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MODEL CONVENTION

ARTICLE 5
PERMANENT ESTABLISHMENT

1. For the purposes of this Convention, the term “permanent establishment” means
a fixed place of business through which the business of an enterprise is wholly or
partly carried on.

2. The term “permanent establishment” includes especially:
a) aplace of management;
b) abranch;
¢) an office;
d) a factory,
¢) a workshop, and
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MODEL CONVENTION

f) a mine, an oil or gas well, a quarry or any other place of extraction of natural
resources.

3. A building site or construction or installation project constitutes a permanent
establishment only if it lasts more than twelve months.

4. Notwithstanding the preceding provisions of this Article, the term “permanent
establishment” shall be deemed not to include:

a) the use of facilities solely for the purpose of storage, display or delivery of goods
or merchandise belonging to the enterprise;

b) the maintenance of a stock of goods or merchandise belonging to the enterprise
solely for the purpose of storage, display or delivery;

c) the maintenance of a stock of goods or merchandise belonging to the enterprise
solely for the purpose of processing by another enterprise;

d) the maintenance of a fixed place of business solely for the purpose of purchasing
goods or merchandise or of collecting information, for the enterprise;

e) the maintenance of a fixed place of business solely for the purpose of carrying
on, for the enterprise, any other activity of a preparatory or auxiliary character;

f) the maintenance of a fixed place of business solely for any combination of
activities mentioned in subparagraphs a) to e), provided that the overall activity
of the fixed place of business resulting from this combination is of a preparatory
or auxiliary character.

5. Notwithstanding the provisions of paragraphs 1 and 2, where a person — other
than an agent of an independent status to whom paragraph 6 applies — is acting on
behalf of an enterprise and has, and habitually exercises, in a Contracting State an
authority to conclude contracts in the name of the enterprise, that enterprise shall be
deemed to have a permanent establishment in that State in respect of any activities
which that person undertakes for the enterprise, unless the activities of such person
are limited to those mentioned in paragraph 4 which, if exercised through a fixed place
of business, would not make this fixed place of business a permanent establishment
under the provisions of that paragraph.

6.  An enterprise shall not be deemed to have a permanent establishment in a
Contracting State merely because it carries on business in that State through a broker,
general commission agent or any other agent of an independent status, provided that
such persons are acting in the ordinary course of their business.

7. The fact that a company which is a resident of a Contracting State controls or is
controlled by a company which is a resident of the other Contracting State, or which
carries on business in that other State (whether through a permanent establishment or
otherwise), shall not of itself constitute either company a permanent establishment of
the other.
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COMMENTARY ON ARTICLE 5

Electronic commerce

42.1 There has been some discussion as to whether the mere use in electronic
commerce operations of computer equipment in a country could constitute a
permanent establishment. That question raises a number of issues in relation to the
provisions of the Article.

422 Whilst a location where automated equipment is operated by an enterprise may
constitute a permanent establishment in the country where it is situated (see below), a
distinction needs to be made between computer equipment, which may be set up ata
location so as to constitute a permanent establishment under certain circumstances,
and the data and software which is used by, or stored on, that equipment. For instance,
an Internet web site, which is a combination of software and electronic data, does not
in itself constitute tangible property. It therefore does not have a location that can
constitute a “place of business” as there is no “facility such as premises or, in certain
instances, machinery or equipment” (see paragraph 2 above) as far as the software and
data constituting that web site is concerned. On the other hand, the server on which
the web site is stored and through which it is accessible is a piece of equipment having
a physical location and such location may thus constitute a “fixed place of business” of
the enterprise that operates that server.

423 The distinction between a web site and the server on which the web site is stored
and used is important since the enterprise that operates the server may be different
from the enterprise that carries on business through the web site. For example, it is
common for the web site through which an enterprise carries on its business to be
hosted on the server of an Internet Service Provider (ISP). Although the fees paid to the
ISP under such arrangements may be based on the amount of disk space used to store
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the software and data required by the web site, these contracts typically do not result
in the server and its location being at the disposal of the enterprise (see paragraph 4
above), even if the enterprise has been able to determine that its web site should be
hosted on a particular server at a particular location. In such a case, the enterprise does
not even have a physical presence at that location since the web site is not tangible. In
these cases, the enterprise cannot be considered to have acquired a place of business
by virtue of that hosting arrangement. However, if the enterprise carrying on business
through a web site has the server at its own disposal, for example it owns (or leases)
and operates the server on which the web site is stored and used, the place where that
server is located could constitute a permanent establishment of the enterprise if the
other requirements of the Article are met.

424 Computer equipment at a given location may only constitute a permanent
establishment if it meets the requirement of being fixed. In the case of a server, what
is relevant is not the possibility of the server being moved, but whether it is in fact
moved. In order to constitute a fixed place of business, a server will need to be located
at a certain place for a sufficient period of time so as to become fixed within the
meaning of paragraph 1.

42.5 Another issue is whether the business of an enterprise may be said to be wholly
or partly carried on at a location where the enterprise has equipment such as a server
at its disposal. The question of whether the business of an enterprise is wholly or
partly carried on through such equipment needs to be examined on a case-by-case
basis, having regard to whether it can be said that, because of such equipment, the
enterprise has facilities at its disposal where business functions of the enterprise are
performed.

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

42.7 Another issue relates to the fact that no permanent establishment may be
considered to exist where the electronic commerce operations carried on through
computer equipment at a given location in a country are restricted to the preparatory
or auxiliary activities covered by paragraph 4. The question of whether particular
activities performed at such a location fall within paragraph 4 needs to be examined on
a case-by-case basis having regard to the various functions performed by the
enterprise through that equipment. Examples of activities which would generally be
regarded as preparatory or auxiliary include:

— providing a communications link ~ much like a telephone line - between

suppliers and customers;

— advertising of goods or services;

98 MODEL TAX CONVENTION (CONDENSED VERSION) - ISBN 978-92-64-04818-8 - © OECD 2008



COMMENTARY ON ARTICLE 5

— relaying information through a mirror server for security and efficiency
purposes;

— gathering market data for the enterprise;

— supplying information.
42.8 Where, however, such functions form in themselves an essential and significant
part of the business activity of the enterprise as a whole, or where other core functions
of the enterprise are carried on through the computer equipment, these would go
beyond the activities covered by paragraph 4 and if the equipment constituted a fixed
place of business of the enterprise (as discussed in paragraphs 42.2 to 42.6 above), there
would be a permanent establishment.

42.9 What constitutes core functions for a particular enterprise clearly depends on
the nature of the business carried on by that enterprise. For instance, some ISPs are in
the business of operating their own servers for the purpose of hosting web sites or
other applications for other enterprises. For these ISPs, the operation of their servers in
order to provide services to customers is an essential part of their commercial activity
and cannot be considered preparatory or auxiliary. A different example is that of an
enterprise (sometimes referred to as an “e-tailer”) that carries on the business of
selling products through the Internet. In that case, the enterprise is not in the business
of operating servers and the mere fact that it may do so at a given location is not
enough to conclude that activities performed at that location are more than
preparatory and auxiliary. What needs to be done in such a case is to examine the
nature of the activities performed at that location in light of the business carried on by
the enterprise. If these activities are merely preparatory or auxiliary to the business of
selling products on the Internet (for example, the location is used to operate a server
that hosts a web site which, as is often the case, is used exclusively for advertising,
displaying a catalogue of products or providing information to potential customers),
paragraph 4 will apply and the location will not constitute a permanent establishment.
If, however, the typical functions related to a sale are performed at that location (for
example, the conclusion of the contract with the customer, the processing of the
payment and the delivery of the products are performed automatically through the
equipment located there), these activities cannot be considered to be merely
preparatory or auxiliary.

42.10 A last issue is whether paragraph 5 may apply to deem an ISP to constitute a
permanent establishment. As already noted, it is common for ISPs to provide the
service of hosting the web sites of other enterprises on their own servers. The issue
may then arise as to whether paragraph 5 may apply to deem such ISPs to constitute
permanent establishments of the enterprises that carry on electronic commerce
through web sites operated through the servers owned and operated by these ISPs.
Whilst this could be the case in very unusual circumstances, paragraph 5 will generally
not be applicable because the ISPs will not constitute an agent of the enterprises to
which the web sites belong, because they will not have authority to conclude contracts
in the name of these enterprises and will not regularly conclude such contracts or
because they will constitute independent agents acting in the ordinary course of their
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business, as evidenced by the fact that they host the web sites of many different
enterprises. It is also clear that since the web site through which an enterprise carries
on its business is not itself a “person” as defined in Article 3, paragraph 5 cannot apply
to deem a permanent establishment to exist by virtue of the web site being an agent of
the enterprise for purposes of that paragraph.

100 MODEL TAX CONVENTION (CONDENSED VERSION) - ISBN 978-92-64-04818-8 - © OECD 2008



