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ARTICLE 5- PERMANENT ESTABLISHMENT




STRUCTURE OF ARTICLE -5 (OECD) 1 QUICK OVERVIEW

Para 1

Para 2

Para 3

Para 4

Para b

Para 6

Para 7

Basic Rule

Specific Inclusions -lllustrative list of PEs

Building site, Installation projects, Furnishing of Service, etc.

Exclusions T Activities which do not constitute PE

Dependent agents may be a PE

Independent agents not a PE

Associate Enterprises T Control of a subsidiary does not constitute a PE



BASIC RULE PE



ARTICLE 5(1)- BASIC RULE PE

W AFor the purposes of this Convention
means a fixed place of business through which the business of an
enterprise i s wholly or partly carri

A There must be a fixed place of business (situs test);

A The fixed place of business must be located [in a] certain territorial area (locus
test);

A The use of the fixed place of business must last for a certain period of time
(tempus test);

A The taxpayer must have a certain right of use [over] the fixed place of business
(ius test);

A The activities performed through the fixed place of business must be of a
business character (business activity test)



m CONDITIONS MUST BE MET EOR A BASIC
3 RUI E PE TO EXIST




CONDITION 1- A PLACE OF BUSINESS

B Fixed place:
A Usually linked to a specific geographic
A Presence should be visible in the other contracting state

B Any premises, facilities or installation or tangible asset used for carrying on
the business

A whether or not used exclusively for that purpose

B Movable places of business with a temporary fixed location meet the locus
test

B Activities carried out within a defined geographical location could constitute a
PE; eg, a diving offshore vessel functioning within a defined area, dealer
selling merchandise from a mobile van



CONDITION 1- A PLACE OF BUSINESS

B Place should be at the disposal of the foreign enterprise for the purpose of
its business activities

B The foreign enterprise should have the ability to exercise some right or
dominion or control

B Legal right to use need not be the sole determinant; factual use or exercise
of such right will have a greater bearing



MEANING OF PET EXTRACRS FROM JUDICIAL PRECEDENTS

B The concept as explained by Andhra Pradesh High Court in C.1.T. V/s.
Vi sakhapatnam Port Trust (144 | TR 14

AT hwrds O per marsd ratb | i postulaenthedxistence of a
substantial element of an enduring or permanent nature of a foreign
enterprise in another country which can be attributed to a fixed
place of business in that country. It should be such as that it would
amount to a virtual projection of the foreign enterprise of one

country into the soil of anotherc ou n.t r y o



PLACE OF BUSINESS T EXAMPLES

Fishing boat operated within the territorial waters

Streets in a city? E.g. milkman selling milk on streets

Circus or a carnival performing at different places in a city
Concert tours, music shows etc.

Restaurants and shops on-board ships in international traffic?
Home offices

Part ner 0 sl afPE ®@rthe pagtreership?

Joint ventures/ AOP

Trusts
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MEANING OF PET EXTRACTS FROM JUDICIAL PRECEDENTS

M Extract from (Subsea OffshorelLtd.-6 6 | TD 296¢é 303, 3
ITAT)

A ié..it seems to be evident that per man
of fixed nature with permanency, and it does not include in its ambit a moving
vessel which operates near a fixed place and which does not belong to the
assessee. O

A - Assesseeds vessel being in I ndia only
enduring continuity nor could it be said in this case that there was a virtual

projection of the assessee into the soil of India

M Extract from (P.No.240f1996-237 | TR 798¢ 805) ( AA

A ilt seems to the authority that the ex
possibility of locating, identifying or pointing out to a definite place as the place
from which a business is carried on and does not import a requirement that the
pl ace of business should be stationary
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CONDITION 21 PLACE OF BUSINESS MUST BE FIXED

B It may be owned, rented or leased.
A Even illegal occupation could constitute a PE.

B It may also include machinery or equipment.

A Machinery or equipment constituting the place of business need not be actually
fixed to the soil on which it stands. It is enough if it remains on a particular site

B Some examples-
A Ships used as Museum, Restaurant etc. and located at a certain place
A Qil rigs firmly anchored to the sea bed and repeatedly used for a certain work or
for the same principle

A An automatic vending machine, gaming machine at a fixed place and operated
and maintain by enterprise or its dependent agent
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CONDITION 3T BUSINESS ACTIVITY THROUGH FIXED PLACE

B Business of the enterprise (wholly or party) must be carried through the
fixed place of business

B No minimum threshold under Indian law

A An isolated activity cannot lead to establishment of a fixed base PE as the
ingredients of regularity, continuity and repetitiveness will be missing.

B Activity need not be of productive character (OECD Commentary)

W AActivity testo would be satisfied
dependent agent) at the fixed place of business.

M AActivity testo would al so be satiisf

Say Fully Automatic pumping stations or Gaming or vending Machines.

B Leasing tangible property or arranging finance through a fixed place of
business can constitute a PE
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SOME JUDICIAL PRECEDENCE

B The residence of a country manager was held to be a fixed place of
business as the same was also an office address [Sutron Corporation, 268
ITR 156 (AAR)]

B An office space of 3 X 6 metres was held to be fixed place of business
[Motorola Inc & Others, 95 ITD 269 (Del)]

B The diving offshore vessel functioning within a defined area (defined
geographical location) was held to be a fixed place [P. No. 24 of 1996, 237
ITR 798(AAR)]

B However, a moving vessel performing repairs of submarine pipelines in
India was held as Not constituting a PE. [Subsea Offshore Ltd.. 66 ITD 296
(Mum)]

MW Conducting of golf tournament in | nd
to existence of a fixed base PE in India. [Golf in Dubai, LLC, 306 ITR 374
(AAR)]
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SOME JUDICIAL PRECEDENCE

B The use of the premises by an agent for the purpose of the business of the
principal may lead to the interpretation that such premises are at the
disposal of the principal and therefore constitute a PE [Galileo International
Inc and Maruthi Info and Tech Centre v DCIT (114 TTJ 289)]

B Similarly, in ACIT v DHL Operations BV (108 TTJ 152), the office of a local
courier company was considered to constitute a PE for the foreign company
engaged in providing courier services since the foreign company delivered
packages to the local courier company for onward delivery to the addressee
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COMMENCEMENT & CESSATION OF A PE

B PE comes into existence, as soon as the foreign enterprise commences
business activities through a fixed place.

B The time spent to establish the fixed place of business should be excluded.

B A PE ceases to exist when the foreign enterprise disposes the fixed place of
business.

B A PE ceases to exist when the business activities being carried out through
it cease or terminate.

B Temporary closure or interruption of operations i No cessation of PE
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SPECIFIC PE
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ILLUSTRATIVE LIST

B Article 5(2) provides for an illustrative list of facilities constituting a PE

B The term PE includes especially:

A

> >y D> D

A

A place of management
A branch

An office

A factory

A workshop; and

A mine, an oil or gas well or any other place of extraction of natural resources

B OECD considers the satisfaction of conditions prescribed in paragraph 1 of
Article 5 as a prerequisite for examples in paragraph 2 to constitute a PE
[Para 12]

B India does not agree with the above interpretation and holds that all the

examples provided under paragraph 2 of Article 5 could independently
constitute a PE [Para 28]
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ARTICLE 5(2) - SOME JUDICIAL PRECEDENT

In case of Micoperi SPA Milano (82 ITD 369), Mumbai Tribunal held that a
project office constitutes a PE since expenses are incurred on account of
telex, telephone, postage etc. out of rupee receipts by a project office.

However, Delhi Tribunal in BKI/HAM VOF (70 TTJ 480) held that a project
office does not carry on a business at all and is merely a support office
existing solely for the purpose of facilitating the performance of a contract;
hence it is not a PE.

Andhra Pradesh High Court, in case of Vishakhapatnam Port Trust (144 ITR
146), held that a representative office would not constitute a PE.

In case of Motorola Inc. (95 ITD 269) and Western Union Financial Services
Inc. (101 TTJ 56), it was held that a liaison office would not constitute a PE.

However, In UAE Exchange Centre LLC (268 ITR 9), depending upon the
facts of the case, AAR ruled that an Indian liaison office of a foreign
enterprise was a PE.
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EXCLUSIONS
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EXCLUSIONS

B The following are excluded from the definition of PE:
A Use of facilities solely for storage or display of merchandise

A Maintenance of stock of goods solely for the purpose of processing by another
enterprise

A Maintenance of a fixed place of business solely for
A Advertising
A Supply of information
A Scientific research

A Other similar activities which have a preparatory or auxiliary character
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CONSTRUCTION OR
INSTALLATION PE
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ARTICLE 5(3) T CONSTRUCTION OR INSTALLATION PE

> A building site or construction or

U construction of roads, bridges or canals

U renovation (involving more than mere maintenance or redecoration) of buildings,

roads, bridges or canals
U Laying of pipelines
U excavating and dredging
U installation of new equipment in an existing building or outdoors

U onsite planning and supervision of the construction of a building

[OECD model treaty commentary, para 17]
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CONSTRUCTION PET TEMPUS TEST

The permanence element of a PE is replaced by a test of minimum length
of time

The minimum period starts when the enterprise starts to perform business
in connection with the building or construction or installation project

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 and it continues to exist until the work is completed or
permanently abandoned

Seasonal interruptions including interruptions due to bad weather and
temporary interruptions should be included in determining the life of a site

If a contractor subcontracts parts of a project, the period spent by a sub-
contractor working on the building site must also be considered as being
time spent on the building project

The sub-contractor himself has a PE at the site if his activities there last
more than 12 months
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SERVICE PE

S



SCOPE

B The term permanent establishment includes especially:

ée. .furnishing of services, other
Article 12 (Royalties and Fees for Included Services), within a Contracting
State by an enterprise through employees or other personnel, but only if:

A Activities of that nature continue within that State for a period or periods
aggregating more than 90 days within any twelve-month period; or

A The services are performed within that State for a related enterprise within the
meaning of paragraph 1 of Article 9 (Associated Enterprises)

B The permanence element of a PE is replaced by a test of minimum length
of time in the case of Service PE as in case of Construction PE

B [tis important to evaluate the requirements of Article 12 before examining
the service PE clause

B The number of days calculation is based on man days
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STEWARDSHIP

B Stewardship services are rendered to protect the interest of the customer/
principal

B Stewards are typically not involved in the day-to-day management or in
rendering the services undertaken by the service provider
B Their function is essentially of quality control and ensuring confidentiality

B Usually, the foreign enterprise does not receive fees from the recipient of
such services and the cost of the personnel performing these services are
also borne by the foreign enterprise

B Given the above, stewardship activities do not lead to the constitution of a
service PE
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SECONDMENT

B The typical features of a secondment are:

A An employee of enterprise X in State X is seconded to enterprise Y in State Y;
he continues on the payroll of enterprise X

A Employee resides and renders services in State Y; he reports to enterprise Y

A The employee may continue to be paid by enterprise X who in turn is
reimbursed by enterprise Y

B Critical parameters in determining the existence of a PE or otherwise
A Commercial justification
A Enterprise which exercises control over the employee

A Existence or otherwise of a lien on employment with enterprise X for the
employee

B The SC distinguished between legal employment and economic
employment in the case of Morgan Stanley
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DEPUTATION

B The typical features of deputation are:

A An employee of enterprise X in State X is deputed to enterprise Y in State Y; he
shifts to the payroll of enterprise Y

A Employee resides and renders services in State Y; he reports to enterprise Y

A Salary of the employee is paid by enterprise Y

B It may be possible to demonstrate that the employee does not retain a lien
on his employment with enterprise X

B Deputation may not be preferred since:

A Employees are keen to retain a lien

A Continuity of social security/ provident fund/ mortgage could be affected
A Position of the employee within the organization could be affected
A

The period for which the services of the employee are required could be short
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AGENCY PE
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DEPENDENT AGENCY

M ANotwithstanding the provisions
person d other than an agent of an independent status to whom
paragraph 6 applies & is acting on behalf of an enterprise and has,
and habitually exercises, in a Contracting State an authority to
conclude contracts in the name of the enterprise, that enterprise
shall be deemed to have a permanent establishment in that State in
respect of any activities which that person undertakes for the
enterprise, unless the activities of such person are limited to those
mentioned in paragraph 4 which, if exercised through a fixed place
of business, would not make this fixed place of business a
per manent establishment under th
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AGENCY UNDER TREATY

B Replaces requirement of fixed place of business

B Employees of the enterprise can be dependent agents if they meet the
requirements of paragraph 5 (habitually exercise authority to conclude
contracts etc.)

B Only dependent agent constitutes a PE who-
A Acts on behalf of enterprise
A Has authority to conclude contracts

A Has no authority but habitually maintains stock of goods and regularly delivers
goods for the enterprise

B PE in the State would be only in respect of activities which the agent
undertakes for the enterprise

B Contracts must relate to the profit making activity of the enterprise -ii't h e
business propero of the enterprise
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DEPENDENT AGENCY

W An agent -wi l| not ~constitute a PE of
independent statuso, i .e.,

A Legally and economically, he is independent of the enterprise on whose behalf he
acts, and

A When acting on behalf of the enterprise, he acts in the ordinary course of his
business.

B Under Indian contract law, agency can be created in the following ways:
A Actual express or implied authority
A Ratification
A Ostensible authority
A Necessity
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JUDICIAL PRECEDENT - ORDINARY COURSE OF THE BUSINESS

B A newspaper company, collecting advertisements for other foreign
newspapers, acts in the fnAordinary <co

solicitation agreement with foreign principals [Al Nisr Publishing, In re, 239
ITR 879 (AAR)]

B The department of Posts accepts money orders for transfer of funds within
India, Engaging itself in the same type of business with international
ramifications, i.e., money transfer services across international borders, is
just an extension of iIts business an
b usi nWesterno Unjon Financial Services Inc., 101 TTJ 56 (Del)]
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JUDICIAL PRECEDENT - ORDINARY COURSE OF THE BUSINESS

B A local custodian providing custodial services to various FllIs is acting in
Anordinary courseo of I1ts business in
IS not a special business done exclusively for a single FlI.

A Fidelity Advisor Series - 271 ITR 1 (AAR)
A XYZ [/ ABC Equity Fund- 250 ITR 230 (AAR)

B An entity, that produces television software (A) and which licenses its

software to a broadcasting entity (B
busi nesso when it solicits advertise
t hat such solicitation is incidental

programmes (TVM Ltd., 237 ITR 230 (AAR)]
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