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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 Nations Model Convention (2011)*, the OECD Model Convention
(2014) and the US Model Convention (2016)2.

1.2.  While reference is made to the mining sector as required, the Note mainly deals with the PE
concept in the oil and gas (hereinafter referred to as O&G) sector where a wide array of
taxation issues arise. This paper elaborates on the implications of recognizing the presence of
a PE, distinguishing the tax consequences for
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can be easier to set up and close down, making this structure more convenient for 0&G
companies that frequently enter into new countries lacking full knowledge of and experience
in their markets. If the investment turns out to be unsuccessful (e.g. when there is no
commercial finding during the exploration phase), the O&G company needs to smoothly
withdraw from



E/C.18/2016/CRP.22

4.6.

4.7.

Notwithstanding the unchanged definition of PE in the OECD Model, divergent interpretations
of the meaning of this term can be found for similar situations in different countries. Reasons
for this could be due not only because of their different fiscal interest or their capacity to
develop the natural resources with companies established within the country (e.g., countries
without the technology and know-how necessary to explore and exploit their resources versus
those having such expertise and skills) but in general because the concept of PE can give rise
to different interpretations due to the language used in tax treaty models.

Explb64ti6a Bexd production (hereinafter referred as E&P)° activities are usually carried out by
0&G/F3/F3 11.0 841.92 reWmBT/,11.04 Tf1 00 1 476.2(1.92 re1S8871(e ) 595.32 841.92 reWnBT/F3 11.04 "
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5.7.

located: “The term “permanent establishment” includes especially: (a) a place of
management, (b) a branch, (c) an office, (d) a factory, (e) a workshop, (f) a mine, an oil or gas
well, a quarry or any other place of extraction of natural resources.” However, according to
the Commentaries to the UN Model Convention, itis assumed that States interpret the terms
listed “in such a way that such places of business constitute permanent establishments only if
they meet the requirements of paragraph 17°,

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

12
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Model Convention,? a six-month time limit is normally considered long enough to be
considered to be “fixed” it is though recognized that a PE may exist even for a short period of
time under certain circumstances?. However, States and domestic courts diverge when it
comes to determining the minimum period of time needed to establish a PE.

7.2. In any event, the “fixed place” in Article 5(1) is normally complied with for O&G companies as
most countries require a local presence for performing E&P activities and, given the expected
timeline for E&P operations, that presence normally exceeds a year®. This test becomes more
relevant in respect of subcontractors due to the shorter period they normally spend in the
source country.

The “right of use/at the disposal test”

8.1. Paragraph 3 of the UN Commentary on Article 5 (citing paragraphs 4 to 4.2 of the OECD
Commentary on Article 5) explain that a place of business may constitute a PE of an enterprise
if that place is “at the disposal of” the enterprise. Following the UN Commentaries, “no formal
legal right to use that place is [...] required”. The Commentaries further clarify that “Whilst no
formal legal right to use a particular place is required for that place to constitute a permanent
establishment, the mere presence of an enterprise at a particular location does not necessarily
mean that that location is at the disposal of that enterprise.”

8.2. It is, therefore, generally accepted that no legal title is required to use a particular place of
business. The Commentary on Article 5 of the UN Model notes, in particular that “It is
immaterial whether the premises, facilities or installations are owned or rented by or are
otherwise at the disposal of the enterprise.”

8.3. However not formally implemented in the 2014 OECD Model, it is interesting to note that in
2012 the OECD proposed changes to the Commentaries on the term “at the disposal”? 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.

23
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2012 OECD changes to Commentaries on the term “at the disposal”

4.2 [..] Whether a location may be considered to be at the disposal of an enterprise in such a way
that it may constitute a “place of business through which the business of [that] enterprise is wholly
or partly carried on” will depend on that enterprise having the effective power to use that location
as well as the extent of the presence of thean enterprise at that location and the activities that it
performs there. This is illustrated by the following example. Where an enterprise has an exclusive
legal right to use a particular location which is used only for carrying on that enterprise’s own
business activities (e.g. where it has legal possession of that location), that location is clearly at the
disposal of the enterprise.

8.4.  As mentioned above, the signature of a petroleum contract between the O&G company and
the government is, in general, the starting point that leads to physical presence in a country.
Such contract entitles the O&G company to carry out E&P activities within a delineated
geographical area. Notwithstanding the 2012 OECD changes addressing legal rights as an
element that satisfies the “at the disposal” test, certain tax treaties had already considered
that the conferral of legal rights towards the exploration or extraction of natural resources
gives rise to the existence of a PE:

Examples of tax treaties referring to legal rights related to the extractive industry as a PE

15
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The “business connection test”

9.1.  An enterprise performing a “business activity” and maintaining a fixed place of business in
another country may still not have a PE in such country. The PE definition establishes that the
business activities must be carried on “through” a fixed place of business.

9.2.  According to the UN Commentaries on Article 5, “the words "through which” must be given a
wide meaning so as to apply to any situation where business activities are carried on at a
particular location that is at the disposal of the enterprise for that purpose. Thus, for instance,
an enterprise engaged in paving a road will be considered to be carrying on its business
“through’ the location where this activity takes place.”?’

9.3.  To apply the “business connection test” it is important to identify the party whose business is
served by the place of business. In the extractive sector the activity performed through the
place of business may not be the business of the contractor, but of the subcontractors. This
may give rise to one or more overlapped PEs in the same situs. One from the contractor (each
contractual area is independently managed through the corresponding JOA) and, subject to
its own tests, a PE of the subcontractor or subcontractors performing activities in the
contractual area. For example, the subcontractor itself would have a PE at the site if its
activities there last more than [six] months.

94. Even though the JOA appoints one of O&G partners as the operator of the block, non-operator
partners would also be deemed to have a PE in the source country because the business
activity carried out at the contractual area is regarded to be a joint business activity. It is
important to note that normally all partners have signed the petroleum contract with the

16
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10.2.

10.3.

10.4.

10.5.

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 “delivery” in subparagraphs (a)
and (b). The deletion of the word “delivery” reflects the majority view of the UN Committee
that a “warehouse” 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 “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®.

Typical PE issues that may arise concerning the application of Article 5(4) of the UN Model
Convention in the extractive sector are those related to representative offices, warehousing
and pipelines, which are discussed later.

Application to phases of extractive industries project life cycles

11.1.

The stages of a typical extractive industry project can be divided into the following phases: (i)
licensing, (ii) exploration, (iii) a

17
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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®.

12.9. Ingeneral, 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

20
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through a joint venture or association which is governed by a JOA, rather than each of the
wells drilled within such contractual area.

12.14. While “exploitation” 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.

12.15. The UN Model reproduces the OECD Commentary** that states that Contracting States “may

21
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13.3.  The period of time under the construction Article may, accordingly, be agreed by contracting
States and vary from one treaty to another:

Examples of tax treaties with a different time period under the construction clause

Article 5(3) treaty between Morocco and the United Arab Emirates of 9 February 1999

“The term “permanent establishment also encompasses:

(@) a building site, assembly or installation project or supervisory activities in connection
therewith, but only if such site, project or activities last more than eight months;”

Article 5(1)(g) treaty between Jordan and Romania of 10 October 1983
“a building site or construction or assembly project which exists for more than seven months.”

25
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13.7.  As previously discussed, it is not generally significant for O&G companies whether Article 5(1)
or the construction work clause established in Article 5(3) of the UN Model Convention
applies. E&P activities of 0&G companies by definition have local presence that constitutes a
PE or more than one PE within the source country and, in any case, would exceed the time
thresholds of most construction clauses.

13.8.  But, as noted, many subcontractors perform their activities in the contractual area. The type

26
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Drilling activity
14.1. Many types of platforms exist depending on the circumstances. In general, platforms may be
fixed to the ocean floor

27
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of the parties, irrespective of the close cooperation between both companies. Consequently,
Tric was not considered to have a PE in Norway. 4

14.9. In another case, the Canadian Income Tax Rulings Directorate, Legislative Policy and
Regulatory Affairs Branch of Canada concluded in an advance income tax ruling® that entering
into a bareboat agreement for a ship to be used in Canadian waters could not be regarded as
PE.

14.10. In some tax treaties, the use of “substantial equipment” in the source country

29
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... industrial, commercial or scientific equipment”. Many countries include these payments
in the definition of royalties in their tax treaties:

Article 12(3)(c) of the tax treaty between Australia and Chile of 10 March 2010

3.The term "royalties™ in this Article means payments or credits, whether periodical or not,
and however described or computed, to the extent to which they are made as consideration
for:

()

(c) the use of, or the right to use, industrial, commercial or scientific equipment;

14.13. This means that a bareboat of equipment, i.e. drilling rigs, vessels or other equipment, may
result in the imposition of withholding tax under article 12 of these tax treaties if domestic
legislation imposes withholding tax on such payments, as long as the activity does not
constitute a PE.

Service and supply ships

15.1. A number of service and supply ships operate by supporting O&G companies during drilling
campaigns. The most prevalent are platform supply vessels (PSV) used for transporting
supplies to the rig from port facilities. Other vessels are used for towing and anchor handling,
construction support, multi-purpose support, and specialized HSE* services, their common
character being their mobility.

15.2. The issue presented is to what extent personnel and supply transportation vessels, and other
auxiliary vessels, fall under the PE concept, taking into consideration that they are not
geographically fixed to a place. Notwithstanding that the general understanding is that a
moving ship would typically not constitute a fixed place, the OECD proposed in 2012 adding a
new paragraph 5.5 to the Commentary on Article 5 which considers ships to be a PE.

New paragraph 5.5 in the OECD Model (2012)

“5.5 Similarly, a ship or boat that navigates within territorial waters or in inland waterways is
not fixed and does not, therefore, constitute a fixed place of business (unless the operation of
the ship or boat is restricted to a particular area that has commercial and geographic
coherence). Business activities carried on aboard such a ship or boat, such as a shop or
restaurant, must be treated the same way.”

46 Up to 1992, the definition of royalties in article 12 of the OECD Model (1977) also included the right “to use
industrial, commercial or scientific equipment”, however some countries have made reservations to maintain
such taxation right.

47 Health, Safety and Environmental.
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15.3.

15.4.

If a vessel operates in areas that are considered to be geographically and commercially
coherent, the fixed test may be satisfied. The commercial coherence test is very ambiguous
and could be interpreted in different ways. In considering this question, several factual issues,
such as whether the services are done under the same contract, for identical or different
clients, and invoiced under the same or different work orders or invoices, should be taken into
account.

Please note that certain tax features of these services have been covered in the Drilling
activity section above.

Pipelines

16.1.

16.2.

16.3.

The Commentary on Article 5 of the UN Model Convention®, states when referring to cables
or pipelines that “(...) income derived by the owner or operator of such facilities from their use
by other enterprises is covered by Article 6 where they constitute immovable property under
paragraph 2 of Article 6.”

Apart from the fact that income derived by the owner or operator of cables or pipelines is
covered by Article 6 if considered as immovable property by the domestic law of the source
State, the issue is whether any exception listed in Article 5(4) related to activities of an
auxiliary or preparatory nature applies and, therefore, they are not considered a PE. In this
respect, each case is to be considered in light of its particular 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)(a)*® (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.

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.

48
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16.4. Inadecision of the German Bundesfinanzhof (Federal Tax Court) in the Pipeline Case (No. IIR
12/92 dated 30 October 1996), a Netherlands company owned an underground pipeline for
transporting third-party customers’

32
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17.7.

A case arose in Norway under the Norway-Switzerland treaty of 7 December 1956, which did
not expressly extend to Norway’s continental shelf area. The decision of the Supreme Court
of Norway®® held that the tax treaty did not apply to the Norwegian “continental shelf” area,
as was also agreed between the competent authorities of the two countries in 1982%. As a

34
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19.2  From the perspective of an O&G company, legal title by means of a petroleum contract in the
form of a concession or a Production Sharing Agreement is granted over a contractual area

36
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19.8

0O&G companies, since blocks are generally managed through different JOAs, each block is
normally considered as an independent commercial unit.

The Commentary on Article 5 of the OECD Model*® (the UN Model does not contain this
Commentary) contains some additional criteria for establishing the commercial coherence of
“connected projects” within the alternative services PE rule, which could also be considered
to be relevant in addressing the commercial coherence or fixed place of business under Article
5(1). This Commentary states that the reference to “connected projects” is intended to cover
cases where the services are provided in the context of separate projects carried on by an
enterprise but these projects have a commercial coherence. The determination of whether
projects are connected will depend on the facts and circumstances of each case but factors
that would generally be relevant for that purpose include:

— whether the projects are covered by a single master contract;

— where the projects are covered by different contracts, whether these different contracts
were concluded with the same person or with related persons and whether the conclusion
of the additional contracts would reasonably have been expected when concluding the
first contract;

— whether the nature of the work involved under the different projects is the same;

— whether the same individuals are performing the services under the different projects.

B) Splitting up of contracts

20.1

The [six] month test established under Article 5(3) of the UN Model con4.61 713.847D01690-he
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avoidance rules, countries concerned with this issue can adopt solutions in the framework of
bilateral negotiations
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20.5. The

39
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Article 14, although an alternative provision was introduced in the Commentary for States
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income attributable to the PE or fixed base under Article 7 or 14 respectively. In the absence
of a PE or fixed base in the source State, it was thought that an enterprise resident in a
Contracting State was not sufficiently involved in the economy of the source State to justify
that State taxing the income. However, with the rapid changes in modern economies,
particularly with respect to cross-border services, it is now considered possible for an
enterprise resident in one State to be substantially involved in another State’s economy
without a PE or fixed base in that State and without any substantial physical presence in that
State.

Agreed Text for New Article [16] as of 21 October 2015 — Fees for Technical Services

1. Fees for technical services arising in a Contracting State and paid to a resident of the other
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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.
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e the possibility that some non-resident service providers may incur high costs in
providing technical services, so that a high rate of withholding tax on the gross
fees may result in an excessive effective tax rate on the net income derived from
the services;

the potential benefit of applying the same rate of withholding tax to both
royalties under Article 12 and fees for technical services under Article [16] (...)

the fact that a reduction of the withholding rate has revenue and foreign-
exchange consequences for the country imposing withholding tax; and

« therelative flows of fees for technical services (e.g., from developing to developed
countries).on fees for technical services, but are concerned with the broad scope
of Article [16], may consider agreeing to amend Article 12 (Royalties) to permit
taxation of certain “fees for included services,” an approach that is found in a
number of bilateral tax treaties between developing and developed countries”.
Examples of Tax treaties that include technical fees

Italy - Vietnam Income Tax Treaty of 26 November 1996
Article 12
Royalties and fees for technical services

1. Royalties and fees for technical services arising in a Contracting State and paid to a resident
of the other Contracting State may be taxed in that other State.

2. However, such royalties and fees for technical services may also be taxed in the Contracting
State in which they arise, and according to the laws of that State, but if the recipient is the
beneficial owner of the royalties or of fees for technical services, the tax so charged shall not
exceed:

(@) in the case of royalties, 10 per cent of the gross amount of such royalties;
(b) in the case of fees for technical services, 7.5 per cent of the gross amount of such fees.

3.The term "royalties" as used in this Article means payments of any kind received as a
consideration for the use of, or the right to use, any copyright of literary, artistic or scientific work
including cinematograph films, or films or tapes used for radio or television broadcasting, any
patent, trade mark, design or model, plan, secret formula or process or for the use of, or the right
to use, industrial, commercial or scientific equipment or for information concerning industrial,
commercial or scientific experience.

4. The term "fees for technical services" as used in this Article means payments of any kind to any
person, other than payments to an employee of the person making the payment, in consideration
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