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21 April 2008

THE 2008 UPDATE TO THE MODEL TAX CONVENTION

Public discussion draft

Introduction

1. This note includes the draft contents of the next update to the Model Tax Convention, which
the Committee on Fiscal Affairs intends to finalize in June 2008. As explained below, Part I includes a
number of technical changes that have not previously been released for comments, Part II includes all
the draft changes to the Articles and the Commentary that are proposed as part of the update and
Annexes 1 and 2 show the changes that have been made to earlier versions of the proposals related to
the tax treaty treatment of services and to the revised Commentary on Article 7.

2. The contents of the 2008 update result primarily from the following previously released
reports:

e  “Improving the Resolution of Tax Treaty Disputes”. That report was adopted by the
Committee on Fiscal Affairs on 30 January 2007 and made public on 7 February 2007 (see
http://www.oecd.org/dataoecd/17/59/38055311.pdf) following extensive consultations that
included the release of a discussion draft on 1 February 2006 and a public consultation
meeting in Tokyo on 13 March 2006.

e  “Revised Commentary on Article 7”. The revised Commentary on Article 7 that is included
in this update was released as a public discussion draft on 10 April 2007 (see
http://www.oecd.org/dataoecd/0/2/38361711.pdf). The changes that were made following
the comments received on the discussion draft are highlighted in the version that appears in
Annex 2. In accordance with earlier decisions by the Committee concerning the
implementation of the conclusions from its work on Attribution of Profits to Permanent
Establishments, the revised Commentary incorporates those aspects of the conclusions from
that work that do not conflict with the existing interpretation of Article 7 reflected in the
current version of the Commentary (the second part of the implementation package, i.e. a
new Article 7 and related Commentary changes that will fully incorporate the conclusions of
the work on Attribution of Profits to Permanent Establishments, will be released later this

year).

o  “Application and Interpretation of Article 24 (Non-Discrimination)”. That report was
released as a  public discussion draft on 3 May 2007  (see
http://www.oecd.org/dataoecd/59/30/38516170.pdf). No substantial changes to the
amendments to the Commentary on Article 24 proposed in the report were made as a result
of the comments received.
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e  “Tax Treaty Issues related to REITS™. That report, which was released as a public discussion
draft on 31 October 2007 (see http://www.oecd.org/dataoecd/23/44/39554788.pdf), was
prepared in close co-operation with representatives of the real estate industry. Only a minor
clarification was made to the changes to the Commentary proposed in that report; that change
is underlined in this note.

e  “The Tax Treaty Treatment of Services: Proposed Commentary Changes”. That report was
released as a public discussion draft on 8 December 2006 (see
http://www.oecd.org/dataoecd/2/20/37811491.pdf). A number of changes were made to that
report following the comments received on the discussion draft; these changes are
highlighted in the version that appears in Annex 1.

The update does not include, however, the revised draft changes to the Commentary on paragraph 2 of
Article 15 that were publicly released for comments on 12 March 2007
(http://www.oecd.org/dataoecd/36/32/38236197.pdf). Although these changes had already been
revised following their initial release in April 2004, the Working Party has concluded that further
discussions of these changes were necessary.

3. The update also includes a number of technical changes to the Commentary on the Model
Tax Convention that have not been previously released for comments and on which comments are now
invited. For convenience, these changes are reproduced in Part I of this note with a short background.
These changes deal with the following topics:

—  The concept of “place of effective management”.

—  The situation of dual-resident persons who are treaty non-residents under the tie-breaker
rule.

—  Certain aspects of the definition of royalties.
— An interpretation issue related to the distribution of software.

—  Whether days of residence should be taken into account for the purposes of the
computation of the 183-day rule of subparagraph 2a) of Article 15.

— A minor drafting change to paragraph 32.6 of the Commentary on Articles 23 A and
23 B.

— A minor updating of paragraph 12 of the Commentary on Article 21.

4. As part of the update, a number of changes and additions will also be made to the
observations, reservations and positions of member and non-member countries. These changes and
additions are in the process of being formulated and will be included in the final version of the update.

5. Finally, as part of the 2008 update, the reports “Improving the Resolution of Tax Treaty
Disputes”, “Application and Interpretation of Article 24 (Non-Discrimination)” and “Application of
Tax Treaties to REITs” will be added to the section of Volume II of the electronic and loose-leaf
versions of the OECD Model Tax Convention that includes reports on the Model Tax Convention.
Also, Appendix I of Volume II, which lists the status of tax conventions between OECD countries, will
be replaced as a result of the revision and conclusion of new treaties since 2005.
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6. Comments on the 2008 update to the Model Tax Convention, and in particular on the
changes included in Part I, should be sent before 31 May 2008 to:

Jeffrey Owens

Director, CTPA

OECD

2, rue André Pascal

75775 Paris

FRANCE

e-mail: jeffrey.owens@oecd.org







THE 2008 UPDATE TO THE MODEL TAX CONVENTION

PART | - CHANGES THAT HAVE NOT ALREADY BEEN RELEASED

A PLACE OF EFFECTIVE MANAGEMENT
Background
1. In February 2001, the Technical Advisory Group on Monitoring the Application of Existing

Treaty Norms for the Taxation of Business Profits (“Business Profits TAG”), a group composed of
business representatives, academics and government officials which had been set up by the OECD to
explore certain tax treaty aspects of electronic commerce, released a discussion draft entitled “The Impact
of the Communications Revolution on the Application of ‘Place of Effective Management’ as a Tie
Breaker Rule” (available at http://www.oecd.org/dataoecd/46/27/1923328.pdf). The purpose of that report
was to identify possible limitations that the treaty concept of “place of effective management” (which is
used in the tie-breaker rule of paragraph 3 of Article 4) could face in the new technological environment
and to identify possible solutions.

2. Based on the comments received, the Business Profits TAG subsequently released, in May 2003,
another discussion draft entitled “Place of Effective Management Concept: Suggestions for Changes to the
OECD Model Tax Convention”. The discussion draft included two alternative proposals. The first proposal
(“Refinement of the place of effective management concept”) sought to refine the concept of place of
effective management by expanding the Commentary explanations as to how the concept should be
interpreted. The second proposal (“Hierarchy of tests”) put forward an alternative version of paragraph 3 of
Article 4 of the Model Tax Convention (the tie-breaker rule for persons other than individuals), together
with Commentary thereon. The Business Profits TAG invited comments on these proposals and
recommended to Working Party No. 1 to examine these proposals in light of the comments to be received
with a view to decide whether and how the OECD Model Tax Convention should be amended.

3. Over the last few years, the Working Party has discussed the proposals formulated by the
Business Profits TAG, the comments thereon as well as a number of alternatives. Based on its own
discussions as well as on discussions at a session on this topic during the IFA Vienna Congress in 2004,
the Working Party has concluded that the proposed expansion of the Commentary put forward by the
Business Profits TAG would not be in line with the views of the majority of its member countries as to the
meaning of the concept of place of effective management. Many countries, in particular, considered that
the TAG’s proposed interpretation gave undue priority to the place where the board of directors of a
company would meet over the place where the senior executives of that company would make key
management decisions. A majority of countries also considered that the cases of dual-residence of legal
persons that they encountered in practice did not justify replacing the current concept of “place of effective
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management” by the approach based on a hierarchy of tests that was put forward by the Business Profits

TAG.

4.

A significant number of countries, however, indicated that, increasingly, they adopt bilaterally a

different approach, based on the facts and circumstance of each case, to solve cases of dual residence of
legal persons. Under that approach, such cases are to be solved by the competent authorities. After further
discussion, it was agreed that given the number of countries that are prepared to agree bilaterally to that
approach, it should be added to the Commentary on Article 4 as a possible alternative to the place of
effective management concept.

Changes to the Commentary on Article 4

5.

Replace paragraph 24 of the Commentary on Article 4 by the following:

24, As a result of these considerations, the “place of effective management” has been adopted
as the preference criterion for persons other than individuals. The place of effective management
is the place where key management and commercial decisions that are necessary for the conduct

of the entlty s business as a whole are in substance made. —’Ph%plrae%ef—effeeﬂa%maﬂagemen%

circumstances must be examlned to determlne the place of effectlve management An entity may
have more than one place of management, but it can have only one place of effective
management at any one time.

24.1 Some countries, however, consider that cases of dual residence of persons who are not
individuals are relatively rare and should be dealt with on a case-by-case basis. Some
countries also consider that such a case-by-case approach is the best way to deal with the
difficulties in determining the place of effective management of a legal person that may arise
from the use of new communication technologies. These countries are free to leave the
question of the residence of these persons to be settled by the competent authorities, which can
be done by replacing the paragraph by the following provision:

3.  Where by reason of the provisions of paragraph 1 a person other than an
individual is a resident of both Contracting States, the competent authorities of the
Contracting States shall endeavour to determine by mutual agreement the Contracting
State of which such person shall be deemed to be a resident for the purposes of the
Convention, having regard to its place of effective management, the place where it is
incorporated or otherwise constituted and any other relevant factors. In the absence of
such agreement, such person shall not be entitled to any relief or exemption from tax
provided by this Convention except to the extent and in such manner as may be agreed
upon by the competent authorities of the Contracting States.

Competent authorities having to apply such a provision to determine the residence of a legal
person for purposes of the Convention would be expected to take account of various factors,
such as where the meetings of its board of directors or equivalent body are usually held, where
the chief executive officer and other senior executives usually carry on their activities, where
the senior day-to-day management of the person is carried on, where the person’s
headquarters are located, which country’s laws govern the legal status of the person, where its
accounting records are kept, whether determining that the legal person is a resident of one of
the Contracting States but not of the other for the purpose of the Convention would carry the



risk of an improper use of the provisions of the Convention etc. Countries that consider that
the competent authorities should not be given the discretion to solve such cases of dual
residence without an indication of the factors to be used for that purpose may want to
supplement the provision to refer to these or other factors that they consider relevant. Also,
since the application of the provision would normally be requested by the person concerned
through the mechanism provided for under paragraph 1 of Article 25, the request should be
made within three years from the first notification to that person that its taxation is not in
accordance with the Convention since it is considered to be a resident of both Contracting
States. Since the facts on which a decision will be based may change over time, the competent
authorities that reach a decision under that provision should clarify which period of time is
covered by that decision.

B. DUAL-RESIDENT PERSONS WHO ARE TREATY NON-RESIDENTS UNDER THE TIE-
BREAKER RULE

Background

6. A person, such as an individual or company, who is resident of two Contracting States under each
State’s domestic tax laws is considered to be resident of only one of these States (the “winning State™)
under paragraphs 2or 3 of Article 4 (the “tie-breaker” rule) of the treaty between these two States. The
changes below are primarily intended to clarify that this will affect the status of “resident” of that person
for purposes of treaties that the other State (the “losing State”) may have concluded with third States since
the effect of the treaty between the winning State and the losing State will be that the person will not be
subject to the most comprehensive liability to tax in the losing State.

Changes to the Commentary on Article 4
7. Replace paragraphs 8 to 8.4 of the Commentary on Article 4 by the following:

8. Paragraph 1 provides a definition of the expression “resident of a Contracting State” for the
purposes of the Convention. The definition refers to the concept of residence adopted in the domestic
laws (cf. Preliminary remarks). As criteria for the taxation as a resident the definition mentions:
domicile, residence, place of management or any other criterion of a similar nature. As far as
individuals are concerned, the definition aims at covering the various forms of personal attachment to a
State which, in the domestic taxation laws, form the basis of a comprehensive taxation (full liability to
tax). It also covers cases where a person is deemed, according to the taxation laws of a State, to be a
resident of that State and on account thereof is fully liable to tax therein (e.g. diplomats or other
persons in government service). [the remaining part of paragraph 8 becomes new paragraphs 8.1, 8.2
and 8.3]

8.1  In accordance with the provisions of the second sentence of paragraph 1, however, a person is
not to be considered a “resident of a Contracting State” in the sense of the Convention if, although not
domiciled in that State, he is considered to be a resident according to the domestic laws but is subject
only to a taxation limited to the income from sources in that State or to capital situated in that State.
That situation exists in some States in relation to individuals, e.g. in the case of foreign diplomatic and
consular staff serving in their territory.

8.2  According to its wording and spirit the prevision—would second sentence also excludes from
the definition of a resident of a Contracting State foreign-held companies exempted from tax on their
foreign income by privileges tailored to attract conduit companies. It also excludes companies and
other persons who are not subject to comprehensive liability to tax in a Contracting State because
these persons, whilst being residents of that State under that State's tax law, are considered to be



residents of another State pursuant to a treaty between these two States. [next two sentences of
existing paragraph 8 moved to the next paragraph] The exclusion of certain companies or other
persons from the definition would not of course prevent Contracting States from exchanging
information about their activities (cf. paragraph 2 of the Commentary on Article 26). Indeed States
may feel it appropriate to develop spontaneous exchanges of information about eempanies—which

persons who seek to obtain unintended treaty benefits treaty—benefits—unintended—by—the Meodel
Cenvention.

8.3  The application of the second sentence This, however, has inherent difficulties and
limitations. Fhus—it-has-to-be-interpreted-restrictively It has to be interpreted in light of its object
and purpose, which is to exclude persons who are not subjected to the most comprehensive
liability to tax generally imposed by a State, because it might otherwise exclude from the scope of
the Convention all residents of countries adopting a territorial principle in their taxation, a result
which is clearly not intended.

8.4+ It has been the general understanding of most Member countries that the government of each
State, as well as any political subdivision or local authority thereof, is a resident of that State for
purposes of the Convention. Before 1995, the Model did not explicitly state this; in 1995, Article 4
was amended to conform the text of the Model to this understanding.

8.52 Paragraph 1 refers to persons who are "liable to tax" in a Contracting State under its laws by
reason of various criteria. In many States, a person is considered liable to comprehensive taxation
even if the Contracting State does not in fact impose tax. For example, pension funds, charities and
other organisations may be exempted from tax, but they are exempt only if they meet all of the
requirements for exemption specified in the tax laws. They are, thus, subject to the tax laws of a
Contracting State. Furthermore, if they do not meet the standards specified, they are also required to
pay tax. Most States would view such entities as residents for purposes of the Convention (see, for
example, paragraph 1 of Article 10 and paragraph 5 of Article 11).

8.63 In some States, however, these entities are not considered liable to tax if they are exempt
from tax under domestic tax laws. These States may not regard such entities as residents for
purposes of a convention unless these entities are expressly covered by the convention. Contracting
States taking this view are free to address the issue in their bilateral negotiations.

8.74  Where a State disregards a partnership for tax purposes and treats it as fiscally transparent,
taxing the partners on their share of the partnership income, the partnership itself is not liable to tax
and may not, therefore, be considered to be a resident of that State. In such a case, since the income
of the partnership "flows through" to the partners under the domestic law of that State, the partners
are the persons who are liable to tax on that income and are thus the appropriate persons to claim the
benefits of the conventions concluded by the States of which they are residents. This latter result will
be achieved even if, under the domestic law of the State of source, the income is attributed to a
partnership which is treated as a separate taxable entity. For States which could not agree with this
interpretation of the Article, it would be possible to provide for this result in a special provision
which would avoid the resulting potential double taxation where the income of the partnership is
differently allocated by the two States.

Change to the Commentary on Article 21

8.

Replace paragraph 1 of the Commentary on Article 21 by the following:

10



1. This Article provides a general rule relating to income not dealt with in the foregoing Articles of
the Convention. The income concerned is not only income of a class not expressly dealt with but also
income from sources not expressly mentioned. The scope of the Article is not confined to income
arising in a Contracting State; it extends also to income from third States. Where, for instance, a
person who would be a resident of two Contracting States under the provisions of paragraph 1 of
Article 4 is deemed to be a resident of only one of these States pursuant to the provisions of
paragraph 2 or 3 of that Article, this Article will prevent the other State from taxing the person on
income arising in third states even if the person is resident of this other State for domestic law
purposes (see also paragraph 8.2 of the Commentary on Article 4 as regards the effect of
paragraphs 2 and 3 of Article 4 for purposes of the conventions concluded between this other State
and third states).

C. CLARIFICATION OF CERTAIN ASPECTS OF THE DEFINITION OF ROYALTIES
Background

9. The application of the definition of royalties in paragraph 2 of Article 12 raises a number of
practical questions. For instance, issues arise with respect to the scope of the reference to “plans and
designs”, which is found in the definition. Other issues relate to the part of the definition that refers to
“payments ... for information concerning commercial or scientific experience” which indirectly refers to
the concept know-how: one such issue is whether payments for lists of customers are covered by that part
of the definition. Other problems are whether and to what extent the definition covers payments for the
transfers of limited intangibles (e.g. the sale, rather than licence, of the right to use a trade name for a
limited period of time) and payments made by a distributor to secure the exclusive distribution of a product
in a given territory.

10. After discussing these issues, the Working Party concluded that the following clarifications
should be included in the Commentary on Article 12.

Changes to the Commentary on Article 12
11. Replace paragraphs 8 and 8.1 of the Commentary on Article 12 by the following:

8. Paragraph 2 contains a definition of the term “royalties”. These relate, in general, to rights or
property constituting the different forms of literary and artistic property, the elements of intellectual
property specified in the text and information concerning industrial, commercial or scientific
experience. The definition applies to payments for the use of, or the entitlement to use, rights of the
kind mentioned, whether or not they have been, or are required to be, registered in a public register.
The definition covers both payments made under a license and compensation which a person would
be obliged to pay for fraudulently copying or infringing the right. [the rest of the existing paragraph
would be included in paragraphs 8.1, 8.2 and 8.3]

8.1  The definition does not, however, apply to payments that, whilst based on the number of
times a right belonging to someone is used, are made to someone else who does not himself own the
right or the right to use it (see, for instance, paragraph 18 below). [corresponds to the fifth sentence
of the current paragraph 8].

8.2  Where a payment is in consideration for the transfer of the full ownership of an element
of property referred to in the definition, the payment is not in consideration “for the use of, or the
right to use” that property and cannot therefore represent a royalty. As noted in paragraphs 15
and 16 below as regards software, difficulties can arise in the case of a transfer of rights that

11



could be considered to form part of an element of property referred to in the definition where
these rights are transferred in a way that is presented as an alienation. For example, this could
involve the exclusive granting of all rights to an intellectual property for a limited period or all
rights to the property in a limited geographical area in a transaction structured as a sale. Each
case will depend on its particular facts and will need to be examined in light of the national
intellectual property law applicable to the relevant type of property and the national law rules as
regards what constitutes an alienation but in general, if the payment is in consideration for the
alienation of rights that constitute distinct and specific property (which is more likely in the case of
geographically-limited than time-limited rights), such payments are likely to be commercial income
within Article 7 or a capital gains matter within Article 13 rather than royalties within Article 12.
That follows from the fact that where the ownership of rights has been alienated, the consideration
cannot be for the use of the rights. The essential character of the transaction as an alienation
cannot be altered by the form of the consideration, the payment of the consideration in instalments
or, in the view of most countries, by the fact that the payments are related to a contingency.

8.3  Hsheuld-also-benoted-that tThe word “payment”, used in the definition, has a very wide
meaning since the concept of payment means the fulfilment of the obligation to put funds at the
disposal of the creditor in the manner required by contract or by custom. [corresponds to the
penultimate sentence of the current paragraph 8]

8.4  As a guide, certain explanations are given below in order to define the scope of Article 12 in
relation to that of other Articles of the Convention, as regards, in particular, the provision of
information. [corresponds to the last sentence of current paragraph 8].

8.58+ Where information referred to in paragraph 2 is supplied or where the use or the right to use a
type of property referred to in that paragraph is granted, the person who owns that information or
property may agree not to supply or grant to anyone else that information or right. Payments made as
consideration for such an agreement constitute payments made to secure the exclusivity of that
information or an exclusive right to use that property, as the case may be. These payments being
payments “of any kind received as a consideration for [...] the right to use” the property “or for
information”, fall under the definition of royalties.

12. Add the following paragraphs 10.1 and 10.2 immediately after paragraph 10 of the Commentary
on Article 12:

10.1 Payments that are solely made in consideration for obtaining the exclusive distribution
rights of a product or service in a given territory do not constitute royalties as they are not made
in consideration for the use of, or the right to use, an element of property included in the
definition. These payments, which are best viewed as being made to increase sales receipts, would
rather fall under Article 7. An example of such a payment would be that of a distributor of
clothes resident in one Contracting State who pays a certain sum of money to a manufacturer of
branded shirts, who is a resident of the other Contracting State, as consideration for the exclusive
right to sell in the first State the branded shirts manufactured abroad by that manufacturer. In
that example, the resident distributor does not pay for the right to use the trade name or trade
mark under which the shirts are sold; he merely obtains the exclusive right to sell in his State of
residence shirts that he will buy from the manufacturer.

10.2 A payment cannot be said to be “for the use of, or the right to use” a design, model or plan
if the payment is for the development of a design, model or plan that does not already exist. In
such a case, the payment is made in consideration for the services that will result in the
development of that design, model or plan and would thus fall under Article 7. This will be the

12



13.

3.1

14.

case even if the designer of the design, model or plan (e.g. an architect) retains all rights,
including the copyright, in that design, model or plan. Where, however, the owner of the copyright
in previously-developed plans merely grants someone the right to modify or reproduce these plans
without actually performing any additional work, the payment received by that owner in
consideration for granting the right to such use of the plans would constitute royallties.

Replace paragraph 11 of the Commentary on Article 12 by the following:

11.  In classifying as royalties payments received as consideration for information concerning
industrial, commercial or scientific experience, paragraph 2 aludes is referring to the concept of
“know-how”. Varlous spec1allst bodies and authors have formulated deﬁnltlons of know-how whieh

Het—a Hedse d “ ayments [ ] for
information concerning mdustrlal commercml or scientific experience” are used in the context of
the transfer of certain information that has not been patented and does not generally fall within
other categories of intellectual property rights. It generally corresponds to undivulged information
of an industrial, commercial or scientific nature arising from previous experience, which has
practical application in the operation of an enterprise and from the disclosure of which an
economic benefit can be derived. Since the definition relates to information concerning previous
experience, the Article does not apply to payments for new information obtained as a result of
performing services at the request of the payer.

Replace paragraph 11.4 of the Commentary on Article 12 by the following:

11.4 Examples of payments which should therefore not be considered to be received as consideration
for the provision of know-how but, rather, for the provision of services, include:

— payments obtained as consideration for after-sales service,

— payments for services rendered by a seller to the purchaser under a guarantee warranty,

— payments for pure technical assistance,

— payments for a list of potential customers, when such a list is developed specifically for the
payer out of generally available information (a payment for the confidential list of
customers to which the payee has provided a particular product or service would, however,
constitute a payment for know-how as it would relate to the commercial experience of the
payee in dealing with these customers),

— payments for an opinion given by an engineer, an advocate or an accountant, and

— payments for advice provided electronically, for electronic communications with technicians
or for accessing, through computer networks, a trouble-shooting database such as a database
that provides users of software with non-confidential information in response to frequently
asked questions or common problems that arise frequently.

Replace paragraphs 15 and 16 of the Commentary on Article 12 by the following:

15.  Where consideration is paid for the transfer of the full ownership of the rights in the copyright,
the payment cannot represent a royalty and the provisions of the Article are not applicable. Difficulties

can arise where there are-extensive-butpartial-alienation is a transfer of rights involving:
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— exclusive right of use of the copyright during a specific period or in a limited geographical
area,

— additional consideration related to usage;

— consideration in the form of a substantial lump sum payment.

16.  Each case will depend on its particular facts but in general if the payment is in consideration
for the transfer of rights that constitute a distinct and specific property (which is more likely in the
case of geographically-limited than time-limited rights), such payments are likely to be commercial
income within Article 7 or a capital gains matter within Article 13 rather than royalties within
Article 12. That follows from the fact that where the ownership of rights has been alienated in-full-orin
part-the consideration cannot be for the use of the rights. The essential character of the transaction as
an alienation cannot be altered by the form of the consideration, the payment of the consideration in
instalments or, in the view of most countries, by the fact that the payments are related to a contingency.

D. SOFTWARE DISTRIBUTION
Background
15. Since the copyright law of some countries covers to some extent the right to distribute copies,

arrangements between a software copyright holder and a distribution intermediary sometimes grant to the
distribution intermediary the right to distribute copies of the program without the right to produce the
copies. Representatives from the software industry have asked the OECD to clarify that where the rights
acquired in relation to the copyright are limited to those necessary for the commercial intermediary to
distribute copies of the software program, the payment made by the distributor does not correspond to a
royalty. The following is the clarification to the Commentary that the Working Party has adopted to deal with
that issue.

Change to the Commentary on Article 12
16. Add the following new paragraph 14.4 to the Commentary on Article 12:

14.4 Arrangements between a software copyright holder and a distribution intermediary
frequently will grant to the distribution intermediary the right to distribute copies of the program
without the right to reproduce that program. In these transactions, the rights acquired in relation
to the copyright are limited to those necessary for the commercial intermediary to distribute copies
of the software program. In such transactions, distributors are paying only for the acquisition of the
software copies and not to exploit any right in the software copyrights. Thus, in a transaction where
a distributor makes payments to acquire and distribute software copies (without the right to
reproduce the software), the rights in relation to these acts of distribution should be disregarded in
analysing the character of the transaction for tax purposes. Payments in these types of transactions
would be dealt with as commercial income in accordance with Article 7. This would be the case
regardless of whether the copies being distributed are delivered on tangible media or are distributed
electronically (without the distributor having the right to reproduce the software), or whether the
software is subject to minor customisation for the purposes of its installation.
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E. DAYS OF RESIDENCE AND THE 183 DAY RULE
Background

17. A practical problem that has arisen in the computation of the 183 day period referred to in
subparagraph 2 a) of Article 15 is whether days of residence in the State of source should be taken into
account. One example where the problem can arise is the following:

- Until the end of 2007, X lives in, and is a resident of, State S;

- At the end of 2007, X is hired by an employer of State R and moves to State R where he
becomes a resident;

- X is sent to State S by his employer from 15 to 31 March 2008.

Between 1 April 2007 and 31 March 2008, X is present in State S for 292 days. Paragraph 2 of Article 15,
however, refers to a resident of a Contracting State who is “present in the other State” and, when
subparagraph a) is read in the context of the whole paragraph, X may be said not to satisfy that condition
during the period of April to December 2008 as he is then a resident of the State where he is present (i.e.
State S). The Working Party considered that that interpretation should prevail over a more literal
interpretation of subparagraph 2 a) and decided to amend the Commentary accordingly.

Change to the Commentary on Article 15
18. Add the following new paragraph 5.1 to the Commentary on Article 15:

5.1  Days during which the taxpayer is a resident of the source State should not, however, be
taken into account in the calculation. Subparagraph a) has to be read in the context of the first
part of paragraph 2, which refers to “remuneration derived by a resident of a Contracting State in
respect of an employment exercised in the other Contracting State”, which does not apply to a
person who resides and works in the same State. The words “the recipient is present”, found in
subparagraph a), refer to the recipient of such remuneration and, during a period of residence in
the source State, a person cannot be said to be the recipient of remuneration derived by a resident
of a Contracting State in respect of an employment exercised in the other Contracting State. The
following examples illustrate this conclusion:

—  Example 1: From January 01 to December 01, X lives in, and is a resident of, State S. On
1 January 02, X is hired by an employer who is a resident of State R and moves to State R
where he becomes a resident. X is subsequently sent to State S by his employer from 15 to 31
March 02. In that case, X is present in State S for 292 days between 1 April 01 and 31 March
02 but since he is a resident of State S between 1 April 01 and 31 December 01, this first
period is not taken into account for purposes of the calculation of the periods referred to in
subparagraph a).

—  Example 2: From 15 to 31 October 01, Y, a resident of State R, is present in State S to
prepare the expansion in that country of the business of ACO, also a resident of State R. On
1 May 02, Y moves to State S where she becomes a resident and works as the manager of a
newly created subsidiary of ACO resident of State S. In that case, Y is present in State S for
184 days between 15 October 01 and 14 October 02 but since she is a resident of State S
between 1 May and 14 October 02, this last period is not taken into account for purposes of
the calculation of the periods referred to in subparagraph a).
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F. DRAFTING CHANGE TO PARAGRAPH 32.6 OF THE COMMENTARY ON ARTICLES

23 AAND 23 B
Background
19. Paragraph 32.6 of the Commentary on Articles 23 A and B discusses the residence country’s

obligation to grant relief for double taxation. It concludes that no such obligation exists if the source State
considers that the Convention prevents it from taxing an item of income that “it would otherwise have
taxed”. That last phrase is unduly restrictive since there are cases where the source State considers that the
Convention prevents it from taxing an item of income but that item would not have been “otherwise taxed”
in that State because the item of income is not taxable under the State’s domestic law.

Change to the Commentary on Articles 23 A and 23 B
20. Replace paragraph 32.6 of the Commentary on Articles 23 A and B by the following:

32.6 The phrase “in accordance with the provisions of this Convention, may be taxed” must also
be interpreted in relation to possible cases of double non-taxation that can arise under Article 23 A.
Where the State of source considers that the provisions of the Convention preclude it from taxing an
item of income or capital which it would otherwise have had the right to tax-taxed, the State of
residence should, for purposes of applying paragraph 1 of Article 23 A, consider that the item of
income may not be taxed by the State of source in accordance with the provisions of the Convention,
even though the State of residence would have applied the Convention differently so as to have the
right to tax that income if it had been in the position of the State of source. Thus the State of
residence is not required by paragraph 1 to exempt the item of income, a result which is consistent
with the basic function of Article 23 which is to eliminate double taxation.

G. UPDATE TO PARAGRAPH 12 OF THE COMMENTARY ON ARTICLE 21
Background
21. The first two sentences of paragraph 12 of the Commentary on Article 21 indicate that “[t]he

Committee on Fiscal Affairs is actively studying the taxation of non-traditional financial instruments. Further
changes to the Model or Commentaries may be necessary.” These sentences refer to work that was carried on
in the 1990s and they should be updated to reflect the fact that that work is no longer ongoing.

Changes to the Commentary on Article 21
22. Delete paragraph 12 and replace paragraph 7 of the Commentary on Article 21 as follows:

7. Some countries have encountered difficulties in dealing with income arising from certain non-
traditional financial instruments when the parties to the instrument have a special relationship. These
countries may wish to add the following paragraph to Article 21:

3. Where, by reason of a special relationship between the person referred to in paragraph 1
and some other person, or between both of them and some third person, the amount of the
income referred to in paragraph 1 exceeds the amount (if any) which would have been agreed
upon between them in the absence of such a relationship, the provisions of this Article shall
apply only to the last mentioned amount. In such a case, the excess part of the income shall
remain taxable according to the laws of each Contracting State, due regard being had to the other
applicable provisions of this Convention.
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The inclusion of this additional paragraph should carry no implication about the treatment of
innovative financial transactions between independent persons or under other provisions of the

Convention.
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PART Il
CHANGES TO BE INCLUDED IN THE 2008 UPDATE TO THE MODEL TAX CONVENTION

[The changes to the existing text of the Model Tax Convention appear in strikethreugh for deletions and
bold italics for additions]

A ARTICLES
Change to Article 25
23. Add the following paragraph 5 and related footnote to Article 25:

5. Where,

a)  under paragraph 1, a person has presented a case to the competent authority of a
Contracting State on the basis that the actions of one or both of the Contracting States
have resulted for that person in taxation not in accordance with the provisions of this
Convention, and

b)  the competent authorities are unable to reach an agreement to resolve that case pursuant
to paragraph 2 within two years from the presentation of the case to the competent
authority of the other Contracting State,

any unresolved issues arising from the case shall be submitted to arbitration if the person so
requests. These unresolved issues shall not, however, be submitted to arbitration if a decision on
these issues has already been rendered by a court or administrative tribunal of either State. Unless a
person directly affected by the case does not accept the mutual agreement that implements the
arbitration decision, that decision shall be binding on both Contracting States and shall be
implemented notwithstanding any time limits in the domestic laws of these States. The competent
authorities lof the Contracting States shall by mutual agreement settle the mode of application of this
paragraph.

1. In some States, national law, policy or administrative considerations may not allow or justify the type of dispute
resolution envisaged under this paragraph. In addition, some States may only wish to include this paragraph in
treaties with certain States. For these reasons, the paragraph should only be included in the Convention where
each State concludes that it would be appropriate to do so based on the factors described in paragraph 47 of the
Commentary on the paragraph. As mentioned in paragraph 54 of that Commentary, however, other States may
be able to agree to remove from the paragraph the condition that issues may not be submitted to arbitration if a
decision on these issues has already been rendered by one of their courts or administrative tribunals.

B. COMMENTARY
Changes to the Commentary on Article 1

24, In paragraph 5 of the Commentary on Article 1, replace the cross-reference to “paragraph 8.4 of
the Commentary on Article 4” by “paragraph 8.7 of the Commentary on Article 4”.
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25. In paragraph 23 of the Commentary on Article 1, replace the cross-reference to “paragraphs 10.1
of the Commentary on Article 7 and” by “paragraphs 13 of the Commentary on Article 4 and”.

Changes to the Commentary on Article 4
26. Replace paragraphs 8 to 8.4 of the Commentary on Article 4 by the following:

8. Paragraph 1 provides a definition of the expression “resident of a Contracting State” for the
purposes of the Convention. The definition refers to the concept of residence adopted in the domestic
laws (cf. Preliminary remarks). As criteria for the taxation as a resident the definition mentions:
domicile, residence, place of management or any other criterion of a similar nature. As far as
individuals are concerned, the definition aims at covering the various forms of personal attachment to a
State which, in the domestic taxation laws, form the basis of a comprehensive taxation (full liability to
tax). It also covers cases where a person is deemed, according to the taxation laws of a State, to be a
resident of that State and on account thereof is fully liable to tax therein (e.g. diplomats or other
persons in government service). [the remaining part of paragraph 8 becomes new paragraphs 8.1, 8.2
and 8.3]

8.1 In accordance with the provisions of the second sentence of paragraph 1, however, a person is
not to be considered a “resident of a Contracting State” in the sense of the Convention if, although not
domiciled in that State, he is considered to be a resident according to the domestic laws but is subject
only to a taxation limited to the income from sources in that State or to capital situated in that State.
That situation exists in some States in relation to individuals, e.g. in the case of foreign diplomatic and
consular staff serving in their territory.

8.2  According to its wording and spirit the previsien—weunld second sentence also excludes from
the definition of a resident of a Contracting State foreign-held companies exempted from tax on their
foreign income by privileges tailored to attract conduit companies. It also excludes companies and
other persons who are not subject to comprehensive liability to tax in a Contracting State because
these persons, whilst being residents of that State under that State's tax law, are considered to be
residents of another State pursuant to a treaty between these two States. [next two sentences of
existing paragraph 8 moved to the next paragraph] The exclusion of certain companies or other
persons from the definition would not of course prevent Contracting States from exchanging
information about their activities (cf. paragraph 2 of the Commentary on Article 26). Indeed States
may feel it appropriate to develop spontaneous exchanges of information about ecempanies—which

persons who seek to obtain unintended treaty benefits treaty—benefits—unintendedbythe Medel
Convention.

8.3  The application of the second sentence This, however, has inherent difficulties and
limitations. Fhus—it-has-te-be-interpreted-restrictively It has to be interpreted in light of its object
and purpose, which is to exclude persons who are not subjected to the most comprehensive
liability to tax generally imposed by a State, because it might otherwise exclude from the scope of
the Convention all residents of countries adopting a territorial principle in their taxation, a result
which is clearly not intended.

8.4% It has been the general understanding of most Member countries that the government of each
State, as well as any political subdivision or local authority thereof, is a resident of that State for
purposes of the Convention. Before 1995, the Model did not explicitly state this; in 1995, Article 4
was amended to conform the text of the Model to this understanding.

8.52  Paragraph 1 refers to persons who are "liable to tax" in a Contracting State under its laws by
reason of various criteria. In many States, a person is considered liable to comprehensive taxation
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27.

even if the Contracting State does not in fact impose tax. For example, pension funds, charities and
other organisations may be exempted from tax, but they are exempt only if they meet all of the
requirements for exemption specified in the tax laws. They are, thus, subject to the tax laws of a
Contracting State. Furthermore, if they do not meet the standards specified, they are also required to
pay tax. Most States would view such entities as residents for purposes of the Convention (see, for
example, paragraph 1 of Article 10 and paragraph 5 of Article 11).

8.63 In some States, however, these entities are not considered liable to tax if they are exempt
from tax under domestic tax laws. These States may not regard such entities as residents for
purposes of a convention unless these entities are expressly covered by the convention. Contracting
States taking this view are free to address the issue in their bilateral negotiations.

8.74  Where a State disregards a partnership for tax purposes and treats it as fiscally transparent,
taxing the partners on their share of the partnership income, the partnership itself is not liable to tax
and may not, therefore, be considered to be a resident of that State. In such a case, since the income
of the partnership "flows through" to the partners under the domestic law of that State, the partners
are the persons who are liable to tax on that income and are thus the appropriate persons to claim the
benefits of the conventions concluded by the States of which they are residents. This latter result will
be achieved even if, under the domestic law of the State of source, the income is attributed to a
partnership which is treated as a separate taxable entity. For States which could not agree with this
interpretation of the Article, it would be possible to provide for this result in a special provision
which would avoid the resulting potential double taxation where the income of the partnership is
differently allocated by the two States.

Replace paragraph 24 of the Commentary on Article 4 by the following:

24,  As aresult of these considerations, the “place of effective management” has been adopted as
the preference criterion for persons other than individuals. The place of effective management is the
place where key management and commercial decisions that are necessary for the conduct of the

entlty s busmess as a whole are in substance made—?he—pl—aee—ef—eﬁfee%e—m&&agemeﬂt—wrﬂ

be examlned to determme the place of effectlve management. An entity may have more than one
place of management, but it can have only one place of effective management at any one time.

24.1 Some countries, however, consider that cases of dual residence of persons who are not
individuals are relatively rare and should be dealt with on a case-by-case basis. Some countries
also consider that such a case-by-case approach is the best way to deal with the difficulties in
determining the place of effective management of a legal person that may arise from the use of
new communication technologies. These countries are free to leave the question of the residence
of these persons to be settled by the competent authorities, which can be done by replacing the
paragraph by the following provision:

3.  Where by reason of the provisions of paragraph 1 a person other than an individual is
a resident of both Contracting States, the competent authorities of the Contracting States
shall endeavour to determine by mutual agreement the Contracting State of which such
person shall be deemed to be a resident for the purposes of the Convention, having regard
to its place of effective management, the place where it is incorporated or otherwise
constituted and any other relevant factors. In the absence of such agreement, such person
shall not be entitled to any relief or exemption from tax provided by this Convention except

20



to the extent and in such manner as may be agreed upon by the competent authorities of the
Contracting States.

Competent authorities having to apply such a provision to determine the residence of a legal
person for purposes of the Convention would be expected to take account of various factors, such
as where the meetings of its board of directors or equivalent body are usually held, where the
chief executive officer and other senior executives usually carry on their activities, where the
senior day-to-day management of the person is carried on, where the person’s headquarters are
located, which country’s laws govern the legal status of the person, where its accounting records
are kept, whether determining that the legal person is a resident of one of the Contracting States
but not of the other for the purpose of the Convention would carry the risk of an improper use of
the provisions of the Convention etc. Countries that consider that the competent authorities
should not be given the discretion to solve such cases of dual residence without an indication of
the factors to be used for that purpose may want to supplement the provision to refer to these or
other factors that they consider relevant. Also, since the application of the provision would
normally be requested by the person concerned through the mechanism provided for under
paragraph 1 of Article 25, the request should be made within three years from the first
notification to that person that its taxation is not in accordance with the Convention since it is
considered to be a resident of both Contracting States. Since the facts on which a decision will be
based may change over time, the competent authorities that reach a decision under that provision
should clarify which period of time is covered by that decision.

Changes to the Commentary on Article 5

28. Add the following heading and new paragraphs 42.11 to 42.48 to the Commentary on Article 5
[changes to the draft version of these new paragraphs that was released in December 2006 are shown in
Annex 1]:

The taxation of services

42.11 The combined effect of this Article and Article 7 is that the profits from services performed
in the territory of a Contracting State by an enterprise of the other Contracting State are not
taxable in the first-mentioned State if they are not attributable to a permanent establishment
situated therein (as long as they are not covered by other Articles of the Convention that would
allow such taxation). This result, under which these profits are only taxable in the other State, is
supported by various policy and administrative considerations. It is consistent with the principle of
Article 7 that until an enterprise of one State sets up a permanent establishment in another State,
it should not be regarded as participating in the economic life of that State to such an extent that it
comes within the taxing jurisdiction of that other State. Also, the provision of services should, as a
general rule subject to a few exceptions for some types of service (e.g. those covered by Article 8
and 17), be treated the same way as other business activities and, therefore, the same permanent
establishment threshold of taxation should apply to all business activities, including the provision
of independent services.

42.12 One of the administrative considerations referred to above is that the extension of the
cases where source taxation of profits from services performed in the territory of a Contracting
State by an enterprise of the other Contracting State would be allowed would increase the
compliance and administrative burden of enterprises and tax administrations. This would be
especially problematic with respect to services provided to non-business consumers, which would
not need to be disclosed to the source country's tax administration for purposes of claiming a
business expense deduction. Since the rules that have typically been designed for that purpose are
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based on the amount of time spent in a State, both tax administrations and enterprises would need
to take account of the time spent in a country by personnel of service enterprises and these
enterprises would face the risk of having a permanent establishment in unexpected circumstances
in cases where they would be unable to determine in advance how long personnel would be
present in a particular country (e.g. in situations where that presence would be extended because
of unforeseen difficulties or at the request of a client). These cases create particular compliance
difficulties as they require an enterprise to retroactively comply with a number of administrative
requirements associated with a permanent establishment. These concerns relate to the need to
maintain books and records, the taxation of the employees (e.g. the need to make source
deductions in another country) as well as other non-income tax requirements.

42.13 Also, the source taxation of profits from services performed in the territory of a
Contracting State by an enterprise of the other Contracting State that does not have a fixed place
of business in the first-mentioned State would create difficulties concerning the determination of
the profits to be taxed and the collection of the relevant tax. In most cases, the enterprise would
not have the accounting records and assets typically associated with a permanent establishment
and there would be no dependent agent which could comply with information and collection
requirements. Moreover, whilst it is a common feature of States’ domestic law to tax profits from
services performed in their territory, it does not necessarily represent optimal tax treaty policy.

42.14 Some States, however, are reluctant to adopt the principle of exclusive residence taxation
of services that are not attributable to a permanent establishment situated in their territory but
that are performed in that territory. These States propose changes to the Article in order to
preserve source taxation rights, in certain circumstances, with respect to the profits from such
services. States that believe that additional source taxation rights should be allocated under a
treaty with respect to services performed in their territory rely on various arguments to support
their position.

42.15 These States may consider that profits from services performed in a given state should be
taxable in that state on the basis of the generally-accepted policy principles for determining when
business profits should be considered to have their source within a jurisdiction. They consider
that, from the exclusive angle of the pure policy question of where business profits originate, the
State where services are performed should have a right to tax even when these services are not
attributable to a permanent establishment as defined in Article 5. They would note that the
domestic law of many countries provides for the taxation of services performed in these countries
even in the absence of a permanent establishment (even though services performed over very short
periods of time may not always be taxed in practice).

42.16 These States are concerned that some service businesses do not require a fixed place of
business in their territory in order to carry on a substantial level of business activities therein and
consider that these additional rights are therefore appropriate.

42.17 Also, these States consider that even if the taxation of profits of enterprises carried on by
non-residents that are not attributable to a permanent establishment raises certain compliance
and administrative difficulties, these difficulties do not justify exempting from tax the profits from
all services performed on their territory by such enterprises. Those who support that view may
refer to mechanisms that are already in place in some States to ensure taxation of services
performed in these States but not attributable to permanent establishments (such mechanisms are
based on requirements for resident payers to report, and possibly withhold tax on, payments to
non-residents for services performed in these States).
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42.18 It should be noted, however, that all Member States agree that a State should not have
source taxation rights on income derived from the provision of services performed by a non-
resident outside that State. Under tax conventions, the profits from the sale of goods that are
merely imported by a resident of a country and that are neither produced nor distributed through
a permanent establishment in that country are not taxable therein and the same principle should
apply in the case of services. The mere fact that the payer of the consideration for services is a
resident of a State, or that such consideration is borne by a permanent establishment situated in
that State or that the result of the services is used within the State does not constitute a sufficient
nexus to warrant allocation of income taxing rights to that State.

42.19 Another fundamental issue on which there is general agreement relates to the
determination of the amount on which tax should be levied. In the case of non-employment
services (and subject to possible exceptions such as Article 17) only the profits derived from the
services should be taxed. Thus, provisions that are sometimes included in bilateral conventions
and that allow a State to tax the gross amount of the fees paid for certain services if the payer of
the fees is a resident of that State do not seem to provide an appropriate way of taxing services.
First, because these provisions are not restricted to services performed in the State of source, they
have the effect of allowing a State to tax business activities that do not take place in that State.
Second, these rules allow taxation of the gross payments for services as opposed to the profits
therefrom.

42.20 Also, Member States agree that it is appropriate, for compliance and other reasons, not to
allow a State to tax the profits from services performed in their territory in certain circumstances
(e.g. when such services are provided during a very short period of time).

42.21 The Committee therefore considered that it was important to circumscribe the
circumstances in which States that did not agree with the conclusion in paragraph 42.11 above
could, if they wished to, provide that profits from services performed in the territory of a
Contracting State by an enterprise of the other Contracting State would be taxable by that State
even if there was no permanent establishment, as defined in Article 5, to which the profits were
attributable.

42.22 Clearly, such taxation should not extend to services performed outside the territory of a
State and should apply only to the profits from these services rather than to the payments for
them. Also, there should be a minimum level of presence in a State before such taxation is
allowed.

42.23 The following is an example of a provision that would conform to these requirements;
States are free to agree bilaterally to include such a provision in their tax treaties:

Notwithstanding the provisions of paragraphs 1, 2 and 3, where an enterprise of a
Contracting State performs services in the other Contracting State

a) through an individual who is present in that other State for a period or periods
exceeding in the aggregate 183 days in any twelve month period, and more than 50 per
cent of the gross revenues attributable to active business activities of the enterprise
during this period or periods are derived from the services performed in that other
State through that individual, or

b) for a period or periods exceeding in the aggregate 183 days in any twelve month period,
and these services are performed for the same project or for connected projects through
one or more individuals who are present and performing such services in that other
State
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the activities carried on in that other State in performing these services shall be deemed to
be carried on through a permanent establishment of the enterprise situated in that other
State, unless these services are limited to those mentioned in paragraph 4 which, if
performed through a fixed place of business, would not make this fixed place of business a
permanent establishment under the provisions of that paragraph. For the purposes of this
paragraph, services performed by an individual on behalf of one enterprise shall not be
considered to be performed by another enterprise through that individual unless that other
enterprise supervises, directs or controls the manner in which these services are performed
by the individual.

42.24 That alternative provision constitutes an extension of the permanent establishment
definition that allows taxation of income from services provided by enterprises carried on by non-
residents but does so in conformity with the principles described in paragraph 42.22.

42.25 The provision has the effect of deeming a permanent establishment to exist where one
would not otherwise exist under the definition provided in paragraph 1 and the examples of
paragraph 2. It therefore applies notwithstanding these paragraphs. As is the case of paragraph 5
of the Article, the provision provides a supplementary basis under which an enterprise may be
found to have a permanent establishment in a State; it could apply, for example, where a
consultant provides services over a long period in a country but at different locations that do not
meet the conditions of paragraph 1 to constitute one or more permanent establishments. 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 apply the provision in order
to find a permanent establishment. Since the provision simply creates a permanent establishment
when none would otherwise exist, it does not provide an alternative definition of the concept of
permanent establishment and obviously cannot limit the scope of the definition in paragraph 1
and of the examples in paragraph 2.

42.26 The provision also applies notwithstanding paragraph 3. Thus, an enterprise may be
deemed to have a permanent establishment because it performs services in a country for the
periods of time provided for in the suggested paragraph even if the various locations where these
services are performed do not constitute permanent establishments pursuant to paragraph 3. The
following example illustrates that result. A self-employed individual resident of one Contracting
State provides services and is present in the other Contracting State for more than 183 days
during a 12-month period but his services are performed for equal periods of time at a location
that is not a construction site (and are not in relation to a construction or installation project) as
well as on two unrelated building sites which each lasts less than the period of time provided for in
paragraph 3. Whilst paragraph 3 would deem the two sites not to constitute permanent
establishments, the proposed paragraph, which applies notwithstanding paragraph 3, would deem
the enterprise carried on by that person to have a permanent establishment (since the individual is
self-employed, it must be assumed that the 50% of gross revenues test will be met with respect to
his enterprise).

42.27 Another example is that of a large construction enterprise that carries on a single
construction project in a country. If the project is carried on at a single site, the provision should
not have a significant impact as long as the period required for the site to constitute a permanent
establishment is not substantially different from the period required for the provision to apply.
States that wish to use the alternative provision may therefore wish to consider referring to the
same periods of time in that provision and in paragraph 3 of Article 5.
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42.28 The situation, however, may be different if the project, or connected projects, are carried
out in different parts of a country. If the individual sites where a single project is carried on do not
last sufficiently long for each of them to constitute a permanent establishment (see, however,
paragraph 20 of the Commentary on Article 5), a permanent establishment will still be deemed to
exist if the conditions of the alternative provision are met. That result is consistent with the
purpose of the provision, which is to subject to source taxation foreign enterprises that are
present in a country for a sufficiently long period of time notwithstanding the fact that their
presence at any particular location in that country is not sufficiently long to make that location a
fixed place of business of the enterprise. Some States, however, may consider that paragraph 3
should prevail over the alternative provision and may wish to amend the provision accordingly.

42.29 The suggested paragraph only applies to services. Other types of activities that do not
constitute services are therefore excluded from its scope. Thus, for instance, the paragraph would
not apply to a foreign enterprise that carries on fishing activities in the territorial waters of a State
and derives revenues from selling its catches (in some treaties, however, activities such as fishing
and oil extraction may be covered by specific provisions).

42.30 The provision applies to services performed by an enterprise. Thus, services must be
provided by the enterprise to third parties. Clearly, the provision could not have the effect of
deeming an enterprise to have a permanent establishment merely because services are provided to
that enterprise. For example, services might be provided by an individual to his employer without
that employer performing any services (e.g. an employee who provides manufacturing services to
an enterprise that sells manufactured products). Another example would be where the employees
of one enterprise provide services in one country to an associated enterprise under detailed
instructions and close supervision of the latter enterprise; in that case, assuming the services in
question are not for the benefit of any third party, the latter enterprise does not itself perform any
services to which the provision could apply.

42.31 Also, the provision only applies to services that are performed in a State by a foreign
enterprise. Whether or not the relevant services are furnished to a resident of the State does not
matter; what matters is that the services are performed in the State through an individual present
in that State.

42.32 The alternative provision does not specify that the services must be provided “through
employees or other personnel engaged by the enterprise”, a phrase that is sometimes found in
bilateral treaties. It simply provides that the services must be performed by an enterprise. As
explained in paragraph 10, the business of an enterprise (which, in the context of the paragraph,
would include the services performed in a Contracting State) “is carried on mainly by the
entrepreneur or persons who are in paid-employment relationship with the enterprise (personnel).
This personnel includes employees and other persons receiving instructions from the enterprise
(e.g. dependent agents).” For the purposes of the alternative provision, the individuals through
which an enterprise provides services will therefore be the individuals referred to in paragraph 10,
subject to the exception included in the last sentence of that provision (see paragraph 42.43
below).

42.33 The alternative provision will apply in two different sets of circumstances. Subparagraph
a) looks at the duration of the presence of the individual through whom an enterprise derives most
of its revenues in a way that is similar to that of subparagraph 2 a) of Article 15; subparagraph b)
looks at the duration of the activities of the individuals through whom the services are performed.
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42.34 Subparagraph a) deals primarily with the situation of an enterprise carried on by a single
individual. It also covers, however, the case of an enterprise which, during the relevant period or
periods, derives most of its revenues from services provided by one individual. Such extension is
necessary to avoid a different treatment between, for example, a case where services are provided
by an individual and a case where similar services are provided by a company all the shares of
which are owned by the only employee of that company.

42.35 The subparagraph may apply in different situations where an enterprise performs services
through an individual, such as when the services are performed by a sole proprietorship, by the
partner of a partnership, by the employee of a company etc. The main conditions are that

— the individual through which the services are performed be present in a State for a period
or periods exceeding in the aggregate 183 days in any twelve month period, and

— more than 50 per cent of the gross revenues attributable to active business activities of the
enterprise during the period or periods of presence be derived from the services performed
in that State through that individual.

42.36 The first condition refers to the days of presence of an individual. Since the formulation is
identical to that of subparagraph 2 a) of Article 15, the principles applicable to the computation of
the days of presence for purposes of that last subparagraph are also applicable to the computation
of the days of presence for the purpose of the suggested paragraph.

42.37 For the purposes of the second condition, according to which more than 50 per cent of the
gross revenues attributable to active business activities of the enterprise during the relevant period
or periods must be derived from the services performed in that State through that individual, the
gross revenues attributable to active business activities of the enterprise would represent what the
enterprise has charged or should charge for its active business activities, regardless of when the
actual billing will occur or of domestic law rules concerning when such revenues should be taken
into account for tax purposes. Such active business activities are not restricted to activities related
to the provision of services. Gross revenues attributable to “active business activities” would
clearly exclude income from passive investment activities, including, for example, receiving
interest and dividends from investing surplus funds. States may, however, prefer to use a different
test, such as “50% of the business profits of the enterprise during this period or periods is derived
from the services” or “the services represent the most important part of the business activities of
the enterprise”, in order to identify an enterprise that derives most of its revenues from services
performed by an individual on their territory.

42.38 The following examples illustrate the application of subparagraph a) (assuming that the
alternative provision has been included in a treaty between States R and S):

— Example 1: W, a resident of State R, is a consultant who carries on her business activities
in her own name (i.e. that enterprise is a sole proprietorship). Between 2 February 00 and
1 February 01, she is present in State S for a period or periods of 190 days and during that
period all the revenues from her business activities are derived from services that she
performs in State S. Since subparagraph a) applies in that situation, these services shall be
deemed to be performed through a permanent establishment in State S.

— Example 2: X, a resident of State R, is one of the two shareholders and employees of XCO,
a company resident of State R that provides engineering services. Between 20 December 00
and 19 December 01, X is present in State S for a period or periods of 190 days and during
that period, 70% of all the gross revenues of XCO attributable to active business activities
are derived from the services that X performs in State S. Since subparagraph a) applies in
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that situation, these services shall be deemed to be performed through a permanent
establishment of XCO in State S.

— Example 3: X and Y, who are residents of State R, are the two partners of X&Y, a
partnership established in State R which provides legal services. For tax purposes, State R
treats partnerships as transparent entities. Between 15 July 00 and 14 July 01, Y is present
in State S for a period or periods of 240 days and during that period, 55% of all the fees of
X<&Y attributable to X&Y’s active business activities are derived from the services that Y
performs in State S. Subparagraph a) applies in that situation and, for the purposes of the
taxation of X and Y, the services performed by Y are deemed to be performed through a
permanent establishment in State S.

—  Example 4: Z, a resident of State R, is one of 10 employees of ACO, a company resident of
State R that provides accounting services. Between 10 April 00 and 9 April 01, Z is present
in State S for a period or periods of 190 days and during that period, 12% of all the gross
revenues of ACO attributable to its active business activities are derived from the services
that Z performs in State S. Subparagraph a) does not apply in that situation and, unless
subparagraph b) applies to ACO, the alternative provision will not deem ACO to have a
permanent establishment in State S.

42.39 Subparagraph b) addresses the situation of an enterprise that performs services in a
Contracting State in relation to a particular project (or for connected projects) and which
performs these through one or more individuals over a substantial period. The period or periods
referred to in the subparagraph apply in relation to the enterprise and not to the individuals. It is
therefore not necessary that it be the same individual or individuals who perform the services and
are present throughout these periods. As long as, on a given day, the enterprise is performing its
services through at least one individual who is doing so and is present in the State, that day would
be included in the period or periods referred to in the subparagraph. Clearly, however, that day
will count as a single day regardless of how many individuals are performing such services for the
enterprise during that day.

42.40 The reference to an “enterprise [...] performing these services for the same project” should
be interpreted from the perspective of the enterprise that provides the services. Thus, an enterprise
may have two different projects to provide services to a single customer (e.g. to provide tax advice
and to provide training in an area unrelated to tax) and whilst these may be related to a single
project of the customer, one should not consider that the services are performed for the same
project.

42.41 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 (see paragraphs 5.3 and 5.4 above). 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
contracty

— 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.
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42.42 Subparagraph b) requires that during the relevant periods, the enterprise is performing
services through individuals who are performing such services in that other State. For that
purpose, a period during which individuals are performing services means a period during which
the services are actually provided, which would normally correspond to the working days of these
individuals. An enterprise that agrees to keep personnel available in case a client needs the
services of such personnel and charges the client standby charges for making such personnel
available is performing services through the relevant individuals even though they are idle during
the working days when they remain available.

42.43 As indicated in paragraph 42.32, for the purposes of the alternative provision, the
individuals through whom an enterprise provides services will be the individuals referred to in
paragraph 10 above. If, however, an individual is providing the services on behalf of one
enterprise, the exception included in the last sentence of the provision clarifies that the services
performed by that individual will only be taken into account for another enterprise if the work of
that individual is exercised under the supervision, direction or control of the last-mentioned
enterprise. Thus, for example, where a company that has agreed by contract to provide services to
third parties provides these services through the employees of a separate enterprise (e.g. an
enterprise providing outsourced services), the services performed through these employees will not
be taken into account for purposes of the application of subparagraph b) to the company that
entered into the contract to provide services to third parties.

42.44 The following examples illustrate the application of subparagraph b) (assuming that the
alternative provision has been included in a treaty between States R and S):

— Example 1: X, a company resident of State R, has agreed with company Y to carry on
geological surveys in various locations in State S where company Y owns exploration
rights. Between 15 May 00 and 14 May 01, these surveys are carried on over 185 working
days by employees of X as well as by self-employed individuals to whom X has sub-
contracted part of the work but who work under the direction, supervision or control of X.
Since subparagraph b) applies in that situation, these services shall be deemed to be
performed through a permanent establishment of X in State S.

— Example 2: Y, a resident of State T, is one of the two shareholders and employees of
WYCO, a company resident of State R that provides training services. Between 10 June 00
and 9 June 01, Y performs services in State S under a contract that WYCO has concluded
with a company which is a resident of State S to train the employees of that company.
These services are performed in State S over 185 working days. During the period of Y’s
presence in State S, the revenues from these services account for 40% of the gross revenues
of WYCO from its active business activities. Whilst subparagraph a) does not apply in that
situation, subparagraph b) applies and these services shall be deemed to be performed
through a permanent establishment of WYCO in State S.

— Example 3: ZCO, a resident of State R, has outsourced to company OCO, which is a
resident of State S, the technical support that it provides by telephone to its clients. 0CO
operates a call centre for a number of companies similar to ZCO. During the period of 1
January 00 to 31 December 00, the employees of OCO provide technical support to various
clients of ZCO. Since the employees of OCO are not under the supervision, direction or
control of ZCO, it cannot be considered, for the purposes of subparagraph b), that ZCO is
performing services in State S through these employees. Additionally, whilst the services
provided by OCO’s employees to the various clients of ZCO are similar, these are provided
under different contracts concluded by ZCO with unrelated clients: these services cannot,
therefore, be considered to be rendered for the same or connected projects.
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42.45 The 183-day thresholds provided for in the alternative provision may give rise to the same
type of abuse as is described in paragraph 18 above. As indicated in that paragraph, legislative or
judicial anti-avoidance rules may apply to prevent such abuses. Some States, however, may prefer
to deal with them by including a specific provision in the Article. Such a provision could be
drafted along the following lines:

For the purposes of paragraph [x], where an enterprise of a Contracting State that is
performing services in the other Contracting State is, during a period of time, associated
with another enterprise that performs substantially similar services in that other State for
the same project or for connected projects through one or more individuals who, during
that period, are present and performing such services in that State, the first-mentioned
enterprise shall be deemed, during that period of time, to be performing services in the
other State for that same project or for connected projects through these individuals. For
the purpose of the preceding sentence, an enterprise shall be associated with another
enterprise if one is controlled directly or indirectly by the other, or both are controlled
directly or indirectly by the same persons, regardless of whether or not these persons are
residents of one of the Contracting States.

42.46 According to the provision, the activities carried on in the other State by the individuals
referred to in subparagraph a) or b) through which the services are performed by the enterprise
during the period or periods referred to in these subparagraphs are deemed to be carried on
through a permanent establishment that the enterprise has in that other State. The enterprise is
therefore deemed to have a permanent establishment in that other State for the purposes of all the
provisions of the Convention (including, for example, paragraph 5 of Article 11 and paragraph 2
of Article 15) and the profits derived from the activities carried on in the other State in providing
these services are attributable to that permanent establishment and are therefore taxable in that
State pursuant to Article 7.

42.47 By deeming the activities carried on in performing the relevant services to be carried on
through a permanent establishment that the enterprise has in a Contracting State, the provision
allows the application of Article 7 and therefore, the taxation, by that State, of the profits
attributable to these activities. As a general rule, it is important to ensure that only the profits
derived from the activities carried on in performing the services are taxed; whilst there may be
certain exceptions, it would be detrimental to the cross-border trade in services if payments
received for these services were taxed regardless of the direct or indirect expenses incurred for the
purpose of performing these services.

42.48 This alternative provision will not apply if the services performed are limited to those
mentioned in paragraph 4 of the Article 5 which, if performed through a fixed place of business,
would not make this fixed place of business a permanent establishment under the provisions of
that paragraph. Since the provision refers to the performance of services by the enterprise and this
would not cover services provided to the enterprise itself, most of the provisions of paragraph 4
would not appear to be relevant. It may be, however, that the services that are performed are
exclusively of a preparatory or auxiliary character (e.g. the supply of information to prospective
customers when this is merely preparatory to the conduct of the ordinary business activities of the
enterprise; see paragraph 23 above) and in that case, it is logical not to consider that the
performance of these services will constitute a permanent establishment.
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Changes to the Commentary on Article 7

29. Replace the Commentary on Article 7 by the following [changes to the draft version of the
revised Commentary released in April 2007 are shown in Annex 2]:

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 bye£ reference to whrch the proﬁts attributable to mad%by—the permanent
establishment : L ;

to be calculated. To put the matter in a shghtly dlfferent way, when an enterprlse 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
tradmg wrth an enterprise of the other Contractmg State When both enterprises are associatedmerbers

e are-u : v atrel are dealt with in Article 9.

h h nehy-novel-erdrticles 7 and 9
are not partlcularly detalled and were not strtkmgly novel when they were adopted by the OECD. The
question of what criteria should be used in attributing profits to a permanent establishment, and of how
to allocate profits from transactions between associated enterprises,~under-commen-control; has had to
be dealt with in a large number of double taxation conventions and in various models developed by the
League of Nations before the OECD first dealt with it andit-isfair-te-say-that the solutions adopted
have generally conformed to a standard pattern.

3. It is generally recognised that the essential principles on which this standard pattern is based are
well founded, and, when the OECD first examined that question, it was-ithas-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.




4. It must be acknowledged, however, that there has been considerable variation in the
interpretation of the general directives of Article 7 and of the provisions of earlier conventions
and models on which the wording of the Article is based. This lack of a common interpretation of
Article 7 can lead to problems of double taxation and non-taxation. For that reason, it is- Hewever;
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mere 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 25.25;

5. Over the years, the Committee on Fiscal Affairs has therefore spent considerable time and
effort trying to ensure a more consistent interpretation and application of the rules of the Article.
Minor changes to the wording of the Article and a number of changes to the Commentary were
made when the 1977 Model Tax Convention was adopted. A report that addressed that question in
the specific case of banks was published in 1984." In 1987, noting that the determination of profits
attributable to a permanent establishment could give rise to some uncertainty, the Committee
undertook a review of the question which led to the adoption, in 1993, of the report entitled
“Attribution of Income to Permanent Establishments™ and to subsequent changes to the
Commentary.

6. Despite that work, the practices of OECD and non-OECD countries regarding the
attribution of profits to permanent establishments and these countries’ interpretation of Article 7
continued to vary considerably. The Committee acknowledged the need to provide more certainty
to taxpayers: in its report “Transfer Pricing Guidelines for Multinational Enterprises and Tax
Administrations”, adopted in 1995, it indicated that further work would address the application of
the arm’s length principle to permanent establishments. That work resulted, in 2008, in a report
entitled “Attribution of Profits to Permanent Establishments”. The approach developed in that
report was not constrained by either the original intent or by the historical practice and
interpretation of Article 7. Instead, the focus has been on formulating the most preferable
approach to attributing profits to a permanent establishment under Article 7 given modern-day
multinational operations and trade.

7. The approach put forward in that Report deals with the attribution of profits both to
permanent establishments in general (Part I of the Report) and, in particular, to permanent

“The Taxation of Multinational Banking Enterprises”, in Transfer Pricing and Multinational
Enterprises - Three Taxation Issues, OECD, Paris, 1984.

Attribution of Income to Permanent Establishments, Issues in International Taxation No. 5, OECD,
Paris, 1994; reproduced in Volume II of the loose-leaf version of the OECD Model Tax Convention at
page R(13)-1.
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establishments of businesses operating in the financial sector, where trading through a permanent
establishment is widespread (Part 11 of the Report, which deals with permanent establishments of
banks, Part Il1, which deals with permanent establishments of enterprises carrying on global
trading and Part 1V, which deals with permanent establishments of enterprises carrying on
insurance activities). The Committee considers that the guidance included in the Report
represents a better approach to attributing profits to permanent establishments than has
previously been available. It does recognise, however, that there are differences between some of
the conclusions of the Report and the interpretation of the Article previously given in this
Commentary. For that reason, this Commentary has been amended to incorporate a number of
conclusions of the Report that did not conflict with the previous version of this Commentary,
which prescribed specific approaches in some areas and left considerable leeway in others. The
Report therefore represents internationally agreed principles and, to the extent that it does not
conflict with this Commentary, provides guidelines for the application of the arm's length
principle incorporated in the Article.

8.2+ Before 2000, income from professional services and other activities of an independent character
was dealt with under a separate Article, i.e. Article 14. The provisions of that Article were similar to
those applicable to business profits but it used the concept of fixed base rather than that of permanent
establishment since it had originally been thought that the latter concept should be reserved to
commercial and industrial activities. However, it was not always clear which activities fell within
Article 14 as opposed to Article 7. The elimination of Article 14 in 2000 reflected the fact that there
were no intended differences between the concepts of permanent establishment, as used in Article 7,
and fixed base, as used in Article 14, or between how profits were computed and tax was calculated
according to which of Article 7 or 14 applied. The effect of the deletion of Article 14 is that income
derived from professional services or other activities of an independent character is now dealt with
under Article 7 as business profits. This was confirmed by the addition of a definition of the term
“business” which expressly provides that this term includes professional services or other activities of
an independent character.

1. Commentary on the provisions of the Article
Paragraph 1

9.3:  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.

10.5: The second principle, which is reflectedand-more-impertant-peint-is-that-it-islaid-down— in
the second sentence of the paragraph, is— that the right to tax of the State where thewhen—an

entel:pﬂseeames—eﬂ—b&smess—thfeﬂgh—a permanent establishment is Sttuatedm—aﬂether—Stat%th&t—State

establ-tshmeﬁt—m—ether—wefés—that—the—ﬂght—te—ta* does not extend to proﬁts that the enterprlse may
derive from that State but that are not attributable tootherwise—than—threugh the permanent

establishment. This is a question on which there have historically beenmay-be differences of view, a
few countries having some time ago pursued a principle of general “force of attraction” according
to which income such as other business profits, dividends, interest and royalties arising from
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sources in their territory was fully taxable by them if the beneficiary hadhave-takenthe-view-that
when-a—foreign-enterprise-has-set-up a permanent establishment therein even though such income
was clearly not attributable to that permanent establishment. Whilst some bilateral tax
conventions include a Itmtted antt-avozdance rule based on a restrtcted force of attractton
approach that only appltes to

pa%agraph—l—&amel—y—tha&—the—test—@hat—bus1ness proﬁts dertved from activities s1mtlar to those carrted
on bysheuld-net-be-taxed-unless-there-is a permanent establishment, the general force of attraction

approach described above has now been rejected by international tax treaty practice. The
prmaple that is now generally accepted m double taxatlon conventzonsestabhshmeﬂt—ls—eﬁe—ﬂ%at

%h%pfmefpl%hid—dewa—m—th%seeeﬂd—semene%eﬁpafagfaph—} is based on the view that in taxmg the

profits that a foreign enterprise derives from a particular country, the faxfiseal 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, subjecttest—This—is—ef-ecourse—without
pfﬁad*ee to the posszble apphcatton of other Artlcles of Vi%WL&Hd—Sfﬂe%H—}S—aﬁ—}m-peﬁa&t—q’desﬂeﬂ—}t

m—the Conventton This

adm1n1strat1on— and compliance, and%ha{—ft is more closely adapted to the way in which business is
commonly carried on.transaeted: The organisation of modern business is highly complex. ThereIn
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. A¥-may-be
thatsueha company may have-set up a permanent establishment in another-seeend country and-ray
bﬁw&s&e&n&g—a—e&mder&bl%&meaﬂt—ef—busﬂaess—through whtch it carries on manufacturmg
activities whilsttha § onepa d-of manufacty hat a different
part of the same company sellsmay—b%sel—h-ng—quﬁe dlfferent goods or manufactures in that
otherseeond country through independent agents. That agents:—and-that-the-company may have
perfectly valid commercialgenvine reasons for doing so: these may be takingthis—course,reasons
based, for example, either-on the historical pattern of its business or on commercial convenience. If
the country in which-1s—it-desirable-that the permanent establishment is situated wished tofiseal
authorities—showld go so far as to tryinsist-entrying to determine, and tax,searchout 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, that approach

wouldestablishment?>—Sueh—an—Artiele—might interfere seriously with ordinary commercial
activitiesproeesses; and wouldse be contrary toevt-ofkeeping-with the aims of the Convention.
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11. When referring to the part of the profits of an enterprise that is attributable to a permanent
establishment, the second sentence of paragraph 1 refers directly to paragraph 2, which provides
the directive for determining what profits should be attributed to a permanent establishment. As
paragraph 2 is part of the context in which the sentence must be read, that sentence should not be
interpreted in a way that could contradict paragraph 2, e.g. by interpreting it as restricting the
amount of profits that can be attributed to a permanent establishment to the amount of profits of
the enterprise as a whole. Thus, whilst paragraph 1 provides that a Contracting State may only tax
the profits of an enterprise of the other Contracting to the extent that they are attributable to a
permanent establishment situated in the first State, it is paragraph 2 that determines the meaning
of the phrase “profits attributable to a permanent establishment”. In other words, the directive of
paragraph 2 may result in profits being attributed to a permanent establishment even though the
enterprise as a whole has never made profits; conversely, that directive may result in no profits
being attributed to a permanent establishment even though the enterprise as a whole has made

profits.

12. Clearly, however, the Contracting State of the enterprise has an interest in the directive of
paragraph 2 being correctly applied by the State where the permanent establishment is located.
Since that directive applies to both Contracting States, the State of the enterprise must, in
accordance with Article 23, eliminate double taxation on the profits properly attributable to the
permanent establishment. In other words, if the State where the permanent establishment is
located attempts to tax profits that are not attributable to the permanent establishment under
Article 7, this may result in double taxation of profits that should properly be taxed only in the
State of the enterprise.

13.30+ The purpose of paragraph 1 is to provide limits to the right of one Contracting State to tax
the business profits of enterprises that-are-residents-of the other Contracting State. The paragraph does
not limit the right of a Contracting State to tax its own residents under controlled foreign companies
provisions found in its domestic law even though such tax imposed on these residents may be
computed by reference to the part of the profits of an enterprise that is resident of the other Contracting
State that is attributable to these residents’ participation in that enterprise. Tax so levied by a State on
its own residents does not reduce the profits of the enterprise of the other State and may not, therefore,
be said to have been levied on such profits (see also paragraph 23 of the Commentary on Article 1 and
paragraphs 37 to 39 of the Commentary on Article 10).

Paragraph 2
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14.4  This paragraph contains the central directive on which the attributionalleeation 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 the rest of the enterprise,itshead-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 ordmary processes of good business

15.  The paragraph requires that this principle be applied in each Contracting State. Clearly, this
does not mean that the amount on which the enterprise will be taxed in the source State will, for a
given period of time, be exactly the same as the amount of income with respect to which the other
State will have to provide relief pursuant to Articles 23 A or 23 B. Variations between the domestic
laws of the two States concerning matters such as depreciation rates, the timing of the recognition of
income and restrictions on the deductibility of certain expenses that are in accordance with
paragraph 3 of this Article will normally result in a different amount of taxable income in each
State.

16.42—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-autherities-coneerned-to
ascertain the profit properly attributable to that establishment. Exceptionally there may be no separate
accounts (cf. paragraphs 5124 to 5528 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 profits that are properly attributable-prefits to the permanent establishment under the
directive contained in paragraph 2. It should perhaps be emphasized that thisthe directive-contained
in-paragraph—2 is no justification—fer—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. As noted in paragraph 19 below and as explained in
paragraph 39 of Part I of the Report “Attribution of Profits to Permanent Establishments”,
however, records and documentation must satisfy certain requirements in order to be considered to
reflect the real facts of the situation.

17. In order to determine whether such an adjustment is required by paragraph 2, it will be
necessary to determine the profits that would have been realized if the permanent establishment had
been a separate and distinct enterprise engaged in the same or similar activities under the same or
similar conditions and dealing wholly independently with the rest of the enterprise. Sections D-2 and
D-3 of Part I of the Report “Attribution of Profits to Permanent Establishments” describe the two-
step approach through which this should be done. This approach will allow the calculation of the
profits attributable to all the activities carried on through the permanent establishment, including
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transactions with other unrelated enterprises, transactions with related enterprises and dealings
(e.g. the internal transfer of capital or property or the internal provision of services — see for
instance paragraphs 31 and 32) with other parts of the enterprise (under the second step described
above), in accordance with the directive of paragraph 2.

18. The first step of that approach requires the identification of the activities carried on
through the permanent establishment. This should be done through a functional and factual
analysis (the guidance found in the Transfer Pricing Guidelines for Multinational Enterprises
and Tax Administrations’ will be relevant for that purpose). Under that first step, the economically
significant activities and responsibilities undertaken through the permanent establishment will be
identified. This analysis should, to the extent relevant, consider the activities and responsibilities
undertaken through the permanent establishment in the context of the activities and
responsibilities undertaken by the enterprise as a whole, particularly those parts of the enterprise
that engage in dealings with the permanent establishment. Under the second step of that
approach, the remuneration of any such dealings will be determined by applying by analogy the
principles developed for the application of the arm’s length principle between associated
enterprises (these principles are articulated in the Transfer Pricing Guidelines for Multinational
Enterprises and Tax Administrations) by reference to the functions performed, assets used and
risk assumed by the enterprise through the permanent establishment and through the rest of the
enterprise.

19.121—This-raisesthe-question—-as—to-what-extent-such-accountsA question that may arise is to

what extent accounting records 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. Accounts shouldin-thatrespeet-accounts-eonld not be regarded as prepared symmetrically,
however, 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. Also, as explained in paragraph 16, records and documentation
must satisfy certain requirements in order to be considered to reflect the real facts of the situation.
For example, Hewever; 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. One such case
Fhis-would be wherethe-case-ifforexample; 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.

20. It may therefore be concluded that accounting records and contemporaneous
documentation that meet the above-mentioned requirements constitute a useful starting point for
the purposes of attributing profits to a permanent establishment. Taxpayers are encouraged to

3.

The original version of that report was approved by the Council of the OECD on 27 June 1995.
Published in a loose-leaf format as Transfer Pricing Guidelines for Multinational Enterprises and Tax
Administrations, OECD, Paris, 1995.
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prepare such documentation, as it may reduce substantially the potential for controversies.
Section D-2 (vi) b) of Part I of the Report “Attribution of Profits” discusses the conditions under
which tax administrations would give effect to such documentation.

2135 Many-States-consider-that-there-is-There may be 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 a State’stheir territory is transferred to a permanent establishment or the head office of
the same enterprise situated in another State. Article 7 allows the former Statesuch-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
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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.

22.35+ 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.

23. Paragraph 3 of Article 5 sets forth a special rule for a fixed place of business that is a
building site or a construction or installation project. Such a fixed place of business is a permanent
establishment only if it lasts more than twelve months. Experience has shown that these types of
permanent establishments can give rise to special problems in attributing income to them under
Article 7.

24, These problems arise chiefly where goods are provided, or services performed, by the other
parts of the enterprise or a related party in connection with the building site or construction or
installation project. Whilst these problems can arise with any permanent establishment, they are
particularly acute for building sites and construction or installation projects. In these
circumstances, it is necessary to pay close attention to the general principle that income is
attributable to a permanent establishment only when it results from activities carried on by the
enterprise through that permanent establishment.

25. For example, where such goods are supplied by the other parts of the enterprise, the profits
arising from that supply do not result from the activities carried on through the permanent
establishment and are not attributable to it. Similarly, profits resulting from the provision of
services (such as planning, designing, drawing blueprints, or rendering technical advice) by the
parts of the enterprise operating outside the State where the permanent establishment is located
do not result from the activities carried on through the permanent establishment and are not
attributable to it.

26. Where, under paragraph 5 of Article 5, a permanent establishment of an enterprise of a
Contracting State is deemed to exist in the other Contracting State by reason of the activities of a so-
called dependent agent (see paragraph 32 of the Commentary on Article 5), the same principles used
to attribute profits to other types of permanent establishment will apply to attribute profits to that
deemed permanent establishment. As a first step, the activities that the dependent agent undertakes
for the enterprise will be identified through a functional and factual analysis that will determine the
functions undertaken by the dependent agent both on its own account and on behalf of the
enterprise. The dependent agent and the enterprise on behalf of which it is acting constitute two
separate potential taxpayers. On the one hand, the dependent agent will derive its own income or
profits from the activities that it performs on its own account for the enterprise; if the agent is itself a
resident of either Contracting State, the provisions of the Convention (including Article 9 if that
agent is an enterprise associated to the enterprise on behalf of which it is acting) will be relevant to
the taxation of such income or profits. On the other hand, the deemed permanent establishment of
the enterprise will be attributed the assets and risks of the enterprise relating to the functions
performed by the dependent agent on behalf of that enterprise (i.e. the activities that the dependent
agent undertakes for that enterprise), together with sufficient capital to support those assets and
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risks. Profits will then be attributed to the deemed permanent establishment on the basis of those
assets, risks and capital; these profits will be separate from, and will not include, the income or
profits that are properly attributable to the dependent agent itself (see section D-5 of Part I of the
Report “Attribution of Profits to Permanent Establishments”).
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Paragraph 3

27.36: 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.

2847 1t 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.

29.  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 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.

30.  Also, paragraph 3 only determines which expenses should be attributed to the permanent
establishment for purposes of determining the profits attributable to that permanent
establishment. It does not deal with the issue of whether those expenses, once attributed, are
deductible when computing the taxable income of the permanent establishment since the
conditions for the deductibility of expenses are a matter to be determined by domestic law, subject
to the rules of Article 24 on Non-discrimination (in particular, paragraphs 3 and 4 of that Article).

31.+47+  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
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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.

32472  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.’

33473  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 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
(subparagraph 4 d) of Article 5) so that no question of attribution of profit arises in such circumstances.

34474 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 between the various parts of the enterprise the actual
costs of the creation or acquisition of such intangible rights, as well as the costs subsequently
incurred with respect to these intangible rights,~between—the—various—parts—ofthe-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.

Internal transfers of financial assets, which are primarily relevant for banks and other financial institutions,
raise specific issues which have been dealt with in Parts II and III of the Report “Attribution of Profits to

Permanent Establlshments Lshrendy—been—desh—with—i—a—separate—tdy—entided—The—Taxution—of
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35.4%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.

36.476 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 host country should
then try to avoid schematic solutions and rely on the value of these services in the given circumstances
of each case.

37477 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.
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38.21—Anether-ease-isrelated-to The treatment of services performed in the course of the general
management of an enterprise raises 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;-enee-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 in determining taxable profits of the permanent
establishment of any notional figure such as profits of management.

39.22. 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 382+ 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.

40.23- 1t 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,
whilst 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.

41. The treatment of interest charges raises particular issues. First, there might be amounts
which, under the name of interest, are charged by a head office to its permanent establishment with
respect to internal “loans” by the former to the latter. Except for financial enterprises such as
banks, it is generally agreed that such internal “interest” need not be recognised. 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. Whilst, admittedly,
symmetrical charges and returns will not distort the enterprise’s overall profits,
partial results may well be arbitrarily changed.

42. For these reasons, the ban on deductions for internal debts and receivables should continue
to apply generally, subject to the special situation of banks, as mentioned below.

43. A different issue, however, is that of the deduction of interest on debts actually incurred by
the enterprise. Such debts may relate in whole or in part to the activities of the permanent
establishment; indeed, loans contracted by an enterprise will serve either the head office, the
permanent establishment or both. The question that arises in relation to these debts is how to
determine the part of the interest that should be deducted in computing the profits attributable to the
permanent establishment.

44. The approach suggested in this Commentary before 1994, 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, in particular the fact that an independent enterprise would
normally be expected to have a certain level of “free” capital.

45. Consequently, the majority of Member countries consider that it would be preferable to
look for a practicable solution that would take into account a capital structure appropriate to both
the organization and the functions performed. This appropriate capital structure will take account
of the fact that in order to carry out its activities, the permanent establishment requires a certain
amount of funding made up of “free” capital and interest-bearing debt. The objective is therefore
to attribute an arm’s length amount of interest to the permanent establishment after attributing an
appropriate amount of “free” capital in order to support the functions, assets and risks of the
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permanent establishment. Under the arm’s length principle a permanent establishment should
have sufficient capital to support the functions it undertakes, the assets it economically owns and
the risks it assumes. In the financial sector regulations stipulate minimum levels of regulatory
capital to provide a cushion in the event that some of the risks inherent in the business crystallise
into financial loss. Capital provides a similar cushion against crystallisation of risk in non-
financial sectors.

46. As explained in section D-2 (v) b) of Part I of the Report “Attribution of Profits to
Permanent Establishments”, there are different acceptable approaches for attributing “free”
capital that are capable of giving an arm’s length result. Each approach has its own strengths and
weaknesses, which become more or less material depending on the facts and circumstances of
particular cases. Different methods adopt different starting points for determining the amount of
“free” capital attributable to a permanent establishment, which either put more emphasis on the
actual structure of the enterprise of which the permanent establishment is a part or alternatively,
on the capital structures of comparable independent enterprises. The key to attributing “free”
capital is to recognise:

—  the existence of strengths and weaknesses in any approach and when these are likely to be
present;

—  that there is no single arm’s length amount of “free capital”, but a range of potential
capital attributions within which it is possible to find an amount of “free” capital that can
meet the basic principle set out above.

47. It is recognised, however, that the existence of different acceptable approaches for
attributing “free” capital to a permanent establishment which are capable of giving an arm’s
length result can give rise to problems of double taxation. The main concern, which is especially
acute for financial institutions, is that if the domestic law rules of the State where the permanent
establishment is located and of the State of the enterprise require different acceptable approaches
for attributing an arm’s length amount of free capital to the permanent establishment, the amount
of profits calculated by the State of the permanent establishment may be higher than the amount
of profits calculated by the State of the enterprise for purposes of relief of double taxation.

48. Given the importance of that issue, the Committee has looked for a practical solution.
OECD Member countries have therefore agreed to accept, for the purposes of determining the
amount of interest deduction that will be used in computing double taxation relief, the attribution
of capital derived from the application of the approach used by the State in which the permanent
establishment is located if the following two conditions are met: first, if the difference in capital
attribution between that State and the State of the enterprise results from conflicting domestic law
choices of capital attribution methods, and second, if there is agreement that the State in which
the permanent establishment is located has used an authorised approach to the attribution of
capital and there is also agreement that that approach produces a result consistent with the arm’s
length principle in the particular case. OECD Member countries consider that they are able to
achieve that result either under their domestic law, through the interpretation of Articles 7 and 23
or under the mutual agreement procedure of Article 25 and, in particular, the possibility offered
by that Article to resolve any issues concerning the application or interpretation of their tax
treaties.

49. As already mentioned, special considerations apply to internal interest charges on
advances between different parts of a financial enterprise (e.g. a bank), 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 application of Article 7 to the permanent
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establishments of banks and enterprises carrying on global trading, is discussed in Parts II and
111 of the Report “Attribution of Profits to Permanent Establishments”.

50. The determination of the investment assets attributable to a permanent establishment
through which insurance activities are carried on also raises particular issues, which are
discussed in Part IV of the Report.

51.24. 1t 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 estab-
lishment 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 based on other methods.

Paragraph 4

52.25; 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. Itis 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.
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53.26. 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.

5427 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
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.

55.28. 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.

Paragraph 5

56.29: 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.

57.30: 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.
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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 the purchasing activities will also be excluded in calculating the taxable
profits of the permanent establishment.

Paragraph 6

58.3%. 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.

Paragraph 7

59.32. 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.

60.33: 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.

61.34. 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).

62.35: 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 business profits which do 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 be classified as income within
Articles 7 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 business profits, in conformity with
the tax laws of the Contracting States.
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63.36: 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.

64.37. 1t 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.

Changes to the Commentary on Article 9

30. In paragraph 10 of the Commentary on Article 9, replace the cross-reference to “paragraphs 28,
29 and 30 of the Commentary on Article 25” by “paragraphs 39, 40 and 41 of the Commentary on
Article 25”.

31. Replace paragraph 11 of the Commentary on Article 9 by the following:

11.  If there is a dispute between the parties concerned over the amount and character of the
appropriate adjustment, the mutual agreement procedure provided for under Article 25 should be
implemented; the Commentary on that Article contains a number of considerations applicable to
adjustments of the profits of associated enterprises carried out on the basis of the present
Article (following, in particular, adjustment of transfer prices) and to the corresponding adjustments
which must then be made in pursuance of paragraph 2 thereof (see in particular paragraphs 910,22;
23 29-and 30 10, 11, 12, 33, 34, 40 and 41 of the Commentary on Article 25).

Changes to the Commentary on Article 10

32. In paragraph 19 of the Commentary on Article 10, replace the cross-reference to “paragraph 53 of
the Commentary on Article 24” by “paragraph 71 of the Commentary on Article 24”.

33. Add the following heading and new paragraphs 67.1 to 67.7 to the Commentary on Article 10
(the addition made to the previous version of these proposals released as a public discussion draft on 30
October 2007 is underlined):

V. Distributions by Real Estate Investment Trusts

67.1 In many States, a large part of portfolio investment in immovable property is done through
Real Estate Investment Trusts (REITs). A REIT may be loosely described as a widely held
company, trust or contractual or fiduciary arrangement that derives its income primarily from
long-term investment in immovable property, distributes most of that income annually and does
not pay income tax on the income related to immovable property that is so distributed. The fact
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that the REIT vehicle does not pay tax on that income is the result of tax rules that provide for a
single-level of taxation in the hands of the investors in the REIT.

67.2 The importance and the globalisation of investments in and through REITs have led the
Committee on Fiscal Affairs to examine the tax treaty issues that arise from such investments.
The results of that work appear in a report entitled “Tax Treaty Issues Related to REITS”.”

67.3 One issue discussed in the report is the tax treaty treatment of cross-border distributions by
a REIT. In the case of a small investor in a REIT, the investor has no control over the immovable
property acquired by the REIT and no connection to that property. Notwithstanding the fact that
the REIT itself will not pay tax on its distributed income, it may therefore be appropriate to
consider that such an investor has not invested in immovable property but, rather, has simply
invested in a company and should be treated as receiving a portfolio dividend. Such a treatment
would also reflect the blended attributes of a REIT investment, which combines the attributes of
both shares and bonds. In contrast, a larger investor in a REIT would have a more particular
interest in the immovable property acquired by the REIT; for that investor, the investment in the
REIT may be seen as a substitute for an investment in the underlying property of the REIT. In
this situation, it would not seem appropriate to restrict the source taxation of the distribution from
the REIT since the REIT itself will not pay tax on its income.

67.4 States that wish to achieve that result may agree bilaterally to replace paragraph 2 of the
Article by the following:

2. However, such dividends may also be taxed in the Contracting State of which the
company paying the dividends is a resident and according to the laws of that State, but if
the beneficial owner of the dividends is a resident of the other Contracting State (other
than a beneficial owner of dividends paid by a company which is a REIT in which such
person holds, directly or indirectly, capital that represents at least 10 per cent of the value
of all the capital in that company), the tax so charged shall not exceed:

a) 5 per cent of the gross amount of the dividends if the beneficial owner is a company
(other than a partnership) which holds directly at least 25 per cent of the capital of the
company paying the dividends (other than a paying company that is a REIT);

b) 15 per cent of the gross amount of the dividends in all other cases.

According to this provision, a large investor in a REIT is an investor holding, directly or
indirectly, capital that represents at least 10% of the value of all the REIT’s capital. Countries
may, however, agree bilaterally to use a different threshold. Also, the provision applies to all
distributions by a REIT; in the case of distributions of capital gains, however, the domestic law of
some countries provides for a different threshold to differentiate between a large investor and a
small investor entitled to taxation at the rate applicable to portfolio dividends and these countries
may wish to amend the provision to preserve that distinction in their treaties. Finally, because it
would be inappropriate to restrict the source taxation of a REIT distribution to a large investor,
the drafting of subparagraph a) excludes dividends paid by a REIT from its application; thus, the
subparagraph can never apply to such dividends, even if a company that did not hold capital
representing 10% or more of the value of the capital of a REIT held at least 25% of its capital as
computed in accordance with paragraph 15 above. The State of source will therefore be able to
tax such distributions to large investors regardless of the restrictions in subparagraphs a) or b).

OECD, Paris, 2008. Reproduced in volume II of the loose-leaf version of the Model at R-....
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67.5 Where, however, the REITs established in one of the Contracting States do not qualify as
companies that are residents of that Contracting State, the provision will need to be amended to
ensure that it applies to distributions by such REITs.

67.6 For example, if the REIT is a company that does not qualify as a resident of the State,
paragraphs 1 and 2 of the Article will need to be amended as follows to achieve that result:

1. Dividends paid by a company which is a resident, or a REIT organized under the
laws, of a Contracting State to a resident of the other Contracting State may be taxed in
that other State.

2. However, such dividends may also be taxed in, and according to the laws of, the
Contracting State of which the company paying the dividends is a resident or, in the case
of a REIT, under the laws of which it has been organized, but if the beneficial owner of
the dividends is a resident of the other Contracting State (other than a beneficial owner of
dividends paid by a company which is a REIT in which such person holds, directly or
indirectly, capital that represents at least 10 per cent of the value of all the capital in that
company), the tax so charged shall not exceed:

a) 5 per cent of the gross amount of the dividends if the beneficial owner is a company
(other than a partnership) which holds directly at least 25 per cent of the capital of the
company paying the dividends (other than a paying company that is a REIT);

b) 15 per cent of the gross amount of the dividends in all other cases.

67.7 Similarly, in order to achieve that result where the REIT is structured as a trust or as a
contractual or fiduciary arrangement and does not qualify as a company, States may agree
bilaterally to add to the alternative version of paragraph 2 set forth in paragraph 67.4 above an
additional provision drafted along the following lines:

For the purposes of this Convention, where a REIT organized under the laws of a
Contracting State makes a distribution of income to a resident of the other Contracting
State who is the beneficial owner of that distribution, the distribution of that income shall
be treated as a dividend paid by a company resident of the first-mentioned State.

Under this additional provision, the relevant distribution would be treated as a dividend and not,
therefore, as another type of income (e.g. income from immovable property or capital gain) for the
purposes of applying Article 10 and the other Articles of the Convention. Clearly, however, that
would not change the characterisation of that distribution for purposes of domestic law so that
domestic law treatment would not be affected except for the purposes of applying the limitations
imposed by the relevant provisions of the Convention.

Changes to the Commentary on Article 12

34, In paragraph 5 of the Commentary on Article 12, replace the cross-reference to “paragraph 53 of
the Commentary on Article 24” by “paragraph 71 of the Commentary on Article 24”.

35. Replace paragraphs 8 and 8.1 of the Commentary on Article 12 by the following:

8. Paragraph 2 contains a definition of the term “royalties”. These relate, in general, to rights or
property constituting the different forms of literary and artistic property, the elements of intellectual
property specified in the text and information concerning industrial, commercial or scientific
experience. The definition applies to payments for the use of, or the entitlement to use, rights of the
kind mentioned, whether or not they have been, or are required to be, registered in a public register.

51



The definition covers both payments made under a license and compensation which a person would
be obliged to pay for fraudulently copying or infringing the right. [the rest of the existing paragraph
would be included in paragraphs 8.1, 8.2 and 8.3]

8.1  The definition does not, however, apply to payments that, whilst based on the number of
times a right belonging to someone is used, are made to someone else who does not himself own the
right or the right to use it (see, for instance, paragraph 18 below). [corresponds to the fifth sentence
of the current paragraph 8].

8.2  Where a payment is in consideration for the transfer of the full ownership of an element
of property referred to in the definition, the payment is not in consideration “for the use of, or the
right to use” that property and cannot therefore represent a royalty. As noted in paragraphs 15
and 16 below as regards software, difficulties can arise in the case of a transfer of rights that
could be considered to form part of an element of property referred to in the definition where
these rights are transferred in a way that is presented as an alienation. For example, this could
involve the exclusive granting of all rights to an intellectual property for a limited period or all
rights to the property in a limited geographical area in a transaction structured as a sale. Each
case will depend on its particular facts and will need to be examined in light of the national
intellectual property law applicable to the relevant type of property and the national law rules as
regards what constitutes an alienation but in general, if the payment is in consideration for the
alienation of rights that constitute distinct and specific property (which is more likely in the case of
geographically-limited than time-limited rights), such payments are likely to be commercial income
within Article 7 or a capital gains matter within Article 13 rather than royalties within Article 12.
That follows from the fact that where the ownership of rights has been alienated, the consideration
cannot be for the use of the rights. The essential character of the transaction as an alienation
cannot be altered by the form of the consideration, the payment of the consideration in instalments
or, in the view of most countries, by the fact that the payments are related to a contingency.

8.3  H-sheuld-also-beneted-that-tThe word “payment”, used in the definition, has a very wide
meaning since the concept of payment means the fulfilment of the obligation to put funds at the
disposal of the creditor in the manner required by contract or by custom. [corresponds to the
penultimate sentence of the current paragraph 8]

8.4  As a guide, certain explanations are given below in order to define the scope of Article 12 in
relation to that of other Articles of the Convention, as regards, in particular, the provision of
information. [corresponds to the last sentence of current paragraph 8].

8.583 Where information referred to in paragraph 2 is supplied or where the use or the right to use a
type of property referred to in that paragraph is granted, the person who owns that information or
property may agree not to supply or grant to anyone else that information or right. Payments made as
consideration for such an agreement constitute payments made to secure the exclusivity of that
information or an exclusive right to use that property, as the case may be. These payments being
payments “of any kind received as a consideration for [...] the right to use” the property “or for
information”, fall under the definition of royalties.

36. Add the following paragraphs 10.1 and 10.2 immediately after paragraph 10 of the Commentary
on Article 12:

10.1 Payments that are solely made in consideration for obtaining the exclusive distribution

rights of a product or service in a given territory do not constitute royalties as they are not made
in consideration for the use of, or the right to use, an element of property included in the

52



37.

38.

definition. These payments, which are best viewed as being made to increase sales receipts, would
rather fall under Article 7. An example of such a payment would be that of a distributor of
clothes resident in one Contracting State who pays a certain sum of money to a manufacturer of
branded shirts, who is a resident of the other Contracting State, as consideration for the exclusive
right to sell in the first State the branded shirts manufactured abroad by that manufacturer. In
that example, the resident distributor does not pay for the right to use the trade name or trade
mark under which the shirts are sold; he merely obtains the exclusive right to sell in his State of
residence shirts that he will buy from the manufacturer.

10.2 A payment cannot be said to be “for the use of, or the right to use” a design, model or plan
if the payment is for the development of a design, model or plan that does not already exist. In
such a case, the payment is made in consideration for the services that will result in the
development of that design, model or plan and would thus fall under Article 7. This will be the
case even if the designer of the design, model or plan (e.g. an architect) retains all rights,
including the copyright, in that design, model or plan. Where, however, the owner of the copyright
in previously-developed plans merely grants someone the right to modify or reproduce these plans
without actually performing any additional work, the payment received by that owner in
consideration for granting the right to such use of the plans would constitute royallties.

Replace paragraph 11 of the Commentary on Article 12 by the following:

11.  In classifying as royalties payments received as consideration for information concerning
industrial, commercial or scientific experience, paragraph 2 alludes is referring to the concept of
“know-how”. Various specialist bodies and authors have formulated definitions of know-how whieh

do—not—differ—intrinsically. One—such—defin B . 3

wlede e > The words “payments [...] for
information concerning industrial, commercial or scientific experience” are used in the context of
the transfer of certain information that has not been patented and does not generally fall within
other categories of intellectual property rights. It generally corresponds to undivulged information
of an industrial, commercial or scientific nature arising from previous experience, which has
practical application in the operation of an enterprise and from the disclosure of which an
economic benefit can be derived. Since the definition relates to information concerning previous
experience, the Article does not apply to payments for new information obtained as a result of

performing services at the request of the payer.

Replace paragraph 11.4 of the Commentary on Article 12 by the following:

11.4 Examples of payments which should therefore not be considered to be received as consideration
for the provision of know-how but, rather, for the provision of services, include:

— payments obtained as consideration for after-sales service,

— payments for services rendered by a seller to the purchaser under a guarantee warranty,

— payments for pure technical assistance,

— payments for a list of potential customers, when such a list is developed specifically for the
payer out of generally available information (a payment for the confidential list of
customers to which the payee has provided a particular product or service would, however,
constitute a payment for know-how as it would relate to the commercial experience of the
payee in dealing with these customers),
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39.

40.

— payments for an opinion given by an engineer, an advocate or an accountant, and

— payments for advice provided electronically, for electronic communications with technicians
or for accessing, through computer networks, a trouble-shooting database such as a database
that provides users of software with non-confidential information in response to frequently
asked questions or common problems that arise frequently.

Add the following new paragraph 14.4 to the Commentary on Article 12:

14.4 Arrangements between a software copyright holder and a distribution intermediary
frequently will grant to the distribution intermediary the right to distribute copies of the program
without the right to reproduce that program. In these transactions, the rights acquired in relation
to the copyright are limited to those necessary for the commercial intermediary to distribute copies
of the software program. In such transactions, distributors are paying only for the acquisition of the
software copies and not to exploit any right in the software copyrights. Thus, in a transaction where
a distributor makes payments to acquire and distribute software copies (without the right to
reproduce the software), the rights in relation to these acts of distribution should be disregarded in
analysing the character of the transaction for tax purposes. Payments in these types of transactions
would be dealt with as commercial income in accordance with Article 7. This would be the case
regardless of whether the copies being distributed are delivered on tangible media or are distributed
electronically (without the distributor having the right to reproduce the software), or whether the
software is subject to minor customisation for the purposes of its installation.

Replace paragraphs 15 and 16 of the Commentary on Article 12 by the following:

15.  Where consideration is paid for the transfer of the full ownership of the rights in the copyright,
the payment cannot represent a royalty and the provisions of the Article are not applicable. Difficulties

can arise where there are-extensive-butpartial-alienation is a transfer of rights involving:

— exclusive right of use of the copyright during a specific period or in a limited geographical
area;

— additional consideration related to usage;

— consideration in the form of a substantial lump sum payment.

16.  Each case will depend on its particular facts but in general if the payment is in consideration
for the transfer of rights that constitute a distinct and specific property (which is more likely in the
case of geographically-limited than time-limited rights), such payments are likely to be commercial
income within Article 7 or a capital gains matter within Article 13 rather than royalties within
Article 12. That follows from the fact that where the ownership of rights has been alienated in-full-or-in
part-the consideration cannot be for the use of the rights. The essential character of the transaction as
an alienation cannot be altered by the form of the consideration, the payment of the consideration in
instalments or, in the view of most countries, by the fact that the payments are related to a contingency.

Changes to the Commentary on Article 13

41.

Renumber paragraph 28.9 of the Commentary on Article 13 as paragraph 28.12 and add the

following new paragraphs 28.9 to 28.11:

28.9 Finally, a further possible exception relates to shares and similar interests in a Real Estate
Investment Trust (see paragraphs 67.1 to 67.7 of the Commentary on Article 10 for background
information on REITs). Whilst it would not seem appropriate to make an exception to paragraph
4 in the case of the alienation of a large investor’s interests in a REIT, which could be considered
to be the alienation of a substitute for a direct investment in immovable property, an exception to
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paragraph 4 for the alienation of a small investor’s interest in a REIT may be considered to be
appropriate.

28.10 As discussed in paragraph 67.3 of the Commentary on Article 10, it may be appropriate to
consider a small investor’s interest in a REIT as a security rather than as an indirect holding in
immovable property. In this regard, in practice it would be very difficult to administer the
application of source taxation of gains on small interests in a widely held REIT. Moreover, since
REITs, unlike other entities deriving their value primarily from immovable property, are required
to distribute most of their profits, it is unlikely that there would be significant residual profits to
which the capital gain tax would apply (as compared to other companies). States that share this
view may agree bilaterally to add, before the phrase “may be taxed in that other State”, words
such as “except shares held by a person who holds, directly or indirectly, interests representing
less than 10 per cent of all the interests in a company if that company is a REIT”. (If paragraph 4
is amended along the lines of paragraph 28.5 above to cover interests similar to shares, these
words should be amended accordingly.)

28.11 Some States, however, consider that paragraph 4 was intended to apply to any gain on the
alienation of shares in a company that derives its value primarily from immovable property and
that there would be no reason to distinguish between a REIT and a publicly held company with
respect to the application of that paragraph, especially since a REIT is not taxed on its income.
These States consider that as long as there is no exception for the alienation of shares in
companies quoted on a stock exchange (see paragraph 28.7 above), there should not be a special
exception for interests in a REIT.

Change to the Commentary on Article 15

42.

Add the following new paragraph 5.1 to the Commentary on Article 15:

5.1  Days during which the taxpayer is a resident of the source State should not, however, be
taken into account in the calculation. Subparagraph a) has to be read in the context of the first
part of paragraph 2, which refers to “remuneration derived by a resident of a Contracting State in
respect of an employment exercised in the other Contracting State”, which does not apply to a
person who resides and works in the same State. The words “the recipient is present”, found in
subparagraph a), refer to the recipient of such remuneration and, during a period of residence in
the source State, a person cannot be said to be the recipient of remuneration derived by a resident
of a Contracting State in respect of an employment exercised in the other Contracting State. The
following examples illustrate this conclusion:

—  Example 1: From January 01 to December 01, X lives in, and is a resident of, State S. On
1 January 02, X is hired by an employer who is a resident of State R and moves to State R
where he becomes a resident. X is subsequently sent to State S by his employer from 15 to 31
March 02. In that case, X is present in State S for 292 days between 1 April 01 and 31 March
02 but since he is a resident of State S between 1 April 01 and 31 December 01, this first
period is not taken into account for purposes of the calculation of the periods referred to in
subparagraph a).

—  Example 2: From 15 to 31 October 01, Y, a resident of State R, is present in State S to
prepare the expansion in that country of the business of ACO, also a resident of State R. On
1 May 02, Y moves to State S where she becomes a resident and works as the manager of a
newly created subsidiary of ACO resident of State S. In that case, Y is present in State S for
184 days between 15 October 01 and 14 October 02 but since she is a resident of State S
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between 1 May and 14 October 02, this last period is not taken into account for purposes of
the calculation of the periods referred to in subparagraph a).

Changes to the Commentary on Article 17

43.

Replace paragraph 10 of the Commentary on Article 17 by the following:

10. The Article says nothing about how the income in question is to be computed. It is for a
Contracting State’s domestic law to determine the extent of any deductions for expenses. Domestic
laws differ in this area, and some provide for taxation at source, at a low rate based on the gross
amount paid to artistes and sportsmen. Such rules may also apply to income paid to groups or
incorporated teams, troupes, etc. Some States, however, may consider that the taxation of the gross
amount may be inappropriate in some circumstances even if the applicable rate is low. These
States may want to give the option to the taxpayer to be taxed on a net basis. This could be done
through the inclusion of a paragraph drafted along the following lines:

Where a resident of a Contracting State derives income referred to in paragraph 1 or 2
and such income is taxable in the other Contracting State on a gross basis, that person
may, within [period to be determined by the Contracting States] request the other State in
writing that the income be taxable on a net basis in that other State. Such request shall be
allowed by that other State. In determining the taxable income of such resident in the
other State, there shall be allowed as deductions those expenses deductible under the
domestic laws of the other State which are incurred for the purposes of the activities
exercised in the other State and which are available to a resident of the other State
exercising the same or similar activities under the same or similar conditions.

Changes to the Commentary on Article 21

44,

45.

Replace paragraph 1 of the Commentary on Article 21 by the following:

1. This Article provides a general rule relating to income not dealt with in the foregoing Articles of
the Convention. The income concerned is not only income of a class not expressly dealt with but also
income from sources not expressly mentioned. The scope of the Article is not confined to income
arising in a Contracting State; it extends also to income from third States. Where, for instance, a
person who would be a resident of two Contracting States under the provisions of paragraph 1 of
Article 4 is deemed to be a resident of only one of these States pursuant to the provisions of
paragraph 2 or 3 of that Article, this Article will prevent the other State from taxing the person on
income arising in third states even if the person is resident of this other State for domestic law
purposes (see also paragraph 8.2 of the Commentary on Article 4 as regards the effect of
paragraphs 2 and 3 of Article 4 for purposes of the conventions concluded between this other State
and third states).

Replace paragraph 7 of the Commentary on Article 21 by the following:

7. Some countries have encountered difficulties in dealing with income arising from certain non-
traditional financial instruments when the parties to the instrument have a special relationship. These
countries may wish to add the following paragraph to Article 21:

3. Where, by reason of a special relationship between the person referred to in paragraph 1
and some other person, or between both of them and some third person, the amount of the
income referred to in paragraph 1 exceeds the amount (if any) which would have been agreed

56



46.

upon between them in the absence of such a relationship, the provisions of this Article shall
apply only to the last mentioned amount. In such a case, the excess part of the income shall
remain taxable according to the laws of each Contracting State, due regard being had to the other
applicable provisions of this Convention.

The inclusion of this additional paragraph should carry no implication about the treatment of
innovative financial transactions between independent persons or under other provisions of the
Convention.

Delete paragraph 12 of the Commentary on Article 21 as follows:

Change to the Commentary on Articles 23 A and 23 B

47.

In paragraph 10 of the Commentary on Articles 23 A and B, replace the cross-reference to

“paragraphs 49 to 54 of the Commentary on Article 24 by “paragraphs 67 to 72 of the Commentary on
Article 24”.

48.

Replace paragraph 32.6 of the Commentary on Articles 23 A and B by the following:

32.6 The phrase “in accordance with the provisions of this Convention, may be taxed” must also
be interpreted in relation to possible cases of double non-taxation that can arise under Article 23 A.
Where the State of source considers that the provisions of the Convention preclude it from taxing an
item of income or capital which it would otherwise have had the right to tax-taxed, the State of
residence should, for purposes of applying paragraph 1 of Article 23 A, consider that the item of
income may not be taxed by the State of source in accordance with the provisions of the Convention,
even though the State of residence would have applied the Convention differently so as to have the
right to tax that income if it had been in the position of the State of source. Thus the State of
residence is not required by paragraph 1 to exempt the item of income, a result which is consistent
with the basic function of Article 23 which is to eliminate double taxation.

Changes to the Commentary on Article 24

49.

Replace the Commentary on Article 24 by the following:

COMMENTARY ON ARTICLE 24
CONCERNING NON-DISCRIMINATION

General remarks

1 This Article deals with the elimination of tax discrimination in certain precise
circumstances. All tax systems incorporate legitimate distinctions based, for example, on
differences in liability to tax or ability to pay. The non-discrimination provisions of the Article
seek to balance the need to prevent unjustified discrimination with the need to take account of
these legitimate distinctions. For that reason, the Article should not be unduly extended to cover
so-called “indirect” discrimination. For example, whilst paragraph 1, which deals with
discrimination on the basis of nationality, would prevent a different treatment that is really a
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disguised form of discrimination based on nationality such as a different treatment of individuals
based on whether or not they hold, or are entitled to, a passport issued by the State, it could not be
argued that non-residents of a given State include primarily persons who are not nationals of that
State to conclude that a different treatment based on residence is indirectly a discrimination based
on nationality for purposes of that paragraph.

2. Likewise, the provisions of the Article cannot be interpreted as to require most-favoured-
nation treatment. Where a State has concluded a bilateral or multilateral agreement which affords
tax benefits to nationals or residents of the other Contracting State(s) party to that agreement,
nationals or residents of a third State that is not a Contracting State of the treaty may not claim
these benefits by reason of a similar non-discrimination provision in the double taxation
convention between the third State and the first-mentioned State. As tax conventions are based on
the principle of reciprocity, a tax treatment that is granted by one Contracting State under a
bilateral or multilateral agreement to a resident or national of another Contracting State party to
that agreement by reason of the specific economic relationship between those Contracting States
may not be extended to a resident or national of a third State under the non-discrimination
provision of the tax convention between the first State and the third State.

3. The various provisions of Article 24 prevent differences in tax treatment that are solely
based on certain specific grounds (e.g. nationality, in the case of paragraph 1). Thus, for these
paragraphs to apply, other relevant aspects must be the same. The various provisions of Article 24
use different wording to achieve that result (e.g. “in the same circumstances” in paragraphs 1 and
2; “carrying on the same activities” in paragraph 3; “similar enterprises” in paragraph 5). Also,
whilst the Article seeks to eliminate distinctions that are solely based on certain grounds, it is not
intended to provide foreign nationals, non-residents, enterprises of other States or domestic
enterprises owned or controlled by non-residents with a tax treatment that is better than that of
nationals, residents or domestic enterprises owned or controlled by residents (see, for example,
paragraph 34 below).

4. Finally, as illustrated by paragraph 79 below, the provisions of the Article must be read in
the context of the other Articles of the Convention so that measures that are mandated or
expressly authorized by the provisions of these Articles cannot be considered to violate the
provisions of the Article even if they only apply, for example, as regards payments to non-
residents. Conversely, however, the fact that a particular measure does not constitute a violation
of the provisions of the Article does not mean that it is authorized by the Convention since that
measure could violate other Articles of the Convention.

Paragraph 1

15.  This paragraph establishes the principle that for purposes of taxation discrimination on the
grounds of nationality is forbidden, and that, subject to reciprocity, the nationals of a Contracting State
may not be less favourably treated in the other Contracting State than nationals of the latter State in the
same circumstances.

26. It is noteworthy that the principle of non-discrimination, under various descriptions and with a
more or less wide scope, was applied in international fiscal relations well before the appearance, at the
end of the 19th Century, of the classic type of double taxation conventions. Thus, in a great many
agreements of different kinds (consular or establishment conventions, treaties of friendship
or commerce, etc.) concluded by States, especially in the 19th Century, in order to extend and
strengthen the diplomatic protection of their nationals wherever resident, there are clauses under which
each of the two Contracting States undertakes to accord nationals of the other State equality of
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treatment with its own nationals. The fact that such clauses subsequently found their way into double
taxation conventions has in no way affected their original justification and scope. The text of
paragraph 1 provides that the application of this paragraph is not restricted by Article 1 to nationals
solely who are residents of a Contracting State, but on the contrary, extends to all nationals of each
Contracting State, whether or not they be residents of one of them. In other words, all nationals of
a Contracting State are entitled to invoke the benefit of this provision as against the other Contracting
State. This holds good, in particular, for nationals of the Contracting States who are not residents of
either of them but of a third State.

37.  The expression “in the same circumstances” refers to taxpayers (individuals, legal persons,
partnerships and associations) placed, from the point of view of the application of the ordinary taxation
laws and regulations, in substantially similar circumstances both in law and in fact. The expression “in
particular with respect to residence” makes clear that the residence of the taxpayer is one of the factors
that are relevant in determining whether taxpayers are placed in similar circumstances. The expression
“in the same circumstances” would be sufficient by itself to establish that a taxpayer who is a resident of
a Contracting State and one who is not a resident of that State are not in the same circumstances. In fact,
whilst the expression “in particular with respect to residence” did not appear in the 1963 Draft
Convention or in the 1977 Model Convention, the Member countries have consistently held, in applying
and interpreting the expression “in the same circumstances”, that the residence of the taxpayer must be
taken into account. However, in revising the Model Convention, the Committee on Fiscal Affairs felt that
a specific reference to the residence of the taxpayers would be a useful clarification as it would avoid any
possible doubt as to the interpretation to be given to the expression “in the same circumstances” in this
respect.

48.  In applying paragraph 1, therefore, the underlying question is whether two persons who are
residents of the same State are being treated differently solely by reason of having a different
nationality. Consequently if a Contracting State, in giving relief from taxation on account of family
responsibilities, distinguishes between its own nationals according to whether they reside in its
territory or not, that State cannot be obliged to give nationals of the other State who do not reside in its
territory the same treatment as it gives its resident nationals but it undertakes to extend to them the
same treatment as is available to its nationals who reside in the other State. Similarly, paragraph 1 does
not apply where a national of a Contracting State (State R) who is also a resident of State R is
taxed less favourably in the other Contracting State (State S) than a national of State S residing in a
third State (for instance, as a result of the application of provisions aimed at discouraging the use of tax
havens) as the two persons are not in the same circumstances with respect to their residence.

9. The expression “in the same circumstances” can in some cases refer to a person’s tax
situation. This would be the case, for example, where a country would subject its nationals, or
some of them, to a more comprehensive tax liability than non-nationals (this, for example, is a
feature of the United States tax system). As long as such treatment is not itself a violation of
paragraph 1, it could not be argued that persons who are not nationals of that State are in the
same circumstances as its nationals for the purposes of the application of the other provisions of
the domestic tax law of that State with respect to which the comprehensive or limited liability to
tax of a taxpayer would be relevant (e.g. the granting of personal allowances).

510. Likewise, the provisions of paragraph 1 are not to be construed as obliging a State which
accords special taxation privileges to its own public bodies or services as such, to extend the same
privileges to the public bodies and services of the other State.

611. Neither are they to be construed as obliging a State which accords special taxation privileges to

private institutions not for profit whose activities are performed for purposes of public benefit, which
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are specific to that State, to extend the same privileges to similar institutions whose activities are not
for its benefit.

712. To take the first of these two cases, if a State accords immunity from taxation to its own public
bodies and services, this is justified because such bodies and services are integral parts of the State and
at no time can their circum stances be comparable to those of the public bodies and services of the
other State. Nevertheless, this reservation is not intended to apply to State corporations carrying on
gainful undertakings. To the extent that these can be regarded as being on the same footing as private
business undertakings, the provisions of paragraph 1 will apply to them.

813. As for the second case, if a State accords taxation privileges to certain private institutions not
for profit, this is clearly justified by the very nature of these institutions' activities and by the benefit
which that State and its nationals will derive from those activities.

914. Furthermore, paragraph 1 has been deliberately framed in a negative form. By providing that
the nationals of a Contracting State may not be subjected in the other Contracting State to any taxation
or any requirement connected therewith which is other or more burdensome than the taxation and
connected requirements to which nationals of the other Contracting State in the same circumstances are
or may be subjected, this paragraph has the same mandatory force as if it enjoined the Contracting
States to accord the same treatment to their respective nationals. But since the principal object of this
clause is to forbid discrimination in one State against the nationals of the other, there is nothing to
prevent the first State from granting to persons of foreign nationality, for special reasons of its own, or
in order to comply with a special stipulation in a double taxation convention, such as, notably, the
requirement that profits of permanent establishments are to be taxed on the basis of separate accounts,
certain concessions or facilities which are not available to its own nationals. As it is worded, paragraph
1 would not prohibit this.

1015. Subject to the foregoing observation, the words “...shall not be subjected... to any taxation or
any requirement connected therewith which is other or more burdensome...” mean that when a tax is
imposed on nationals and foreigners in the same circumstances, it must be in the same form as regards
both the basis of charge and the method of assessment, its rate must be the same and, finally, the
formalities connected with the taxation (returns, payment, prescribed times, etc.) must not be more
onerous for foreigners than for nationals.

H16. In view of the legal relationship created between the company and the State under whose
law it is constituted, which from certain points of view is closely akin to the relationship of
nationality in the case of individuals, it seems justifiable not to deal with legal persons, partnerships
and associations in a special provision, but to assimilate them with individuals under paragraph 1.
This result is achieved through the definition of the term “national” in subparagraph £ g) of
paragraph 1 of Article 3.

17. By virtue of that definition, in the case of a legal person such as a company, “national of a
Contracting State” means a legal person “deriving its status as such from the laws in force in that
Contracting State”. A company will usually derive its status as such from the laws in force in the
State in which it has been incorporated or registered. Under the domestic law of many countries,
however, incorporation or registration constitutes the criterion, or one of the criteria, to determine
the residence of companies for the purposes of Article 4. Since paragraph 1 of Article 24 prevents
different treatment based on nationality but only with respect to persons or entities “in the same
circumstances, in particular with respect to residence”, it is therefore important to distinguish, for
purposes of that paragraph, a different treatment that is solely based on nationality from a
different treatment that relates to other circumstances and, in particular, residence. As explained
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in paragraphs 7 and 8 above, paragraph 1 only prohibits discrimination based on a different
nationality and requires that all other relevant factors, including the residence of the entity, be the
same. The different treatment of residents and non-residents is a crucial feature of domestic tax
systems and of tax treaties; when Article 24 is read in the context of the other Articles of the
Convention, most of which provide for a different treatment of residents and non-residents, it is
clear that two companies that are not residents of the same State for purposes of the Convention
(under the rules of Article 4) are usually not in the same circumstances for purposes of
paragraph 1.

18.  Whilst residents and non-residents are usually not in the same circumstances for the
purposes of paragraph 1, it is clear, however, that this is not the case where residence has no
relevance whatsoever with respect to the different treatment under consideration.

19.  The following examples illustrate these principles.

20.  Example 1: Under the domestic income tax law of State A, companies incorporated in that
State or having their place of effective management in that State are residents thereof. The State
A-State B tax convention is identical to this Model Tax Convention. The domestic tax law of State
A provides that dividends paid to a company incorporated in that country by another company
incorporated in that country are exempt from tax. Since a company incorporated in State B that
would have its place of effective management in State A would be a resident of State A for
purposes of the State A - State B Convention, the fact that dividends paid to such a company by a
company incorporated in State A would not be eligible for this exemption, even though the
recipient company is in the same circumstances as a company incorporated in State A with respect
to its residence, would constitute a breach of paragraph 1 absent other relevant different
circumstances.

21.  Example 2: Under the domestic income tax law of State A, companies incorporated in that
State are residents thereof and companies incorporated abroad are non-residents. The State A-
State B tax convention is identical to this Model Tax Convention except that paragraph 3 of
Article 4 provides that if a legal person is a resident of both States under paragraph 1 of that
Article, that legal person shall be deemed to be a resident of the State in which it has been
incorporated. The domestic tax law of State A provides that dividends paid to a company
incorporated in that country by another company incorporated in that country are exempt from
tax. Paragraph 1 does not extend that treatment to dividends paid to a company incorporated in
State B. Even if a company incorporated in State A and a company incorporated in State B that
receive such dividends are treated differently, these companies are not in the same circumstances
with regards to their residence and residence is a relevant factor in this case (as can be concluded,
for example, from paragraph 5 of Article 10, which would prevent the subsequent taxation of
dividends paid by a non-resident company but not those paid by a resident company).

22, Example 3: Under the domestic income tax law of State A, companies that are
incorporated in that State are residents thereof. Under the domestic tax law of State B, companies
that have their place of effective management in that State are residents thereof. The State A-State
B tax convention is identical to this Model Tax Convention. The domestic tax law of State A
provides that a non-resident company that is a resident of a State with which State A does not
have a tax treaty that allows for the exchange of tax information is subject to an annual tax equal
to 3% of the value of that property instead of a tax on the net income derived from that property. A
company incorporated in State B but which is a resident of a State with which State A does not
have a tax treaty that allows for the exchange of tax information cannot claim that paragraph 1
prevents the application of the 3% tax levied by State A because it is treated differently from a
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company incorporated in State A. In that case, such a company would not be in the same
circumstances, with respect to its residence, as a company incorporated in State A and the
residence of the company would be relevant (e.g. for purposes of accessing the information
necessary to verify the net income from immovable property derived by a non-resident taxpayer).

23.  Example 4: Under the domestic income tax law of State A, companies incorporated in that
State are residents of State A and companies incorporated abroad are non-residents. The State A-
State B tax convention is identical to this Model Tax Convention except that paragraph 3 of
Article 4 provides that if a legal person is a resident of both States under paragraph 1 of that
Article, that legal person shall be deemed to be a resident of the State in which it has been
incorporated. Under State A’s payroll tax law, all companies that employ resident employees are
subject to a payroll tax that does not make any distinction based on the residence of the employer
but that provides that only companies incorporated in State A shall benefit from a lower rate of
payroll tax. In that case, the fact that a company incorporated in State B will not have the same
residence as a company incorporated in State A for the purposes of the A-B convention has no
relevance at all with respect to the different tax different under the payroll tax and that different
treatment would therefore be i