Extractive Industries Taxation: CRP.3 — ATTACHMENT D PEs

Guidance Note on
Permanent Establishment Issues for
the Extractive Industries
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A.- Executive Summary

1.1. This Note examines the concept of permanent establishment (referred to as PE hereafter)
in the extractive industries. In this respect, it focuses on the main PE taxation issues
relating to the extractive industry taking into consideration the relevant provisions and

Commentaries established in the United Model (UN) Model Convention (2011), the OECD
Model Convention
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1.7. An additional important aspect of the O&G sector is that a great number of
subcontractors are normally hired by the company appointed as the operator in the JOA.
The use of many subcontractors is driven by diverse factors as establishing a block is often
an extremely complicated exercise
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6.5.

7.1.

7.2.

7.3.

7.4.

interpret the terms listed dly” 40K I- &l€ (Kat such places of business constitute
permanent establishments only if they meet the requirements of paragraph 1",

Accordingly, the following conditions must be fulfilled to determine the existence of a PE:

il i i i

A distinguishing feature of the PE for source-taxation based on the enterprise’s trade or
business is the requirement of a GTIESR LII-0S 27 dalySaaér Article 5 (1) of the UN model
defines the term PE emphasizing its essential nature as a GFIESR LI-0S 27 odzalySadé with a
specific Galidzaé Although there is no definition of GFIESR LI-0S 27 6d:alySadé as such in the
UN Model Convention, the test is composed of three elements:

- the existence of a GLII0S 27 6udlySade! i.e., a facility such as premises or, in certain
instances, machinery or equipment;

- this place of business must be 6FIESRé! i.e., it must be established at a distinct place
with a certain degree of permanence; and

- the carrying on of the business of the enterprise through this fixed place of
business. This means usually that persons (personnel) not “independent” of the
enterprise conduct its business in the State in which the fixed place is situated.

The mere fact that an enterprise has a certain amount of space at its disposal which is
used for business activities is sufficient to constitute a place of business. The place of
business, however, has to be a 4TIESRE one. Thus following the Commentaries to the UN
Model Convention, there has to be a link between the place of business and a specific
geographical point. However, no physical attachment to the soil is absolutely necessary,
something that may be pertinent for assets that can be regarded connected to a certain
site, as may be the case for drilling-rigs.

It is widely accepted that a PE is constituted only if the place of business remains at a
“distinct” place, or a particular site. An extractive industry example referred to in the
Commentaries provides: 4! YyS OfSI-ife 02yaiilniSa I- ay3tS LI-0S 27 6dalySas even though
business activities may move from one location to another in what may be a very large
mine as it constitutes a single geographical and commercial unit as concerns the mining
odzalySadé Companies involved in the extractive industries often span a large geographical
area. However, mining over a delimited area should constitute a single place of business,
and the work done in that area should be considered to be taking place in a particular
geographical location.

According to the Commentary on Article 5 of the UN Model Convention,* in order to have
a single aLI-0S 27 odatySaas
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9.3.

immaterial whether the premises, facilities or installations are owned or rented by or are
20KSN@1aS I iKS RiaLI2al€ 27 iKS SyliSuLnases

In this respect, it is noted that in 2012 the OECD proposed changes to the Commentaries
on the term ¢l (KS RIaLI2al-€™ to emphasize the fact that where an enterprise has an
exclusive right to use a particular location, which is used for carrying on the enterprise
business, that location is clearly at the disposal of the enterprise, therefore leading to a
PE:

2012 OECD
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11.2.

11.3.

11.4.

11.5.

business. The common feature of these activities is that they are, in general, preparatory
or auxiliary activities and the reason for their exclusion could be found in the difficulties
connected with the attribution of profits to such marginal business activities (that in
most cases generate losses rather than profits).

The OECD Model Convention classifies as auxiliary or preparatory, inter alia, the activity
of keeping a stock of goods and merchandise for storage, display, delivery or processing
by another enterprise, as well as purchase of goods or merchandise and collecting of
information for the use of the headquarters abroad"’.

In this respect, Article 5 (4) of the UN Model reproduces Article 5(4) of the OECD Model

,,,,,

Convention with one substantive amendment: the deletion of GRSH@SIEE in
subparagraphs (a) and (b). The deletion of the word “delivery” reflects the majority view
of the UN Committee that a G&HISK2:a5¢ used for that purpose should, if the
requirements of paragraph 1 are met, be a PE. Where an exclusion does apply, it is
required that the activities be limited to the excluded activities. If an excluded activity is
combined with a core business activity performed through the same place of business, a
PE is created.

It is often difficult to distinguish between activities which have a preparatory or auxiliary
character and those which do not. The decisive criterion is whether the activity of the
business in itself forms dl-y"SaaSylil- 1R @3yw01ya LIMIG 27 kS 1-00ighie 2F iKS SyaSuLmas
14 I gK2{S¢. Each individual case will have to be examined on its own merits.

In this regard, the Report on BEPS Action 7 has proposed to add to the Commentaries
that, a1 I- 3SySUI-E NdzAST 1-y 1-0iGe dKI-0 KI-4 1- LINSLI-I-G2108 OKIHUI-06S 1 2yS (K- 1 OISR
on in contemplation of the carrying on of what constitutes the essential and significant
LG 2F (kS 1-00e 2F (KS SyiSuas 14 I gK2tS oXe 1y 1-00dhie (K1 KI-E 1y 1zEr e
character, on the other hand, generally corresponds to an activity that is carried on to
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authorities as well as to provide certain support to the E&P activities carried out within
each particular area. The activities provided by the office are typically those carried out
by a coordination center, which includes corporate functions, i.e. accounting,
administration, finance, human resources, treasury, information and communication,
technical support, and supervision activities".

12.10.In general, domestic legislation requires the registration of branches, but the relevant
element for determining the existence of a PE is whether the branch has an office. This
office is usually registered as a branch and, therefore, the office is designated as a
branch office in the country. The same applies in certain countries to contractual areas
that likewise are registered as branches.

12.11. The place of management is a place where the business of the whole or part of the
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PE will normally be the contractual area where activities are performed through a joint
venture or association which is governed by a JOA , rather than each of the wells drilled
within such contractual area.

12.15.While dexploitationé activities would always be taxable in the source country under
Article 5 of the UN Model, exploration activities are not mentioned in subparagraph (f).
In this regard, Article 5(1) of the UN Model will govern whether exploration activities are
carried on through a PE.

12.16.The UN Model reproduces the OECD Commentary® that states that Contracting States
“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 t
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company’s right of disposal of the contractual area ends, since following that the
government could offer such area for new investors.

D) Mine, oil or gas well, quarry or any other place of extraction of natural resources

12.22.  As mentioned above, in subparagraph (f) of Article 5 of the UN Model Convention the
expression al-yg 20K LIS 21 SEdiI-0ii2y 21 yiI-idil-£ 1Sa2d1054¢
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aeKS GSIY” aLISIY 1Syl Sail-ofiak Y Syl 182 Sy02Y Ll-aaSay
(a) a building site, assembly or installation project or supervisory activities in connection
(IKSUS @K Bzl 2yt ¥ 420K &ST LIN2eSOh 20 1-0MdMiSa f1-40 Y 208 (KI-y SI3Ki Y 2yiKaTé

Article 5(1)(g) treaty between Jordan and Romania of 10 October 1983
al- odiRly3 &i0S 20 02yailk0ii2y 20 1-adembly project which exists for more than seven
Y 2yiKité

Article 5(3) treaty between Austria and South Africa of 4 March 1996 a1 6dfRly3 aiiS 21
construction or installation project constitutes a permanent establishment only if it lasts
Y218 (KIy (5SS Y2yiKae

13.4. The Commentary on Article 5 (3) of the OECD Model, reproduced by the UN
Model Convention, extends the scope of the definition of construction {2 4iKS fl-8ty3 27
pipe-fiySd IyR SEOIOI-ily3 IyR RUISRINy3£. Likewise, as mentioned above, drilling
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13.8. But, as noted, many subcontractors perform their activities

22| Page



Extractive Industries Taxation: CRP.3 — ATTACHMENT D PEs

several parts, each covering a period less than [six] 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 anti-avoidance rules, countries concerned with this issue can adopt solutions in
the framework of bilateral neg2{ill-ii2yaté

14.5. BEPS Action 7 specifically addresses the splitting up of construction contracts
between group companies into shorter periods of time in order to benefit from the
"construction site" exemption. The OECD sets out that the splitting should be
prevented by applying the principal purposes test, proposed as part of Action 6 on the
prevention of treaty abuse, or by a specific provision which aggregates the activities of
closely related enterprises on the same site during different periods of time (each
exceeding 30 days) for the purpose of determining the 12-
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circumstances: (a) If these facilities are used to transport goods owned by third parties,
then they are considered to be a PE with respect to the owner/operator of the pipeline,
and neither Art. 5(4)(@)* (which is restricted to delivery of goods or merchandise
belonging to the enterprise that uses the facility) nor Article 5(4)(e)* (since the cable or
pipeline is not used solely for the enterprise and given the nature of the business)
applies; (2) If these facilities transport goods owned by the owner/operator of the
pipeline, Article 5(4)(a) would be applicable if such transport is merely incidental to the
business of the enterprise, as in the case of an enterprise that is in the business of
refining oil and that owns and operates a pipeline that crosses the territory of the
country solely to transport its own oil to its refinery located in another country.

16.3. As above mentioned, cables or pipelines that cross the country would be
considered to be a PE if these facilities are used to transport property belonging to
other enterprises. For the customer of the operator of the cable or pipeline (the
enterprise whose product is transported from one place to another) who does not have
the cable or pipeline at its disposal, the cable or pipeline cannot be considered a PE.

16.4. In a decision of the German Bundesfinanzhof (Federal Tax Court) in the
Pipeline Case (No. IR 12/92 dated 30 October 1996), a Netherlands company owned an
underground pipeline for transporting third-party customers’ crude oil and petroleum
products. That pipeline was situated in the Netherlands and Germany. The pipeline was
operated by the Netherlands company remotely from the Netherlands, without having
any personnel in Germany.
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17.3. Therefore, taxing jurisdiction of a State extends to its territorial waters,
exclusive economic zone or outer continental shelf if the activities are connected to
exploration or exploitation of natural resources. This implies that coastal States have
the right to conduct petroleum drilling works and lay submarine cables or pipelines in
its continental shelf. These rights are exclusive in the sense that if the coastal State
does not explore the continental shelf or exploit its natural resources, ho one may
undertake these activities without the express consent of the coastal State.

)

17.4. Accordingly, it could be concluded that States have sovereign rights in seabed
land beyond their territorial limits but only
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17.5. In this respect, the terms “a Contracting State” and “the other Contracting
State” in Article 3 of the UN Model Convention normally include a referen
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21.5. In addition, many countries have established “ring fence” regulations which disallow
offsetting losses from one field against profits of another. Even in countries that permit
con
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21.9.

The E&P blocks are where the actual E&P activities are performed, and each
block is generally governed under distinct petroleum contracts assigned to joint
ventures with different partners governed under a JOA, while the office as a
coordination centre provides administrative and technical support, and supervisory
activities to each of the blocks in which the company has a participation. Therefore,
the E&P blocks and the office are considered to carry on different activities, which
cannot be regarded as a single project.

21.10. With respect to subcontractors, the individual circumstances of each case have

to be considered since having signed different contracts with different clients, as long
as no abusive elements are found, should not lead to an aggregation of the projects
into a single project with regard to the calculation of the timing threshold established
in the tax treaty.

K.- The attribution of profits to PE

22.1.
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and 7*%, however decided to retain Article 14, although an alternative provision was
introduced in the Commentary for States that wished to remove Article 14:

UN ALTERNATIVE TEXT FOR COUNTRIES WISHING TO DELETE ARTICLE 14

15.5 Article 14 would be deleted. Subparagraph (b) of paragraph 3 1 0 0s3()] TJ.84 -66(3)-353ould
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M.- Fees for technical and other services
24.1. A new Article is added to the United Nations Model Convention of 2017 to allow a
Contracting/F5.

3B|Page



Extractive Industries Taxation: CRP.3 — ATTACHMENT D PEs

independent personal services from a fixed base situated in that other State, and the fees
for technical services are effectively connected with

a) such permanent establishment or fixed base, or b) business activities referred to in (c)
of paragraph 1 of Article 7.In such cases the provisions of Article 7 or Article 14, as the
case may be, shall apply.

5. For the purposes of this Article, subject to paragraph 6, fees for technical services

shall be deemed to arise in a Contracting State if the payer is a resident of that State or if
the person paying the fees, whether that person is a resident of a Contracting State or
not, has in a Contracting State a permanent establishment or a fixed base in connection
with which the obligation to pay the fees was incurred, and such fees are borne by the
permanent establishment or fixed base.

6. For the purposes of this Article, fees for technical services shall be deemed not to

arise in a Contracting State if the payer is a resident of that State and carries on business
in the other Contracting State or a third State through a permanent establishment
situated in that other State or the third State, or performs independent personal services
through a fixed base situated in that other State or the third State and such fees are borne
by that permanent establishment or fixed base.

7. Where, by reason of a special relationship between the payer and the beneficial owner
of the fees for technical services or between both of them and some other person, the
amount of the fees, having regard to the services for which they are paid, exceeds the
amount which would have been agreed upon by the payer and the beneficial owner in the
absence of such relationship, the provisions of this Article shall apply only to the last-
mentioned amount [the amount that would have been agreed upon in the absence of
such relationship]. In such case, the excess part of the fees shall remain taxable according
to the laws of each Contracting State, due regard being had to the other provisions of this
Convention.
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