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International Taxation Convention Notion

of Stable Establishment

Chairman, other distinguished speakers, I have been requested to talk about

International Taxation Convention with a special emphasis on the concept of Stable

Establishment. I will proceed by tracing the development of the tax convention
thereafter I will highlight the principles of the notion of Stable Establishment.

Introduction

International Conventions on tax treaties between Developed and Developing
countries was first started by the Leaoue of Nations and later oursued in the

Organisation for European Economic Cooperation (now known as the Organisation for

Economic Cooperation and Development (OECD).

In 1920, the Brussels International Financial Conference launched an appeal

for action aimed at eliminating double Taxation. In 1921, the Leaque of Nations
set up a team of four economists from Italy, the Netherlands, the United Kingdom

and the United States of America and saddled them with the task of preparing a
study on the economic aspects of international double taxation.

By 1922, the Financial Committee of the League had invited a group of seven
high level tax officials from seven different countries to study the administrative

and practical aspects of international taxation and international tax evasion.

Bilateral Conventions

Between 1923 and 1927 the group drafted the following conventions:

(i) A Bilateral Convention for the Prevention of Double Taxation in the
Special Matter of Direct Taxes dealing with income;

(ii) A Bilateral Convention for the Prevention of Double Taxation in the
Special Matter of Direct Taxes dealing with property taxes;

(iii) A Bilateral Convention for the Prevention of Double Taxation in the
Special Matter of Succession Duties;

(iv) A Bilateral Convention on Administrative Assistance in Matters of
Taxation and

(v) A Bilateral Convention on (Judicial) Assistance in the Collection
of Taxes.

These five conventions with their commentaries were later sent to the various
Governments, Members and non-members of the League which were invited to send
representatives for a discussion at a General Meetinq of Government Experts. The

discussion which took place at Geneva in October 1928 had the representatives from
27 countries.
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The Fiscal Committee

In 1929, the Council of the League of Nations appointed a permanent Fiscal

Committee. This committee addressed itself to the question of formulating for tax

purposes, rules for allocation of the business income of undertakings operation

in several countries. Thereafter a Draft Convention for the Allocation of

Business Income between States for the Purposes of Taxation was formulated. The

Draft Convention was revised in 1935 by the Fiscal Committee.

In 1940, the Fiscal Committee reviewed the progress made with regard9to tax

treaties since the 1928 General.Meetinn of Government Experts. Thereafter the

1928 Model Conventions and the 1935 Draft Convention were consolidated.

The Mexico Model Bilateral Tax Convention

At Mexico City9 in June 1940, the work of the Committee was reviewed at a

Regional Tax Conference. The following countries were represented in Mexico City:-

Argentina, Bolivia, Canada, Chile, Colombia, Ecuador, Mexico, Peru, the United

States of America, Uruguay and Venezuela.

At a second Regional Conference the following conventions were adopted:

(i) A Model Bilateral Convention for the Prevention of the Double Taxation
of Income and a Protocol thereto;

(ii) A Model Bilateral Convention for the Prevention of Double Taxation
of Successions and a Protocol thereto and

(iii) A Model Bilateral Convention for the Establishment of Reciprocal
Administrative Assistance for the Assessment and Collection of Direct

Taxes and a Protocol thereto.

In March 1946, the Fiscal Committee of the Leaaue of Nations met in London

for its 10th Sitting and reviewed and redrafted the Mexico model bilateral tax

conventions.

The OEEC

In 1954, the Fiscal Committee stonoed functioninq while the (OEEC) Organisation
for European Economic Coooeration took ower.

On 25th February 1955, the Council of OEEC adopted its first recommendation
concerning double taxation which led to the establishment of the OEEC Fiscal
Committee in 1956. In July 1958,the Fiscal Committee prepared a draft convention
for the avoidance of double taxation with respect to income and capital tax.

The Fiscal Committee, between 1958 to 1961 prepared four reports published

under the title "The elimination of double taxation". A total of 25 articles
were proposed in the report.
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In September 19619 the OEEC was chanqed to OECD the Orqanisation for Economic

Cooperation and Development. After the change, the mandate of the Fiscal

Committee was confirmed and the committee aoreed on a number of new articles that

were embodied in a report titled "Draft Double Taxation Convention on Income

and on Canital". This report was published in 1963.

Another draft convention that would nrovide a means of settlinn uniformly

the problems of double taxation of estates and inheritances was made and published

later.

Committee on Fiscal Affairs

By 1971, the Fiscal Committe had been renamed Committee on Fiscal Affairs. On

IHh April 1977, the Council of OECD adopted the recommendation of the Committee on
Fiscal Affairs. It was recommended that there should be a conclusion to the

bilateral convention for the avoidance of double taxation with respect to taxes on

income and on capital with those member countries with which they have not yet
entered into such conventions and secondly to revise those of the existing
conventions between them.

The United Nations Model Convention

However, by the micie 1960s, the United Nations had begun to take a renewed
interest in the problem of double taxation as a result of the continued increase
in the number of developinn Member States =md as part of its action aimed at
promotina the flow of foreion investiment to developinn countries. This renewed

interest culminated in the preparation of the United Nations Model Convention.

The United Nations Model Convention represents a compromise between the source
principle and the residence nrincinle, though more wi^ht is allocated to the
source principle than does the OECD Model Convention.

Like all model conventions, the United Nations Convention is not enforceable.
Its provisions are not binding and should not be construed as formal recommendations
of the United Nations. It is only honed that with the emeroence of this
Convention it will be able to conclude and increasinn number of bilateral tax
treaties, not only between developed and developing countries but also between
developing countries.

Regional and Subreoional Levels

With regard to double taxation, action has also been taken firstly at the
regional level by a Group of Exoerts of the Latin American Free Trade Association
(LAFTA). In 1976, this nroup adopted a criterion for the avoidance of double
taxation between LAFTA member countries and countries outside the reoion.

Secondly, at the subrenional level, the commission of the Cartanena Agreement
in November 1971 adopted the Model Convention for the Avoidance of Double Taxation
between member countries and other countries outside the Andean Subregion and also
the convention for the Avoidance of Double Taxation within the Andean Group.
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It has been seen that the main objective of bilateral tax convention is the
full protection of tax payers anainst double taxation and also the prevention of
discrimination between tax-nayers in the International field.

International Taxation Conventions - Ninerian Experience

Nineria had anreements which were passed down to her by the United Kinqdom.
These were conventions with the United Kingdom, Gold Coast (Now Ghana), Sierra Leone,
Gambia, Sweden, Denmark, Norway, Mew Zealand and the United States of America.
The said agreement however were abrogated with effect from 1st April 1979 at the
instance of Nineria.

Under the abrogated anreements, the criterion used was residence. Profits
from any type of industrial and commercial activities and all investment incomes
were taxable only in the country of residence of the recipient.

Previously infact up to the mid-fifties, most Anreements between other
countries, even between developed countries were residence oriented, but as from
the early sixties, the need was felt to share taxinn rinht between the two
countries to the Agreement, that is the source country and the residence country
For instance the Model Double Taxation Convention prepared by the fiscal
Committee of the OECO showed considerable departure from residence to source
orientation. Even thounh the need for a change to source taxation was felt 1n
Nineria as from early seventies, nothinn was done about it until the end of
March 1978.

Nineria has so far entered into nenotiation with twenty five countries and
five of the anreements have ^eon concluded at the official level. These are the
agreements with Belgium, Chechoslovakia, Pakistan, Philipines and Sweden. The
final drafts are beina prepared for the approval of the President-in-Council
nnor to ratification.

The agreement between Nineria and United Kingdom was sinned in London on the
9th of June 1987 by the representatives of the two countries. This agreement will
come into force from the 1st of January, 1988.

It is pertinent to mention that Nineria is fully represented in the United
Nations Group, renamed Ad Hoc Groun of Experts on International Cooperation in Tax
matters. The word "Convention" instead of agreement is adopted by the United Nations
and OECD experts and by the developed as well as many developing countries.
Niieria has however stuck to the word Aoreement. It should be noted that the two
terms convention and agreement are used interchangeably.

Concepts in the United Nations Model Convention/Agreement

The following, concepts are vital to the Agreement:

(i) Source

(ii) Residence

(iii) Incorporation

(iv) Effective management and

(v) Permanent or stable Establishment.
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(i) Source

The source of Income 1s the country where the Investor's capital from which

the income is derived is invested. It is referred to as the source country.

Where the two contracting states share taxim right, the source country has the

first rinht. The country of residence of the recipient of the income has the

second right but grants credit for tax naid in the source country.

(ii) Residence

In this cas3 it is the residence of the investor. Where the source of

investment is different from the source of income accruinn from it, the tax

authorities of two countries have the sovereign right to tax authorities of two

countries have the sovereign right to tax such income. The rinht of each country

is defined in an Agreement. The third and fourth concepts will be taken

together.

(iii) & (iv) Incorporation and Effective Management

While some countries hold that a company is resident where its place of

effective management is situated, the Niiorian tax law nrovides that a company

is resident in the place of its incorporation. Effective management does not

necessarily mean majority shareholdinn in a company; but the place where the

board meetinns are usually held and vital decisions affecting the running of the

company are taken. If the concept of effective management is accepted by Nigeria

as advocated in Article 4, a subsidiary company incorporated in Nigeria with
40 p.100 equity participation by its UK parent company will be renarded for the

nurpose of the UK/Nigeria tax treaty as a resident of UK and not of Nigeria; the

subsidiary therefore acquires the status of a permanent establishment in Nigeria.

So much has been said briefly on the other four concents in the Agreement.

I will now delve on the second part of the topic which is Notion of Stable

Establishment. The definition of Stable/Permanent Establishment according to
Article 5 of the United Nations convention will now be given.

Notion of Stable Establishment

Article 5 of the United Nations Model convention is an all embracing article

that defines what constitutes a stable establishment. The Article incorporates a

number of provisions of Article 5 of the OECD Model Convention. In bilateral

tax treaties, the concept of stable establishment is used mainly for the purpose

of determinina the riant of a contracting state to tax the profits of an

enterprise of the other Contracting State. An enterprise of one Contracting State

is taxable in the other only if it maintains a stable establishment in the latter

state and only to the extent that the profits earned by the enterprises in that

State are attributable to the Estable establishment. The concept of stable
establishment dates back to as far as the 1928 Model Convention of the League
of Nations.

Article 5 of the United Nations Model Convention is made up of 8 paragraphs.
Each paragraph will be reproduced below and I will comment thereafter on each
paranraph.
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Article 5

Paragraph I

For the puroose of this convention, the term "permanent establishment" means

a fixed olaco of business thr^uoh which the business of an enterprise is wholly or

partly carried on.

Commentary

This paragraph reproduces Article 5 paragraph I of the OECD Model Convention.

The OECD Convention also provides the definition for the term stable/nermanent

establishment and further qives its nature as a "fixed nlace of business" with

a specific "situs". According to the commentary of the OECD Convention, the

definition contains the following conditions:

(i) the existence of a nlace of business i.e. a facility such as premises;

(ii) the place of business must bo fixed i.e. it must be established at a
distinct place with a certain degree of permanence;

(iii) The carrying on of the business of the enterprise throunh this fixed
place of business.

What then constitutes a place of business? This covers any premises,
facilities or installations used for carrying on the business of the enterprise

whether or not they are used exclusively for that purpose. A nlace of business can

also exist where there are no premises for carryinci on the business and it simply

has a certain amount of space at its disposal. It is immaterial whether the

premises are owned or rented by the enternrise.

A place of business may be situated in the business facilities of another

enterprise. The definition states that the place of business must be a "fixed"

one. It thus follows that there must be a link between the Place of business

and a specific qeonraphical point. Since the place of business must be fixed it

also follows that a permanent establishment can be deemed to exist if the place

of business has a certain denree of permanency i.e. ifIt is not of a temporary

nature.

A permanent establishment does not exist if an enterprise merely sets up

machines and then leases them to other enterprises.

However, a stable/permanent establishment may exist if the enterprise which

sets up the machines also operates and maintains for its own account.

A stable establishment beiins to exist as soon as the enterprise commenced

to carry on its business throunh a fixed place of business and ceases to exist

with the disposal of the fixed place of business or with the cessation of any

activity through it. However, a temporary interruption of oeprations cannot be

renarded as closure.
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Paragraph 2

The term stable establishment includes the followinn:

(a) A place of management
(b) A branch

(c) An office
(d) A factory
(e) A workshop
(f) A mine, an oil or nas well, a quarry or any other place of

extraction of natural resources.

Commentary

Paragraph 2 which reproduces Article 5 oaragraoh 2, of the OECD Model

Convention gives us a number of examples of what can be classified as constitution

a permanent establishment. The six categories have been niven above. Sub-

paragraph (f) refers only to the extraction of natural resources, but fails to
mention whether the exploration of such resources are on or off shore.

Paranraph 3

The term stable/permanent establishment also include:

(a) A buildinn sites a construction or installtion project where such site,

construction or installation project continue for a period of more

than six months;

(b) The furnishing of services including consultancy services by an
enterprise thrqunh employees engaged by the enterprise for such

purpose, but only where the activities continue within the country

for a period or oeriods aggregating more than six months within any

12 month period.

Commentary

Article 5 paragraph 3 of the OECD Model Convention is slinhtly different from
the United Nations Model Convention. The OECD convention, in Article 5 states

that a "buildinn site or construction or installation project constitutes a
permanent establishment only if it lasts more than twelve months", whereas

Article 5 paragraph 3 of the United Nations Model Convention reduces the duration
of the relevant site or project to six months. However, in special cases the
period could be reduced in bilateral nanotiations to a period'of not less than
three months.

The term "buildinn site or construction or installation project" includes
not only the construction of buildings but also the construction of roads, bridoes
or canals, the laying of pipe lines, excavating as well as dredairvu Planning and
supervision of the erection of a buildinn are also covered by this term as long as

it is carried out by the buildinn contractor. However, olanrrinn and supervision is
not included if carried out by another enterprise whose activities in connection
with the construction concerned are restricted to planning and supervisinn the
work. If that other enterprise has an office which does not constitute a stable
establishment, such office does not constitute a fixed place of business within
the meaning of paragraph I because its existence has not a certain decree of
permanence.
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It is to be noted that the 12 month test applied to each individual site or

project.

A buildinn site should be renardod as a single unit, even if it is based

on several contracts9 provided that it forms a coherent whole commercially and

geographically.

A buildinn site exists from the date on which the contractor begins his work,

including any preparatory work9 in the country where the construction is to be

established. For all intents and purposes, it continues to exist until the work is

completed or permanently abandoned. A site should not be renarded as ceasing to
exist if work is temporarily discontinued. Seasonal or other temporary inter

ruptions should be included in determininn the life of a site. Seasonal

interruptions include interruptions due to bad weather.

Temporary interruption could be caused for example by shortage of material.

I now nive a hypothetical example. If a contractor started work en a road on

1st June, stopped on 1st December due to bad weather and resumed work on 1st

March of the following year, comnletinn the road on 1st July, his construction

project should be regarded as a stable establishment because thirteen months

elapsed between the date he first commenced work (1st June) and the date he
finally finished (1st July of the next year).

Paragraph 4

The term stable establishment "shall be deemed not to include" the
following:

(a) The use of facilities solely for the purpose of storane or display of
ooods or merchandise helonoinn to the enterprise;

(b) The maintenance of a stock of noods or merchandise belonging to the
enterprise solely for the nrupose of storaie or display;

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

(d) The maintenance of a fixed place of business solely for the prupose
of purchasing noods or merchandise or of collecting information for the

enterprise;

(e) The maintenance of a fixed place of business solely for the purpose
of carrying on, for the enterprise any other activity of a preparatory

or auxiliary character.

Commentary

This oararjraph also reproduces Article 59 paragraph 4 of the OECD Model

Convention with three substantive amendments viz, the deletion of term
'delivery' and the deletion of suboaranraph (f). The deletion of the word
'delivery' means that a "warehouse" used for that purpose will constitute a stable
establishment. Also a "commercial warehouse' where space is rented to other

concerns, is also a stable establishment under paragraph 2 of the same

convention.
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Concerning all the activities listed above (paragraph 4 refers) the

commentary on Article 59 paragraph 4 of the OECD Model Convention states that
they are "treated as exceptions to the general definition laid down in paragraph
I" and that they "are not permanent establishments even if the activity is carried
on through a fixed place of business". The commentary further stresses that
"the common feature, of these activities" and that "the provisions of paragraph 4
are designed to prevent an enterprise of one state from being taxed in the
other state, if it carries on in that other state activities of a purely
preparatory or auxiliary character".

It is often difficult to draw a line between activities which have a
preparatory or auxiliary character and those which have not. The decisive

criterion is whether or not the activity of the fixed place of business in itself
forms an essential and significant part of the activity of the enterprise as
a whole. However each case must be examined on its own merits.

A permanent/stable establishment could also be constituted if an enterprise
maintains a fixed place of business in order to supply spare parts to customers for
the machinery supplied to such customers and to maintain and repair such
machinery.

Paragraph 5

If a person is acting in a contracting state on behalf of an enterprise of
the other contracting state, that enterprise shall be deemed to have a stable
establishment in the first contracting state in respect of any activities which
that person undertakes for the enterprise of such a person.

(a) has and habitually exercises in that state an authority to conclude
contracts in the name of the enterprise;

(b) has no such authority but habitually maintains in the first mentioned
state a stock of goods or merchandise from which he regularly delivers
goods on behalf of the enterprise.

Paragraph 6

An insurance enterprise of a contracting state shall be deemed to have a
stable establishment in the other contracting state if it collects premiums in
the territory of that other state.

Comentary

Paragraph G of the United Nations Model Convention has no bearing to the
OECD model convention.

Paragraph 7

An enterprise of a contracting state shall not be deemed to have a stable
establishment in the other contracting state merely because it carries on business
in that other state through a broker or aeneral commission aoent provided that
such persons are acting in the ordinary course of their business.
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This first sentence of paragraph 7 reproduces Article 5 paragraph 6 of the
OECD model convention in its entirely except that there are a few minor drafting
changes.

However there was a Droposal from members of the developing, countries that
the scope of the definition permanent establishment be broadened. This should be
done by treatinq as a dependent anent an aqent who habitually secures orders
exclusively for an enterprise of the other contracting state. If this happens,
the anent shall constitute a stable establishment for the particular members of the
group for whom he is acting at a given time.

Paragraph 8

_ The fact that a company which is a resident of a contracting state controls
or is controlled by a company which is a resident of the other contracting state,
or which carries on business in that other state (whether through aDpermanent
establishment or otherwise) shall not of itself constitute either company a
permanent establishment of the other.

Commentary

This paragraph reproduces article 5 paraqraph 7 of the OECD model convention.

Need for Tax Conventions

One may wonder what the necessity is for havinn bilateral tax treaty. As lonq
as there is interaction in commerce and industry between two countries, there are '
cogent reasons for an agreement for the avoidance of international double
taxation. These reasons are valid whether the Agreement is between two developed
countries or between a developed country and a developing country. If the flow of
capital and technology as well as the movement of people from the one country
to the other is to be encouraged, the investor to be involved would want to have
an assurance that profits from his investments in the host country would not
suffer tax beyond the maximum rate applicable in one of the two countries whether
such orofits are taxed in the two countries or only in one of them. This kind of
assurance can only be get through a tax treaty/convention. If there is no agree
ment, the investor goes a head to negotiate the best terms possible with the'
recipient of the investments. However where a local company is the recipient of
the investment, the foreign investor adopts various devices to ensure maximum
return on his investment. Examples of such devices employed are given below:

(a) Saddling the local company with obsolete patent for which substantial
royalties are charged;

(b) Loadino of invoices for qoods imported by the local company;

(c) Charqinn of excessive head office expenses.
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Advantages of Tax Conventions

1. The confidence of an investor is maintained if he knows that taxes are not
imposed arbitrarily. He needs an agreement which will guarantee some consistency
in assessing returns on his investments and ensure that the host country will not

exceed its taxing riant as laid down in the domestic laws and the Agreement.

2. An Agreement is drawn to specify how taxinn right is to be shared between
source and residence.

3. The existence of tax treaties/conventions will reduce the number of investors
seeking special treatment from government ministries and parastatals.

4. Under an agreements the exchange of information between the two tax
authorities on taxpayers' activities is enhanced.

Conclusions

Conclusively, I must end this paper by affirming that any agreement between
two countries is only a gentleman's agreement, even though it is a written

document. The anreement does not provide for arbitration in the event of a
breach by either of the Contracting States. It therefore needs the mutual
confidence and cooperation of the officials on either side to make it work. Its
breach by a state will not only erode the confidence of the other state in the
first state it may call for retaliation. It will also affect the confidence of
the investors in the offendinn state.




