an enterprise, even if it only covers a certain
area of the operations of the concern, constitutes an essential part of the business
operations of the enterprise and therefore can in no way be regarded as an activity which
has a preparatory or auxiliary character within the meaning of sub-paragraph e) of
paragraph 4.
(Renumbered on 23 July 1992; see HISTORY)
25.
A permanent establishment could also be constituted if an enterprise maintains a
fixed place of business in order to supply spare parts to customers for the machinery
supplied to such customers, or to maintain or repair such machinery, as this goes beyond
the pure delivery mentioned in sub-paragraph a) of paragraph 4. Since these after-sale
organisations perform an essential and significant part of the services of an enterprise
vis-à-vis its customers, their activities are not merely auxiliary ones. Sub-paragraph e)
applies only if the activity of the fixed place of business is limited to a preparatory or
auxiliary one. This would not be the case where, for example, the fixed place of business
does not only give information but also furnishes plans etc. specially developed for the
purposes of the individual customer. Nor would it be the case if a research establishment
were to concern itself with manufacture.
(Renumbered and amended on 23 July 1992; see HISTORY)
26.
Moreover, sub-paragraph e) makes it clear that the activities of the fixed place of
business must be carried on for the enterprise. A fixed place of business which renders
services not only to its enterprise but also directly to other enterprises, for example to
other companies of a group to which the company owning the fixed place belongs, would
not fall within the scope of sub-paragraph e).
(Renumbered on 23 July 1992; see HISTORY)
27.
As already mentioned in paragraph 21 above, paragraph 4 is designed to provide for
exceptions to the general definition of paragraph 1 in respect of fixed places of business
which are engaged in activities having a preparatory or auxiliary character. Therefore,
according to sub-paragraph f) of paragraph 4, the fact that one fixed place of business
combines any of the activities mentioned in the sub-paragraphs a) to e) of paragraph 4 does
not mean of itself that a permanent establishment exists. As long as the combined activity
of such a fixed place of business is merely preparatory or auxiliary a permanent
establishment should be deemed not to exist. Such combinations should not be viewed on
rigid lines, but should be considered in the light of the particular circumstances. The
criterion "preparatory or auxiliary character" is to be interpreted in the same way as is set
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out for the same criterion of sub-paragraph e) (cf. paragraphs 24 and 25 above).
Sub-paragraph f) is of no importance in a case where an enterprise maintains several fixed
places of business within the meaning of the sub-paragraphs a) to e) provided that they are
separated from each other locally and organisationally, as in such a case each place of
business has to be viewed separately and in isolation for deciding the question whether or
not a permanent establishment exists. States which want to allow any combination of the
items mentioned in sub-paragraphs a) to e), disregarding whether or not the criterion of the
preparatory or auxiliarycharacter of such a combination is met, are free to do so by deleting
the words "provided" to "character" in sub-paragraph f).
(Renumbered and amended on 23 July 1992; see HISTORY)
28.
The fixed places of business mentioned in paragraph 4 cannot be deemed to
constitute permanent establishments so long as their activities are restricted to the
functions which are the prerequisite for assuming that the fixed place of business is not a
permanent establishment. This will be the case even if the contracts necessary for
establishing and carrying on the business are concluded by those in charge of the places of
business themselves. The employees of places of business within the meaning of paragraph
4 who are authorised to conclude such contracts should not be regarded as agents within
the meaning of paragraph 5. A case in point would be a research institution the manager of
which is authorised to conclude the contracts necessary for maintaining the institution and
who exercises this authority within the framework of the functions of the institution. A
permanent establishment, however, exists if the fixed place of business exercising any of
the functions listed in paragraph 4 were to exercise them not only on behalf of the
enterprise to which it belongs but also on behalf of other enterprises. If, for instance, an
advertising agency maintained by an enterprise were also to engage in advertising for other
enterprises, it would be regarded as a permanent establishment of the enterprise by which
it is maintained.
(Renumbered on 23 July 1992; see HISTORY)
29.
If a fixed place of business under paragraph 4 is deemed not to be a permanent
establishment, this exception applies likewise to the disposal of movable property forming
part of the business property of the place of business at the termination of the enterprise's
activity in such installation (cf. paragraph 11 above and paragraph 2 of Article 13). Since,
for example, the display of merchandise is excepted under sub-paragraphs a) and b), the
sale of the merchandise at the termination of a trade fair or convention is covered by this
exception. The exception does not, of course, apply to sales of merchandise not actually
displayed at the trade fair or convention.
(Renumbered and amended on 23 July 1992; see HISTORY)
30.
A fixed place of business used both for activities which rank as exceptions
(paragraph 4) and for other activities would be regarded as a single permanent
establishment and taxable as regards both types of activities. This would be the case, for
instance, where a store maintained for the delivery of goods also engaged in sales.
(Renumbered on 23 July 1992; see HISTORY)
Paragraph 5
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31.
It is a generally accepted principle that an enterprise should be treated as having a
permanent establishment in a State if there is under certain conditions a person acting for
it, even though the enterprise may not have a fixed place of business in that State within
the meaning of paragraphs 1 and 2. This provision intends to give that State the right to
tax in such cases. Thus paragraph 5 stipulates the conditions under which an enterprise is
deemed to have a permanent establishment in respect of any activity of a person acting for
it. The paragraph was redrafted in the 1977 Model Convention to clarify the intention of
the corresponding provision of the 1963 Draft Convention without altering its substance
apart from an extension of the excepted activities of the person.
(Renumbered and amended on 23 July 1992; see HISTORY)
32.
Persons whose activities may create a permanent establishment for the enterprise are
so-called dependent agents i.e. persons, whether employees or not, who are not
independent agents falling under paragraph 6. Such persons may be either individuals or
companies. It would not have been in the interest of international economic relations to
provide that the maintenance of any dependent person would lead to a permanent
establishment for the enterprise. Such treatment is to be limited to persons who in view of
the scope of their authority or the nature of their activity involve the enterprise to a
particular extent in business activities in the State concerned. Therefore, paragraph 5
proceeds on the basis that only persons having the authority to conclude contracts can lead
to a permanent establishment for the enterprise maintaining them. In such a case the
person has sufficient authority to bind the enterprise's participation in the business activity
in the State concerned. The use of the term "permanent establishment" in this context
presupposes, of course, that that person makes use of this authority repeatedly and not
merely in isolated cases. Also, the phrase "authority to conclude contracts in the name of
the enterprise" does not confine the application of the paragraph to an agent who enters
into contracts literally in the name of the enterprise; the paragraph applies equally to an
agent who concludes contracts which are binding on the enterprise even if those contracts
are not actually in the name of the enterprise.
(Amended on 31 March 1994; see HISTORY)
33.
The authority to conclude contracts must cover contracts relating to operations
which constitute the business proper of the enterprise. It would be irrelevant, for instance,
if the person had authority to engage employees for the enterprise to assist that person's
activity for the enterprise or if the person were authorised to conclude, in the name of the
enterprise, similar contracts relating to internal operations only. Moreover the authority
has to be habitually exercised in the other State; whether or not this is the case should be
determined on the basis of the commercial realities of the situation. A person who is
authorised to negotiate all elements and details of a contract in a way binding on the
enterprise can be said to exercise this authority "in that State", even if the contract is
signed by another person in the State in which the enterprise is situated. Since, by virtue
of paragraph 4, the maintenance of a fixed place of business solely for purposes listed in
that paragraph is deemed not to constitute a permanent establishment, a person whose
activities are restricted to such purposes does not create a permanent establishment either.
(Renumbered on 23 July 1992; see HISTORY)
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34.
Where the requirements set out in paragraph 5 are met, a permanent establishment
of the enterprise exists to the extent that the person acts for the latter, i.e. not only to the
extent that such a person exercises the authority to conclude contracts in the name of the
enterprise.
(Renumbered on 23 July 1992; see HISTORY)
35.
Under paragraph 5, only those persons who meet the specific conditions may create a
permanent establishment; all other persons are excluded. It should be borne in mind,
however, that paragraph 5 simply provides an alternative test of whether an enterprise has
a permanent establishment in a State. If it can be shown that the enterprise has a
permanent establishment within the meaning of paragraphs 1 and 2 (subject to the
provisions of paragraph 4), it is not necessary to show that the person in charge is one who
would fall under paragraph 5.
(Renumbered on 23 July 1992; see HISTORY)
Paragraph 6
36.
Where an enterprise of a Contracting State carries on business dealings through a
broker, general commission agent or any other agent of an independent status, it cannot be
taxed in the other Contracting State in respect of those dealings if the agent is acting in
the ordinary course of his business (cf. paragraph 32 above). Although it stands to reason
that such an agent, representing a separate enterprise, cannot constitute a permanent
establishment of the foreign enterprise, paragraph 6 has been inserted in the Article for the
sake of clarity and emphasis.
(Renumbered and amended on 23 July 1992; see HISTORY)
37.
A person will come within the scope of paragraph 6-i.e. he will not constitute a
permanent establishment of the enterprise on whose behalf he actsonly if
a)
he is independent of the enterprise both legally and economically, and
b)
he acts in the ordinary course of his business when acting on behalf of the
enterprise.
(Renumbered and amended on 23 July 1992; see HISTORY)
38.
Whether a person is independent of the enterprise represented depends on the
extent of the obligations which this person has vis-à-vis the enterprise. Where the person's
commercial activities for the enterprise are subject to detailed instructions or to
comprehensive control by it, such person cannot be regarded as independent of the
enterprise. Another important criterion will be whether the entrepreneurial risk has to be
borne by the person or by the enterprise the person represents. A subsidiary is not to be
considered dependent on its parent company solely because of the parent's ownership of the
share capital. Persons cannot be said to act in the ordinary course of their own business if,
in place of the enterprise, such persons perform activities which, economically, belong to
the sphere of the enterprise rather than to that of their own business operations. Where, for
example, a commission agent not only sells the goods or merchandise of the enterprise in
his own name but also habitually acts, in relation to that enterprise, as a permanent agent
having an authority to conclude contracts, he would be deemed in respect of this particular
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activity to be a permanent establishment, since he is thus acting outside the ordinary
course of his own tradeor business (namely that of a commission agent), unless his
activities are limited to those mentioned at the end of paragraph 5.
(Renumbered on 23 July 1992; see HISTORY)
39.
According to the definition of the term "permanent establishment" an insurance
company of one State may be taxed in the other State on its insurance business, if it has a
fixed place of business within the meaning of paragraph 1 or if it carries on business
through a person within the meaning of paragraph 5. Since agencies of foreign insurance
companies sometimes do not meet either of the above requirements, it is conceivable that
these companies do large-scale business in a State without being taxed in that State on
their profits arising from such business. In order to obviate this possibility, various
conventions concluded by OECD Member countries include a provision which stipulates that
insurance companies of a State are deemed to have a permanent establishment in the other
State if they collect premiums in that other State through an agent established there-other
than an agent who already constitutes a permanent establishment by virtue of paragraph
5-or insure risks situated in that territory through such an agent. The decision as to
whether or not a provision along these lines should be included in a convention will depend
on the factual and legal situation prevailing in the Contracting States concerned.
Frequently, therefore, such a provision will not be contemplated. In view of this fact, it did
not seem advisable to insert a provision along these lines in the Model Convention.
(Renumbered on 23 July 1992; see HISTORY)
Paragraph 7
40.
It is generally accepted that the existence of a subsidiary company does not, of
itself, constitute that subsidiary company a permanent establishment of its parent
company. This follows from the principle that, for the purpose of taxation, such a
subsidiary company constitutes an independent legal entity. Even the fact that the trade or
business carried on by the subsidiary company is managed by the parent company does not
constitute the subsidiary company a permanent establishment of the parent company.
(Renumbered on 23 July 1992; see HISTORY)
41.
However, a subsidiary company will constitute a permanent establishment for its
parent company under the same conditions stipulated in paragraph 5 as are valid for any
other unrelated company, i.e. if it cannot be regarded as an independent agent in the
meaning of paragraph 6, and if it has and habitually exercises an authority to conclude
contracts in the name of the parent company. And the effects would be the same as for any
other unrelated company to which paragraph 5 applies.
(Renumbered on 23 July 1992; see HISTORY)
42.
The same rules should apply to activities which one subsidiary carries on for any
other subsidiary of the same company.
(Renumbered on 23 July 1992; see HISTORY)
Observations on the Commentary
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43.
Italy does not adhere to the interpretation given in paragraph 12 above concerning
the list of examples of paragraph 2. In its opinion, these examples can always be regarded
as constituting a priori permanent establishments.
(Amended on 23 July 1992; see HISTORY)
44.
The Czech Republic would add to paragraph 25 its view that when an enterprise has
established an office (such as a commercial representation office) in a country, and the
employees working at that office are substantially involved in the negotiation of contracts
for the import of products or services into that country, the office will in most cases not fall
within paragraph 4 of Article 5. Substantial involvement in the negotiations exists when
the essential parts of the contract - the type, quality, and amount of goods, for example,
and the time and terms of delivery - are determined by the office. These activities form a
separate and indispensable part of the business activities of the foreign enterprise, and are
not simply activities of an auxiliary or preparatory character.
(Added on 23 October 1997; see HISTORY)
45.
Mexico wishes to include some wording in its conventions to emphasize that the
arm's length principle should be considered in determining whether or not an agent is of
independent status.
(Replaced on 21 September 1995; see HISTORY)
45.1 Hungary is of the opinion that an agent, whether commission agent or not, should
be of an independent status within the sense of the Convention.
(Added on 23 October 1997; see HISTORY)
Reservations on the Article
46.
Australia reserves the right to treat an enterprise as having a permanent
establishment in a State if the enterprise carries on designated supervisory activities in that
State for more than twelve months, if substantial equipment is used in that State for more
than twelve months by, for or under contract with the enterprise in the exploration for or
exploitation of natural resources, or if a person-acting in that State on behalf of the
enterprise-manufactures or processes there goods or merchandise belonging to the
enterprise.
(Renumbered on 23 July 1992; see HISTORY)
47.
Greece, Korea, New Zealand, Portugal and Turkey reserve their positions on
paragraph 3, and consider that any building site or construction or installation project
which lasts more than six months should be regarded as a permanent establishment.
(Amended on 23 October 1997; see HISTORY)
48.
Korea and New Zealand also reserve the right to tax an enterprise that carries on
supervisory activities for more than six months in connection with a building site or
construction or installation project lasting more than six months, and also, in the case of
New Zealand, an enterprise where substantial equipment or machinery is being used by, for,
or under contract with the enterprise.
(Amended on 23 October 1997; see HISTORY)

OECD Commentary, Art. 5

Page 14

49.
Spain reserves its position on paragraph 3 so as to be able to tax an enterprise
having a permanent establishment in Spain, even if the site of the construction or
installation project does not last for more than twelve months, where the activity of this
enterprise in Spain presents a certain degree of per-manency within the meaning of
paragraphs 1 and 2. Spain also reserves its right to tax an enterprise as having a permanent
establishment in Spain when such an enterprise carries on supervisory activities in Spain for
more than 12 months in connection with a building site or construction or installation
project also lasting more than 12 months.
(Renumbered and amended on 23 July 1992; see HISTORY)
50.
Greece reserves the right to treat an enterprise as having a permanent establishment
in Greece if the enterprise carries on planning, supervisory or consultancy activities in
connection with a building site or construction or installation project lasting more than six
months, if scientific equipment or machinery is used in Greece for more than three months
by the enterprise in the exploration or extraction of natural resources or if the enterprise
carries out more than one separate project, each one lasting less than six months, in the
same period of time (i.e. within a calendar year).
(Added on 23 July 1992; see HISTORY)
51.
Greece reserves the right to include paragraph 2 of Article 5 as it was drafted in the
1963 Draft Convention.
(Amended on 23 October 1997; see HISTORY)
52.
Considering the special problems in applying the provisions of the Model Convention
to offshore hydrocarbon exploration and exploitation and related activities, Denmark,
Ireland, Norway and the United Kingdom reserve the right to insert in a special article
provisions relating to such activities.
(Amended on 21 September 1995; see HISTORY)
53.
Norway also reserves the right to include connected supervisory or consultancy
activities in paragraph 3 of the Article.
(Added on 23 July 1992; see HISTORY)
54.
Portugal reserves the right to treat an enterprise as having a permanent
establishment in Portugal if the enterprise carries on an activity consisting of planning,
supervising, consulting, any auxiliary work or any other activity in connection with a
building site or construction or installation project lasting more than six months, if such
activities or work also last more than six months. Portugal also reserves the right to
consider that a permanent establishment exists if theactivity of the enterprise is carried on
with a certain degree of continuity by employees or any other personnel under contract.
(Added on 23 July 1992; see HISTORY)
55.
Turkey reserves the right to treat an enterprise as having a permanent establishment
in Turkey if the enterprise carries on planning, supervisory or consultancy activities in
connection with a building site or construction or installation project lasting more than six
months.

OECD Commentary, Art. 5

Page 15

(Added on 23 July 1992; see HISTORY)
56.
New Zealand reserves the right to negotiate the addition of specific provisions
deeming an enterprise in some particular situations to have a permanent establishment in
New Zealand.
(Added on 31 March 1994; see HISTORY)
57.
Greece reserves the right to insert special provisions relating to offshore activities.
(Added on 21 September 1995; see HISTORY)
58.
Mexico reserves its position on paragraph 3 and considers that any building site or
construction, assembly, or installation project that lasts more than six months should be
regarded as a permanent establishment.
(Added on 21 September 1995; see HISTORY)
59.
Mexico reserves the right to tax an enterprise that carries on supervisory activities
for more than six months in connection with a building site or a construction, assembly, or
installation project.
(Added on 21 September 1995; see HISTORY)
60.
The Czech Republic, while agreeing with the "fixed place of business" requirement of
paragraph 1, reserves the right to propose in bilateral negotiations specific provisions
clarifying the application of this principle to arrangements for the performance of services
over a substantial period of time.
(Added on 23 October 1997; see HISTORY)
61.
Poland reserves the right to replace "construction or installation project" with
"construction, assembly, or installation project".
(Added on 23 October 1997; see HISTORY)
62.
Korea reserves its position so as to be able to tax an enterprise which carries on
supervisory activities for more than six months in connection with a building site or
construction or installation project lasting more than six months.
(Added on 23 October 1997; see HISTORY)
[HISTORY Omitted]
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Commentary on Article 6
Concerning the Taxation of Income
From Immovable Property
1.
Paragraph 1 gives the right to tax income from immovable property to the State of
source, that is, the State in which the property producing such income is situated. This is
due to the fact that there is always a very close economic connection between the source of
this income and the State of source. Although income from agriculture or forestry is
included in Article 6, Contracting States are free to agree in their bilateral conventions to
treat such income under Arti-cle 7. Article 6 deals only with income which a resident of a
Contracting State derives from immovable property situated in the other Contracting State.
It does not, therefore, apply to income from immovable property situated in the Contracting
State of which the recipient is a resident within the meaning of Article 4 or situated in a
third State; the provisions of paragraph 1 of Article 21 shall apply to such income.
2.
Defining the concept of immovable property by reference to the law of the State in
which the property is situated, as is provided in paragraph 2, will help to avoid difficulties
of interpretation over the question whether an asset or a right is to be regarded as
immovable property or not. The paragraph, however, specifically mentions the assets and
rights which must always be regarded as immovable property. In fact such assets and rights
are already treated as immovable property according to the laws or the taxation rules of
most OECD Member countries. Conversely, the paragraph stipulates that ships, boats and
aircraft shall never be considered as immovable property. No special provision has been
included as regards income from indebtedness secured by immovable property, as this
question is settled by Article 11.
3.
Paragraph 3 indicates that the general rule applies irrespective of the form of
exploitation of the immovable property. Paragraph 4 makes it clear that the provisions of
paragraphs 1 and 3 apply also to income from immovable property of industrial, commercial
and other enterprises and to income from immovable property used for the performance of
independent personal services.
4.
It should be noted in this connection that the right to tax of the State of source has
priority over the right to tax of the other State and applies also where, in the case of an
enterprise or of non-industrial and non-commercial activities, income is only indirectly
derived from immovable property. This does not prevent income from immovable property,
when derived through a permanent establishment, from being treated as income of an
enterprise, but secures that income from immovable property will be taxed in the State in
which the property is situated also in the case where such property is not part of a
permanent establishment situated in that State. It should further be noted that the
provisions of the Article do not prejudge the application of domestic law as regards the
manner in which income from immovable property is to be taxed.
Reservations on the Article
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5.
Finland reserves the right to tax income of shareholders in Finnish com-panies from
the direct use, letting, or use in any other form of the right to enjoy-ment of immovable
property situated in Finland and held by the company, where such right is based on the
ownership of shares or other corporate rights in the company.
(Amended on 23 July 1992; see HISTORY)
6.
France wishes to retain the possibility of applying the provisions in its domestic laws
relative to the taxation of income from shares or rights, which are treated therein as income
from immovable property.
7.
Spain reserves its right to tax income from any form of use of a right to enjoyment
of immovable property situated in Spain when such right derives from the holding of shares
or other corporate rights in the company owning the property.
(Added on 23 July 1992; see HISTORY)
History
Paragraph 1: Unchanged from the 1977 Model Convention.
Paragraph 2: Unchanged from the 1977 Model Convention.
Paragraph 3: Unchanged from the 1977 Model Convention.
Paragraph 4: Unchanged from the 1977 Model Convention.
Paragraph 5: Included in the 1977 Model Convention. Amended by the Report entitled "The
Revision of the Model Convention", adopted by the Council of the OECD on 23 July 1992, by
substituting the word "held" for the word "owned".
Paragraph 6: Unchanged from the 1977 Model Convention.
Paragraph 7: Added by the Report entitled "The Revision of the Model Convention",
adopted by the Council of the OECD on 23 July 1992.
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Commentary on Article 7
Concerning the Taxation of Business Profits
I. Preliminary remarks
1.
This Article is in many respects a continuation of, and a corollary to, Article 5 on the
definition of the concept of permanent establishment. The permanent establishment
criterion is commonly used in international double taxation conventions to determine
whether a particular kind of income shall or shall not be taxed in the country from which it
originates but the criterion does not of itself provide a complete solution to the problem of
the double taxation of business profits; in order to prevent such double taxation it is
necessary to supplement the definition of permanent establishment by adding to it an
agreed set of rules of reference to which the profits made by the permanent establishment,
or by an enterprise trading with a foreign member of the same group of enterprises, are to
be calculated. To put the matter in a slightly different way, when an enterprise of a
Contracting State carries on business in the other Contracting State the authorities of that
second State have to ask themselves two questions before they levy tax on the profits of
the enterprise: the first question is whether the enterprise has a permanent establishment
in their country; if the answer is in the affirmative the second question is what, if any, are
the profits on which that permanent establishment should pay tax. It is with the rules to
be used in determining the answer to this second question that Article 7 is concerned.
Rules for ascertaining the profits of an enterprise of a Contracting State which is trading
with an enterprise of the other Contracting State when both enterprises are members of the
same group of enterprises or are under the same effective control are dealt with in Article 9.
2.
It should perhaps be said at this point that neither Article is strikingly novel or
particularly detailed. The question of what criteria should be used in attributing profits to
a permanent establishment, and of how to allocate profits from transactions between
enterprises under common control, has had to be dealt with in a large number of double
taxation conventions and it is fair to say that the solutions adopted have generally
conformed to a standard pattern. It is generally recognised that the essential principles on
which this standard pattern is based are well founded, and it has been thought sufficient to
restate them with some slight amendments and modifications primarily aimed at producing
greater clarity. The two Articles incorporate a number of directives. They do not, nor in
the nature of things could they be expected to, lay down a series of precise rules for dealing
with every kind of problem that may arise when an enterprise of one State makes profits in
another. Modern commerce organises itself in an infinite variety of ways, and it would be
quite impossible within the fairly narrow limits of an Article in a double taxation
convention to specify an exhaustive set of rules for dealing with every kind of problem that
may arise. However, since such problems may result in unrelieved double taxation or non
taxation of certain profits, it is more important for tax authorities to agree on mutually
consistent methods of dealing with these problems, using, where appropriate, the mutual
agreement procedure provided for in Article 25, than to adopt unilateral interpretations of
basic principles to be adhered to despite differences of opinion with other States. In this
respect, the methods for solving some of the problems most often encountered are discussed
below.
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(Amended on 31 March 1994; see HISTORY)
II. Commentary on the provisions of the Article
Paragraph 1
3.
This paragraph is concerned with two questions. First, it restates the generally
accepted principle of double taxation conventions that an enterprise of one State shall not
be taxed in the other State unless it carries on business in that other State through a
permanent establishment situated therein. It is hardly necessary to argue here the merits
of this principle. It is perhaps sufficient to say that it has come to be accepted in
international fiscal matters that until an enterprise of one State sets up a permanent
establishment in another State it should not properly be regarded as participating in the
economic life of that other State to such an extent that it comes within the jurisdiction of
that other State's taxing rights.
4.
There have been, since the 1950s, rapid developments of activities in space: the
launching of rockets and spaceships, the permanent presence of many satellites in space
with human crews spending longer and longer periods on board, industrial activities being
carried out in space, etc. Since all this could give rise to new situations as regards the
implementation of double taxation conventions, would it be desirable to insert in the Model
Convention special provisions covering these new situations? Firstly, no country envisage
extending its tax sovereignty to activities exercised in space or treating these as activities
exercised on its territory. Consequently, space could not be considered as the source of
income or profits and hence activities carried out or to be carried out there would not run
any new risks of double taxation. Secondly, if there are double taxation problems, the
Model Convention, by giving a ruling on the taxing rights of the State of residence and the
State of source of the income, should be sufficient to settle them. The same applies with
respect to individuals working on board space stations: it is not necessary to derogate from
double taxation conventions, since Articles 15 and 19, as appropriate, are sufficient to
determine which Contracting State has the right to tax remuneration and Article 4 should
make it possible to determine the residence of the persons concerned, it being understood
that any difficulties or doubts can be settled in accordance with the mutual agreement
procedure.
(Amended on 31 March 1994; see HISTORY)
5.
The second and more important point is that it is laid down-in the second
sentence-that when an enterprise carries on business through a permanent establishment in
another State that State may tax the profits of the enterprise but only so much of them as
is attributable to the permanent establishment, in other words that the right to tax does
not extend to profits that the enterprise may derive from that State otherwise than through
the permanent establishment. This is a question on which there may be differences of view.
Some countries have taken the view that when a foreign enterprise has set up a permanent
establishment within their territory it has brought itself within their fiscal jurisdiction to
such a degree that they can properly tax all profits that the enterprise derives from their
territory, whether the profits come from the permanent establishment or from other
activities in that territory. But it is thought that it is preferable to adopt the principle
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contained in the second sentence of paragraph 1, namely that the test that business profits
should not be taxed unless there is a permanent establishment is one that should properly
be applied not to the enterprise itself but to its profits. To put the matter another way, the
principle laid down in the second sentence of paragraph 1 is based on the view that in
taxing the profits that a foreign enterprise derives from a particular country, the fiscal
authorities of that country should look at the separate sources of profit that the enterprise
derives from their country and should apply to each the permanent establishment test. This
is of course without prejudice to other Articles.
(Renumbered on 23 July 1992; see HISTORY)
6.
On this matter, naturally, there is room for differences of view, and since it is an
important question it may be useful to set out the arguments for each point of view.
(Renumbered on 23 July 1992; see HISTORY)
7.
Apart from the background question of fiscal jurisdiction, the main argument
commonly put forward against the solution advocated above is that there is a risk that it
might facilitate avoidance of tax. This solution, the argument runs, might leave it open to
an enterprise to set up in a particular country a permanent establishment which made no
profits, was never intended to make profits, but existed solely to supervise a trade, perhaps
of an extensive nature, that the enterprise carried on in that country through independent
agents and the like. Moreover, the argument goes, although the whole of this trade might
be directed and arranged by the permanent establishment, it might be difficult in practice
to prove that that was the case. If the rates of tax are higher in that country than they are
in the country in which the head office is situated, then the enterprise has a strong
incentive to see that it pays as little tax as possible in the other territory; the main
criticism of the solution advocated above is that it might conceivably provide the enterprise
with a means of ensuring that result.
(Renumbered on 23 July 1992; see HISTORY)
8.
Apart again from the question of the proper extent of fiscal jurisdiction, the main
argument in favour of the proposed solution is that it is conducive to simple and efficient
administration, and that it is more closely adapted to the way in which business is
commonly transacted. The organisation of modern business is highly complex. In OECD
Member countries, there are a considerable number of companies each of which is engaged
in a wide diversity of activities and is carrying on business extensively in many countries.
It may be that such a company may have set up a permanent establishment in a second
country and may be transacting a considerable amount of business through that permanent
establishment in one particular kind of manufacture; that a different part of the same
company may be selling quite different goods or manufactures in that second country
through independent agents; and that the company may have perfectly genuine reasons for
taking this course—reasons based, for example, either on the historical pattern of its
business or on commercial convenience. Is it desirable that the fiscal authorities should go
so far as to insist on trying to search out the profit element of each of the transactions
carried on through independent agents, with a view to aggregating that profit with the
profits of the permanent establishment? Such an Article might interfere seriously with
ordinary commercial processes, and so be out of keeping with the aims of the Convention.
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(Renumbered on 23 July 1992; see HISTORY)
9.
It is no doubt true that evasion of tax could be practised by undisclosed channelling
of profits away from a permanent establishment and that this may sometimes need to be
watched, but it is necessary in considering this point to preserve a sense of proportion and
to bear in mind what is said above. It is not, of course, sought in any way to sanction any
such malpractice, or to shelter any concern thus evading tax from the consequences that
would follow from detection by the fiscal authorities concerned. It is fully recognised that
Contracting States should be free to use all methods at their disposal to fight fiscal evasion.
(Renumbered on 23 July 1992; see HISTORY)
10.
For the reasons given above, it is thought that the argument that the solution
advocated might lead to increased avoidance of tax by foreign enterprises should not be
given undue weight. Much more importance is attached to the desirability of interfering as
little as possible with existing business organisation and of refraining from inflicting
demands for information on foreign enterprises which are unnecessarily onerous.
(Renumbered on 23 July 1992; see HISTORY)
Paragraph 2
11.
This paragraph contains the central directive on which the allocation of profits to a
permanent establishment is intended to be based. The paragraph incorporates the view,
which is generally contained in bilateral conventions, that the profits to be attributed to a
permanent establishment are those which that permanent establishment would have made
if, instead of dealing with its head office, it had been dealing with an entirely separate
enterprise under conditions and at prices prevailing in the ordinary market. This
corresponds to the "arm's length principle" discussed in the Commentary on Article 9.
Normally, the profits so determined would be the same profits that one would expect to be
determined by the ordinary processes of good business accountancy. The arm's length
principle also extends to the allocation of profits which the permanent establishment may
derive from transactions with other permanent establishments of the enterprise; but
Contracting States which consider that the existing paragraph does not in fact cover these
more general transactions may in their bilateral negotiations, agree upon more detailed
provisions or amend paragraph 2 to read as follows:
"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
independent enterprise engaged in the same or similar activities under the same or similar
conditions."
(Replaced on 31 March 1994; see HISTORY)
12.
In the great majority of cases, trading accounts of the permanent establishment—
which are commonly available if only because a well-run business organisation is normally
concerned to know what is the profitability of its various branches—will be used by the
taxation authorities concerned to ascertain the profit properly attributable to that
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establishment. Exceptionally there may be no separate accounts (cf. paragraphs 24 to 28
below). But where there are such accounts they will naturally form the starting point for
any processes of adjustment in case adjustment is required to produce the amount of
properly attributable profits. It should perhaps be emphasized that the directive contained
in paragraph 2 is no justification for tax administrations to construct hypothetical profit
figures in vacuo; it is always necessary to start with the real facts of the situation as they
appear from the business records of the permanent establishment and to adjust as may be
shown to be necessary the profit figures which those facts produce.
(Replaced on 31 March 1994; see HISTORY)
12.1 This raises the question as to what extent such accounts should be relied upon when
they are based on agreements between the head office and its permanent establishments (or
between the permanent establishments themselves). Clearly, such internal agreements
cannot qualify as legally binding contracts. However, to the extent that the trading
accounts of the head office and the permanent establishments are both prepared
symmetrically on the basis of such agreements and that those agreements reflect the
functions performed by the different parts of the enterprise, these trading accounts could
be accepted by tax authorities. In that respect, accounts could not be regarded as prepared
symmetrically unless the values of transactions or the methods of attributing profits or
expenses in the books of the permanent establishment corresponded exactly to the values
or methods of attribution in the books of the head office in terms of the national currency
or functional currency in which the enterprise recorded its transactions. However, where
trading accounts are based on internal agreements that reflect purely artificial
arrangements instead of the real economic functions of the different parts of the enterprise,
these agreements should simply be ignored and the accounts corrected accordingly. This
would be the case if, for example, a permanent establishment involved in sales were, under
such an internal agreement, given the role of principal (accepting all the risks and entitled
to all the profits from the sales) when in fact the permanent establishment concerned was
nothing more than an intermediary or agent (incurring limited risks and entitled to receive
only a limited share of the resulting income) or, conversely, were given the role of
intermediary or agent when in reality it was a principal.
(Added on 31 March 1994; see HISTORY)
12.2 In this respect, it should also be noted that the principle set out in paragraph 2 is
subject to the provisions contained in paragraph 3, especially as regards the treatment of
payments which, under the name of interest, royalties, etc. are made by a permanent
establishment to its head office in return for money loaned, or patent rights conceded by
the latter to the permanent establishment (cf. paragraphs 17.1 ff below).
(Added on 31 March 1994; see HISTORY)
13.
Even where a permanent establishment is able to produce detailed accounts which
purport to show the profits arising from its activities, it may still be necessary for the
taxation authorities of the country concerned to rectify those accounts in accordance with
the arm's length principle (cf. paragraph 2 above). Adjustment of this kind may be
necessary, for example, because goods have been invoiced from the head office to the

OECD Commentary, Art. 7

Page 23

permanent establishment at prices which are not consistent with this principle, and profits
have thus been diverted from the permanent establishment to the head office, or vice versa.
(Replaced on 31 March 1994; see HISTORY)
14.
In such cases, it will usually be appropriate to substitute for the prices used ordinary
market prices for the same or similar goods supplied on the same or similar conditions.
Clearly the price at which goods can be bought on open market terms varies with the
quantity required and the period over which they will be supplied; such factors would have
to be taken into account in deciding the open market price to be used. It is perhaps only
necessary to mention at this point that there may sometimes be perfectly good commercial
reasons for an enterprise invoicing its goods at prices less than those prevailing in the
ordinary market; this may, for example, be a perfectly normal commercial method of
establishing a competitive position in a new market and should not then be taken as
evidence of an attempt to divert profits from one country to another. Difficulties may also
occur in the case of proprietary goods produced by an enterprise, all of which are sold
through its permanent establishments; if in such circumstances there is no open market
price, and it is thought that the figures in the accounts are unsatisfactory, it may be
necessary to calculate the permanent establishment's profits by other methods, for example,
by applying an average ratio of gross profit to the turnover of the permanent establishment
and then deducting from the figure so obtained the proper amount of expenses incurred.
Clearly many special problems of this kind may arise in individual cases but the general rule
should always be that the profits attributed to a permanent establishment should be based
on that establishment's accounts insofar as accounts are available which represent the real
facts of the situation. If available accounts do not represent the real facts then new
accounts will have to be constructed, or the original ones rewritten, and for this purpose
the figures to be used will be those prevailing in the open market.
(Renumbered on 23 July 1992; see HISTORY)
15.
Many States consider that there is a realisation of a taxable profit when an asset,
whether or not trading stock, forming part of the business property of a permanent
establishment situated within their territory is transferred to a permanent establishment or
the head office of the same enterprise situated in another State. Article 7 allows such
States to tax profits deemed to arise in connection with such a transfer. Such profits may
be determined as indicated below. In cases where such transfer takes place, whether or not
it is a permanent one, the question arises as to when taxable profits are realised. In
practice, where such property has a substantial market value and is likely to appear on the
balance sheet of the importing permanent establishment or other part of the enterprise
after the taxation year during that in which the transfer occurred, the realisation of the
taxable profits will not, so far as the enterprise as a whole is concerned, necessarily take
place in the taxation year of the transfer under consideration. However, the mere fact that
the property leaves the purview of a tax jurisdiction may trigger the taxation of the accrued
gains attributable to that property as the concept of realisation depends on each country's
domestic law.
(Replaced on 31 March 1994; see HISTORY)
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15.1 Where the countries in which the permanent establishments operate levy tax on the
profits accruing from an internal transfer as soon as it is made, even when these profits are
not actually realised until a subsequent commercial year, there will be inevitably a time lag
between the moment when tax is paid abroad and the moment it can be taken into account
in the country where the enterprise's head office is located. A serious problem is inherent
in the time lag, especially when a permanent establishment transfers fixed assets or-in the
event that it is wound up-its entire operating equipment stock, to some other part of the
enterprise of which it forms part. In such cases, it is up to the head office country to seek,
on a case by case basis, a bilateral solution with the outward country where there is serious
risk of overtaxation.
(Added on 31 March 1994; see HISTORY)
15.2 Another significant problem concerning the transfer of assets, such as bad loans,
arises in relation to international banking. Debts may be transferred, for supervisory and
financing purposes, from branch to head office or from branch to branch within a single
bank. Such transfers should not be recognised where it cannot be reasonably considered
that they take place for valid commercial reasons or that they would have taken place
between independent enterprises, for instance where they are undertaken solely for tax
purposes with the aim of maximising the tax relief available to the bank. In such cases, the
transfers would not have been expected to take place between wholly independent
enterprises and therefore would not have affected the amount of profits which such an
independent enterprise might have been expected to make in independent dealing with the
enterprise of which it is a permanent establishment.
(Added on 31 March 1994; see HISTORY)
15.3 However, there may exist a commercial market for the transfer of such loans from
one bank to another and the circumstances of an internal transfer may be similar to those
which might have been expected to have taken place between independent banks. An
instance of such a transfer might be a case where a bank closed down a particular foreign
branch and had therefore to transfer the debts concerned either back to its head office or to
another branch. Another example might be the opening of a new branch in a given country
and the subsequent transfer to it, solely for commercial reasons, of all loans previously
granted to residents of that country by the head office or other branches. Any such
transfer should be treated (to the extent that it is recognised for tax purposes at all) as
taking place at the open market value of the debt at the date of the transfer. Some relief
has to be taken into account in computing the profits of the permanent establishment
since, between separate entities, the value of the debt at the date of transfer would have
been taken into account in deciding on the price to be charged and principles of sound
accounting require that the book value of the asset should be varied to take into account
market values (this question is further discussed in the report of the Committee on Fiscal
Affairs entitled "Attribution of Income to Permanent Establishments"2).
(Added on 31 March 1994; see HISTORY)
15.4 Where loans which have gone bad are transferred, in order that full, but not
excessive, relief for such a loss be granted, it is important that the two jurisdictions
concerned reach an agreement for a mutually consistent basis for granting relief. In such
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cases, account should be taken of whether the transfer value, at the date of the internal
transfer, was the result of mistaken judgment as to the debtor's solvency or whether the
value at that date reflected an appropriate judgment of the debtor's position at that time.
In the former case, it might be appropriate for the country of the transferring branch to
limit relief to the actual loss suffered by the bank as a whole and for the receiving country
not to tax the subsequent apparent gain. Where, however, the loan was transferred for
commercial reasons from one part of the bank to another and did, after a certain time,
improve in value, then the transferring branch should normally be given relief on the basis
of the actual value at the time of the transfer. The position is somewhat different where
the receiving entity is the head office of a bank in a credit country because normally the
credit country will tax the bank on its worldwide profits and will therefore give relief by
reference to the total loss suffered in respect of the loan between the time the loan was
made and the time it was finally disposed of. In such a case, the transferring branch should
receive relief for the period during which the loan was in the hands of that branch by
reference to the principles above. The country of the head office will then give relief from
double taxation by granting a credit for the tax borne by the branch in the host country.
(Added on 31 March 1994; see HISTORY)
Paragraph 3
16.
This paragraph clarifies, in relation to the expenses of a permanent establishment,
the general directive laid down in paragraph 2. The paragraph specifically recognises that
in calculating the profits of a permanent establishment allowance is to be made for
expenses, wherever incurred, that were incurred for the purposes of the permanent
establishment. Clearly in some cases it will be necessary to estimate or to calculate by
conventional means the amount of expenses to be taken into account. In the case, for
example, of general administrative expenses incurred at the head office of the enterprise, it
may be appropriate to take into account a proportionate part based on the ratio that the
permanent establishment's turnover (or perhaps gross profits) bears to that of the
enterprise as a whole. Subject to this, it is considered that the amount of expenses to be
taken into account as incurred for the purposes of the permanent establishment should be
the actual amount so incurred. The deduction allowable to the permanent establishment for
any of the expenses of the enterprise attributed to it does not depend upon the actual
reimbursement of such expenses by the permanent establishment.
(Renumbered on 23 July 1992; see HISTORY)
17.
It has sometimes been suggested that the need to reconcile paragraphs 2 and 3
created practical difficulties as paragraph 2 required that prices between the permanent
establishment and the head office be normally charged on an arm's length basis, giving to
the transferring entity the type of profit which it might have been expected to make were it
dealing with an independent enterprise, whilst the wording of paragraph 3 suggested that
the deduction for expenses incurred for the purposes of permanent establishments should
be the actual cost of those expenses, normally without adding any profit element. In fact,
whilst the application of paragraph 3 may raise some practical difficulties, especially in
relation to the separate enterprise and arm's length principles underlying paragraph 2, there
is no difference of principle between the two paragraphs. Paragraph 3 indicates that in
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determining the profits of a permanent establishment, certain expenses must be allowed as
deductions whilst paragraph 2 provides that the profits determined in accordance with the
rule contained in paragraph 3 relating to the deduction of expenses must be those that a
separate and distinct enterprise engaged in the same or similar activities under the same or
similar conditions would have made. Thus, whilst paragraph 3 provides a rule applicable for
the determination of the profits of the permanent establishment, paragraph 2 requires that
the profits so determined correspond to the profits that a separate and independent
enterprise would have made.
(Replaced on 31 March 1994; see HISTORY)
17.1 In applying these principles to the practical determination of the profits of a
permanent establishment, the question may arise as to whether a particular cost incurred by
an enterprise can truly be considered as an expense incurred for the purposes of the
permanent establishment, keeping in mind the separate and independent enterprise
principles of paragraph 2. Whilst in general independent enterprises in their dealings with
each other will seek to realise a profit and, when transferring property or providing services
to each other, will charge such prices as the open market would bear, nevertheless, there
are also circumstances where it cannot be considered that a particular property or service
would have been obtainable from an independent enterprise or when independent
enterprises may agree to share between them the costs of some activity which is pursued in
common for their mutual benefit. In these particular circumstances, it may be appropriate
to treat any relevant costs incurred by the enterprise as an expense incurred for the
permanent establishment. The difficulty arises in making a distinction between these
circumstances and the cases where a cost incurred by an enterprise should not be
considered as an expense of the permanent establishment and the relevant property or
service should be considered, on the basis of the separate and independent enterprises
principle, to have been transferred between the head office and the permanent
establishment at a price including an element of profit. The question must be whether the
internal transfer of property and services, be it temporary or final, is of the same kind as
those which the enterprise, in the normal course of its business, would have charged to a
third party at an arm's length price, i.e. by normally including in the sale price an
appropriate profit.
(Added on 31 March 1994; see HISTORY)
17.2 On the one hand, the answer to that question will be in the affirmative if the
expense is initially incurred in performing a function the direct purpose of which is to make
sales of a specific good or service and to realise a profit through a permanent
establishment. On the other hand, the answer will be in the negative if, on the basis of the
facts and circumstances of the specific case, it appears that the expense is initially incurred
in performing a function the essential purpose of which is to rationalise the overall costs of
the enterprise or to increase in a general way its sales.3
(Added on 31 March 1994; see HISTORY)
17.3 Where goods are supplied for resale whether in a finished state or as raw materials or
semi-finished goods, it will normally be appropriate for the provisions of paragraph 2 to
apply and for the supplying part of the enterprise to be allocated a profit, measured by
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reference to arm's length principles. But there may be exceptions even here. One example
might be where goods are not supplied for resale but for temporary use in the trade so that
it may be appropriate for the parts of the enterprise which share the use of the material to
bear only their share of the cost of such material e.g. in the case of machinery, the
depreciation costs that relate to its use by each of these parts. It should of course be
remembered that the mere purchase of goods does not constitute a permanent
establishment (sub-paragraph 4 d) of Article 5) so that no question of attribution of profit
arises in such circumstances.
(Added on 31 March 1994; see HISTORY)
17.4 In the case of intangible rights, the rules concerning the relations between
enterprises of the same group (e.g. payment of royalties or cost sharing arrangements)
cannot be applied in respect of the relations between parts of the same enterprise. Indeed,
it may be extremely difficult to allocate "ownership" of the intangible right solely to one
part of the enterprise and to argue that this part of the enterprise should receive royalties
from the other parts as if it were an independent enterprise. Since there is only one legal
entity it is not possible to allocate legal ownership to any particular part of the enterprise
and in practical terms it will often be difficult to allocate the costs of creation exclusively
to one part of the enterprise. It may therefore be preferable for the costs of creation of
intangible rights to be regarded as attributable to all parts of the enterprise which will
make use of them and as incurred on behalf of the various parts of the enterprise to which
they are relevant accordingly. In such circumstances it would be appropriate to allocate the
actual costs of the creation of such intangible rights between the various parts of the
enterprise without any mark-up for profit or royalty. In so doing, tax authorities must be
aware of the fact that the possible adverse consequences deriving from any research and
development activity (e.g. the responsibility related to the products and damages to the
environment) shall also be allocated to the various parts of the enterprise, therefore giving
rise, where appropriate, to a compensatory charge.
(Added on 31 March 1994; see HISTORY)
17.5 The area of services is the one in which difficulties may arise in determining whether
in a particular case a service should be charged between the various parts of a single
enterprise at its actual cost or at that cost plus a mark-up to represent a profit to the part
of the enterprise providing the service. The trade of the enterprise, or part of it, may
consist of the provision of such services and there may be a standard charge for their
provision. In such a case it will usually be appropriate to charge a service at the same rate
as is charged to the outside customer.
(Added on 31 March 1994; see HISTORY)
17.6 Where the main activity of a permanent establishment is to provide specific services
to the enterprise to which it belongs and where these services provide a real advantage to
the enterprise and their costs represent a significant part of the expenses of the enterprise,
the host country may require that a profit margin be included in the amount of the costs.
As far as possible, the hostcountry should then try to avoid schematic solutions and rely on
the value of these services in the given circumstances of each case.
(Added on 31 March 1994; see HISTORY)

OECD Commentary, Art. 7

Page 28

17.7 However, more commonly the provision of services is merely part of the general
management activity of the company taken as a whole as where, for example, the enterprise
conducts a common system of training and employees of each part of the enterprise benefit
from it. In such a case it would usually be appropriate to treat the cost of providing the
service as being part of the general administrative expenses of the enterprise as a whole
which should be allocated on an actual cost basis to the various parts of the enterprise to
the extent that the costs are incurred for the purposes of that part of the enterprise,
without any mark-up to represent profit to another part of the enterprise.
(Added on 31 March 1994; see HISTORY)
18.
Special considerations apply to payments which, under the name of interest, are
made to a head office by its permanent establishment with respect to loans made by the
former to the latter. In that case, the main issue is not so much whether a debtor/creditor
relationship should be recognized within the same legal entity as whether an arm's length
interest rate should be charged. This is because:
from the legal standpoint, the transfer of capital against payment of interest
and an undertaking to repay in full at the due date is really a formal act incompatible with
the true legal nature of a permanent establishment;
from the economic standpoint, internal debts and receivables may prove to be
non-existent, since if an enterprise is solely or predominantly equity-funded it ought not to
be allowed to deduct interest charges that it has manifestly not had to pay. While,
admittedly, symmetrical charges and returns will not distort the enterprise's overall profits,
partial results may well be arbitrarily changed.
(Replaced on 31 March 1994; see HISTORY)
18.1 If debts incurred by the head office of an enterprise were used solely to finance its
activity or clearly and exclusively the activity of a particular permanent establishment, the
problem would be reduced to one of thin capitalisation of the actual user of such loans. In
fact, loans contracted by an enterprise's head office usually serve its own needs only to a
certain extent, the rest of the money borrowed providing basic capital for its permanent
establishments.
(Added on 31 March 1994; see HISTORY)
18.2 The approach previously suggested in this Commentary, namely the direct and
indirect apportionment of actual debt charges, did not prove to be a practical solution,
notably since it was unlikely to be applied in a uniform manner. Also, it is well known that
the indirect apportionment of total interest payment charges, or of the part of interest that
remains after certain direct allocations, comes up against practical difficulties. It is also
well known that direct apportionment of total interest expense may not accurately reflect
the cost of financing the permanent establishment because the taxpayer may be able to
control where loans are booked and adjustments may need to be made to reflect economic
reality.
(Added on 31 March 1994; see HISTORY)
18.3 Consequently, the majority of Member countries considered that it would be
preferable to look for a practicable solution that would take into account a capital structure
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appropriate to both the organization and the functions performed. For that reason, the ban
on deductions for internal debts and receivables should continue to apply generally, subject
to the special problems of banks mentioned below (this question is further discussed in the
reports of the Committee entitled "Attribution of Income to Permanent Establishment" and
"Thin Capitalisation".)4
(Added on 31 March 1994; see HISTORY)
19.
It is, however, recognised that special considerations apply to payments of interest
made by different parts of a financial enterprise (e.g. a bank) to each other on advances
etc. (as distinct from capital allotted to them), in view of the fact that making and
receiving advances is closely related to the ordinary business of such enterprises. This
problem, as well as other problems relating to the transfer of financial assets, are considered
in the report on multinational banking enterprises included in the OECD 1984 publication
entitled Transfer Pricing and Multinational Enterprises - Three Taxation Studies. This
Commentary does not depart from the positions expressed in the report on this topic. One
issue not discussed in the report relates to the transfer of debts by bankers from one part of
the bank to another; this is discussed in paragraphs 15.2 to 15.4 above.
(Replaced on 31 March 1994; see HISTORY)
20.
The above-mentioned report also addresses the issue of the attribution of capital to
the permanent establishment of a bank in situations where either actual assets were
transferred to such a branch and in situations where they were not. Difficulties in practice
continue to arise from the differing views of Member countries on these questions and the
present Commentary can only emphasise the desirability of agreement on mutually
consistent methods of dealing with these problems.
(Replaced on 31 March 1994; see HISTORY)
21.
Another case is related to the question whether any part of the total profits of an
enterprise should be deemed to arise from the exercise of good management. Consider the
case of a company that has its head office in one country but carries on all its business
through a permanent establishment situated in another country. In the extreme case it
might well be that only the directors' meetings were held at the head office and that all
other activities of the company apart from purely formal legal activities, were carried on in
the permanent establishment. In such a case there is something to be said for the view
that at least part of the profits of the whole enterprise arose from the skilful management
and business acumen of the directors and that part of the profits of the enterprise ought,
therefore, to be attributed to the country in which the head office was situated. If the
company had been managed by a managing agency, then that agency would doubtless have
charged a fee for its services and the fee might well have been a simple percentage
participation in the profits of the enterprise. But, once again, whatever the theoretical
merits of such a course, practical considerations weigh heavily against it. In the kind of
case quoted the expenses of management would, of course, be set against the profits of the
permanent establishment in accordance with the provisions of paragraph 3, but when the
matter is looked at as a whole, it is thought that it would not be right to go further by
deducting and taking into account some notional figure for "profits of management". In
cases identical to the extreme case mentioned above, no account should therefore be taken
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in determining taxable profits of the permanent establishment of any notional figure such
as profits of management.
(Amended on 31 March 1994; see HISTORY)
22.
It may be, of course, that countries where it has been customary to allocate some
proportion of the total profits of an enterprise to the head office of the enterprise to
represent the profits of good management will wish to continue to make such an allocation.
Nothing in the Article is designed to prevent this. Nevertheless it follows from what is said
in paragraph 21 above that a country in which a permanent establishment is situated is in
no way required to deduct when calculating the profits attributable to that permanent
establishment an amount intended to represent a proportionate part of the profits of
management attributable to the head office.
(Renumbered and amended on 23 July 1992; see HISTORY)
23.
It might well be that if the country in which the head office of an enterprise is
situated allocates to the head office some percentage of the profits of the enterprise only in
respect of good management, while the country in which the permanent establishment is
situated does not, the resulting total of the amounts charged to tax in the two countries
would be greater than it should be. In any such case the country in which the head office
of the enterprise is situated should take the initiative in arranging for such adjustments to
be made in computing the taxation liability in that country as may be necessary to ensure
that any double taxation is eliminated.
(Renumbered on 23 July 1992; see HISTORY)
24.
It is usually found that there are, or there can be constructed, adequate accounts for
each part or section of an enterprise so that profits and expenses, adjusted as may be
necessary, can be allocated to a particular part of the enterprise with a considerable degree
of precision. This method of allocation is, it is thought, to be preferred in general wherever
it is reasonably practicable to adopt it. There are, however, circumstances in which this may
not be the case and paragraphs 2 and 3 are in no way intended to imply that other methods
cannot properly be adopted where appropriate in order to arrive at the profits of a
permanent establishment on a "separate enterprise" footing. It may well be, for example,
that profits of insurance enterprises can most conveniently be ascertained by special
methods of computation, e.g. by applying appropriate co-efficients to gross premiums
received from policy holders in the country concerned. Again, in the case of a relatively
small enterprise operating on both sides of the border between two countries, there may be
no proper accounts for the permanent establishment nor means of constructing them.
There may, too, be other cases where the affairs of the permanent establishment are so
closely bound up with those of the head office that it would be impossible to disentangle
them on any strict basis of branch accounts. Where it has been customary in such cases to
estimate the arm's length profit of a permanent establishment by reference to suitable
criteria, it may well be reasonable that that method should continue to be followed,
notwithstanding that the estimate thus made may not achieve as high a degree of accurate
measurement of the profit as adequate accounts. Even where such a course has not been
customary, it may, exceptionally, be necessary for practical reasons to estimate the arm's
length profits.
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(Renumbered on 23 July 1992; see HISTORY)
Paragraph 4
25.
It has in some cases been the practice to determine the profits to be attributed to a
permanent establishment not on the basis of separate accounts or by making an estimate of
arm's length profit, but simply by apportioning the total profits of the enterprise by
reference to various formulae. Such a method differs from those envisaged in paragraph 2,
since it contemplates not an attribution of profits on a separate enterprise footing, but an
apportionment of total profits; and indeed it might produce a result in figures which would
differ from that which would be arrived at by a computation based on separate accounts.
Paragraph 4 makes it clear that such a method may continue to be employed by a
Contracting State if it has been customary in that State to adopt it, even though the figure
arrived at may at times differ to some extent from that which would be obtained from
separate accounts, provided that the result can fairly be said to be in accordance with the
principles contained in the Article. It is emphasized, however, that in general the profits to
be attributed to a permanent establishment should be determined by reference to the
establishment's accounts if these reflect the real facts. It is considered that a method of
allocation which is based on apportioning total profits is generally not as appropriate as a
method which has regard only to the activities of the permanent establishment and should
be used only where, exceptionally, it has as a matter of history been customary in the past
and is accepted in the country concerned both by the taxation authorities and taxpayers
generally there as being satisfactory. It is understood that paragraph 4 may be deleted
where neither State uses such a method. Where, however, Contracting States wish to be
able to use a method which has not been customary in the past the paragraph should be
amended during the bilateral negotiations to make this clear.
(Renumbered on 23 July 1992; see HISTORY)
26.
It would not, it is thought, be appropriate within the framework of this Commentary
to attempt to discuss at length the many various methods involving apportionment of total
profits that have been adopted in particular fields for allocating profits. These methods
have been well documented in treatises on international taxation. It may, however, not be
out of place to summarise briefly some of the main types and to lay down some very general
directives for their use.
(Renumbered on 23 July 1992; see HISTORY)
27.
The essential character of a method involving apportionment of total profits is that a
proportionate part of the profits of the whole enterprise is allocated to a part thereof, all
parts of the enterprise being assumed to have contributed on the basis of the criterion or
criteria adopted to the profitability of the whole. The difference between one such method
and another arises for the most part from the varying criteria used to determine what is the
correct proportion of the total profits. It is fair to say that the criteria commonly used can
be grouped into three main categories, namely those which are based on the receipts of the
enterprise, its expenses or its capital structure. The first category covers allocation methods
based on turnover or on commission, the second on wages and the third on the proportion
of the total working capital of the enterprise allocated to each branch or part. It is not, of
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course, possible to say in vacuo that any of these methods is intrinsically more accurate
than the others; the appropriateness of any particular method will depend on the
circumstances to which it is applied. In some enterprises, such as those providing services
or producing proprietary articles with a high profit margin, net profits will depend very
much on turnover. For insurance enterprises it may be appropriate to make an
apportionment of total profits by reference to premiums received from policy holders in
each of the countries concerned. In the case of an enterprise manufacturing goods with a
high cost raw material or labour content, profits may be found to be related more closely to
expenses. In the case of banking and financial concerns the proportion of total working
capital may be the most relevant criterion. It is considered that the general aim of any
method involving apportionment of total profits ought to be to produce figures of taxable
profit that approximate as closely as possible to the figures that would have been produced
on a separate accounts basis, and that it would not be desirable to attempt in this
connection to lay down any specific directive other than that it should be the responsibility
of the taxation authority, in consultation with the authorities of other countries concerned,
to use the method which in the light of all the known facts seems most likely to produce
that result.
(Renumbered on 23 July 1992; see HISTORY)
28.
The use of any method which allocates to a part of an enterprise a proportion of the
total profits of the whole does, of course, raise the question of the method to be used in
computing the total profits of the enterprise. This may well be a matter which will be
treated differently under the laws of different countries. This is not a problem which it
would seem practicable to attempt to resolve by laying down any rigid rule. It is scarcely to
be expected that it would be accepted that the profits to be apportioned should be the
profits as they are computed under the laws of one particular country; each country
concerned would have to be given the right to compute the profits according to the
provisions of its own laws.
(Renumbered on 23 July 1992; see HISTORY)
Paragraph 5
29.
In paragraph 4 of Article 5 there are listed a number of examples of activities which,
even though carried on at a fixed place of business, are deemed not to be included in the
term "permanent establishment". In considering rules for the allocation of profits to a
permanent establishment the most important of these examples is the activity mentioned in
paragraph 5 of this Article, i.e. the purchasing office.
(Renumbered on 23 July 1992; see HISTORY)
30.
Paragraph 5 is not, of course, concerned with the organisation established solely for
purchasing; such an organisation is not a permanent establishment and the profits
allocation provisions of this Article would not therefore come into play. The paragraph is
concerned with a permanent establishment which, although carrying on other business, also
carries on purchasing for its head office. In such a case the paragraph provides that the
profits of the permanent establishment shall not be increased by adding to them a notional
figure for profits from purchasing. It follows, of course, that any expenses that arise from
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the purchasing activities will also be excluded in calculating the taxable profits of the
permanent establishment.
(Renumbered on 23 July 1992; see HISTORY)
Paragraph 6
31.
This paragraph is intended to lay down clearly that a method of allocation once used
should not be changed merely because in a particular year some other method produces
more favourable results. One of the purposes of a double taxation convention is to give an
enterprise of a Contracting State some degree of certainty about the tax treatment that will
be accorded to its permanent establishment in the other Contracting State as well as to the
part of it in its home State which is dealing with the permanent establishment; for this
reason, paragraph 6 gives an assurance of continuous and consistent tax treatment.
(Renumbered on 23 July 1992; see HISTORY)
Paragraph 7
32.
Although it has not been found necessary in the Convention to define the term
"profits", it should nevertheless be understood that the term when used in this Article and
elsewhere in the Convention has a broad meaning including all income derived in carrying
on an enterprise. Such a broad meaning corresponds to the use of the term made in the tax
laws of most OECD Member countries.
(Renumbered on 23 July 1992; see HISTORY)
33.
This interpretation of the term "profits", however, may give rise to some uncertainty
as to the application of the Convention. If the profits of an enterprise include categories of
income which are treated separately in other Articles of the Convention, e.g. dividends, it
may be asked whether the taxation of those profits is governed by the special Article on
dividends etc., or by the provisions of this Article.
(Renumbered on 23 July 1992; see HISTORY)
34.
To the extent that an application of this Article and the special Article concerned
would result in the same tax treatment, there is little practical significance to this question.
Further, it should be noted that some of the special Articles contain specific provisions
giving priority to a specific Article (cf. paragraph 4 of Article 6, paragraph 4 of Articles 10
and 11, paragraph 3 of Article 12, and paragraph 2 of Article 21).
(Renumbered and amended on 23 July 1992; see HISTORY)
35.
It has seemed desirable, however, to lay down a rule of interpretation in order to
clarify the field of application of this Article in relation to the other Articles dealing with a
specific category of income. In conformity with the practice generally adhered to in
existing bilateral conventions, paragraph 7 gives first preference to the special Articles on
dividends, interest etc. It follows from the rule that this Article will be applicable to
industrial and commercial income which does not belong to categories of income covered by
the special Articles, and, in addition, to dividends, interest etc. which under paragraph 4 of
Articles 10 and 11, paragraph 3 of Article 12 and paragraph 2 of Article 21, fall within this
Article (cf. paragraphs 12 to 18 of the Commentary on Article 12 which discusses the
principles governing whether, in the particular case of computer software, payments should
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be classified as commercial income within Articles 7 or 14 or as a capital gains matter within
Article 13 on the one hand or as royalties within Article 12 on the other). It is understood
that the items of income covered by the special Articles may, subject to the provisions of
the Convention, be taxed either separately, or as industrial and commercial profits, in
conformity with the tax laws of the Contracting States.
(Renumbered and amended on 23 July 1992; see HISTORY)
36.
It is open to Contracting States to agree bilaterally upon special explanations or
definitions concerning the term "profits" with a view to clarifying the distinction between
this term and e.g. the concept of dividends. It may in particular be found appropriate to do
so where in a convention under negotiation a deviation has been made from the definitions
in the special Articles on dividends, interest and royalties. It may also be deemed desirable
if the Contracting States wish to place on notice, that, in agreement with the domestic tax
laws of one or both of the States, the term "profits" includes special classes of receipts such
as income from the alienation or the letting of a business or of movable property used in a
business. In this connection it may have to be considered whether it would be useful to
include also additional rules for the allocation of such special profits.
(Renumbered on 23 July 1992; see HISTORY)
37.
It should also be noted that, whilst the definition of "royalties" in paragraph 2 of
Article 12 of the 1963 Draft Convention and 1977 Model Convention included payments "for
the use of, or the right to use, industrial, commercial, or scientific equipment", the
reference to these payments was subsequently deleted from that definition in order to
ensure that income from the leasing of industrial, commercial or scientific equipment,
including the income from the leasing of containers, falls under the provisions of Article 7
rather than those of Article 12, a result that the Committee on Fiscal Affairs considers to be
appropriate given the nature of such income.
(Replaced on 23 July 1992; see HISTORY)
Observations on the Commentary
38.
Greece will take into consideration the comments in paragraph 18 above where
payments under the name of royalties are made to a head office by its permanent
establishment.
[Added on 21 September 1995, replacing an earlier renumbered Observation ; see HISTORY]
39.

[Amended and renumbered as paragraph 53 on 31 March 1994; see HISTORY]

40.
Australia does not recognise intra-entity transfers for tax purposes. Accordingly,
Australia does not allow a mark-up for profit on dealings between permanent
establishments or between a permanent establishment and its head office.
(Replaced on 31 March 1994; see HISTORY)
Reservations on the Article
41.
New Zealand reserves the right to exclude from the scope of this Article income from
the business of any form of insurance.
(Renumbered on 23 July 1992; see HISTORY)
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42.
Australia reserves the right to include a provision clarifying its right to tax a share
of business profits to which a resident of the other Contracting State is beneficially entitled
where those profits are derived by a trustee of a trust estate (other than certain unit trusts
that are treated as companies for Australian tax purposes) from the carrying on of a
business in Australia through a permanent establishment.
(Added on 23 July 1992; see HISTORY)
43.

[Renumbered on 21 September 1995; see HISTORY]

44.

[Deleted on 21 September 1995; see HISTORY]

45.

[Renumbered on 21 September 1995; see HISTORY]

46.

[Renumbered on 21 September 1995; see HISTORY]

47.

[Deleted on 21 September 1995; see HISTORY]

48.

[Deleted on 21 September 1995; see HISTORY]

49.

[Renumbered on 21 September 1995; see HISTORY]

50.
Turkey reserves the right to subject income from the leasing of containers to a
withholding tax at source in all cases. In case of the application of Articles 5 and 7 to such
income, Turkey would like to apply the permanent establishment rule to the simple depot,
depot-agency and operational branches cases.
(Added on 23 July 1992; see HISTORY)
51.
Norway and the United States reserve the right to treat income from the use,
maintenance or rental of containers used in international traffic under Article 8 in the same
manner as income from shipping and air transport.
(Added on 23 July 1992; see HISTORY)
52.
Australia and New Zealand reserve the right to propose in bilateral negotiations a
provision to the effect that, if the information available to the competent authority of a
Contracting State is inadequate to determine the profits to be attributed to the permanent
establishment of an enterprise, the competent authority may apply to that enterprise for
that purpose the provisions of the taxation law of that State, subject to the qualification
that such law will be applied, so far as the information available to the competent authority
permits, in accordance with the principles of this Article.
(Amended and renumbered 31 March 1994; see HISTORY)
53.
Australia reserves the right to include a provision that will permit resort to domestic
law in relation to the taxation of the profit of an insurance enterprise.
(Amended and renumbered on 31 March 1994; see HISTORY)
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54.
Mexico reserves the right to tax in the State where the permanent establishment is
situated business profits derived from the sale of goods or merchandise carried out directly
by its home office situated in the other Contracting State, provided that those goods and
merchandise are of the same or similar kind as the ones sold through that permanent
establishment. The Government of Mexico will apply this rule only as a safeguard against
abuse and not as a general "force of attraction" principle; Thus, the rule will not apply
when the enterprise proves that the sales have been carried out for reasons other than
obtaining a benefit under the Convention.
(Added on 21 September 1995; see HISTORY)
[HISTORY Omitted]

