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Construction PE :  Pax vs Tax

Modern day Permanent Establishments (PEs) are an enigma to tax; and a Construction/Installation PE 
is one species of it.  The detailed exposition of a Construction/Installation PE is an initial requirement. 
How this is reflected in the pacts and how this is taken up in tax brings out the enigma. The measures 
to resolve this are only now being investigated and recommended by the OECD/G20 Base Erosion and 
Profit Shifting (BEPS) Action Plans. This article exposes all this in an objective manner and aims to put 
facts on the table for the consideration of all involved. Read on to know more….

CA. Jason Sanctis
(The author is a member of the 
Institute. He can be reached at 
jasonsanctis@gmail.com.)

A Permanent Establishment (PE) refers to a place of 
business in a country other than that of an enterprise, 
through which the business of the enterprise is 
wholly or partly carried on.  Generally, Article 5 
of international tax treaties deals with “permanent 
establishment”. The definition of PE in individual 
treaties is often expanded to include specified 
activities and also restricted by exclusionary clauses.  
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If a PE is proved to exist in a country in a particular 
year, then the PE is liable to be assessed to tax in that 
host country for that year.

A PE may be of different types such as fixed place 
PE, service PE, dependent agency PE, subsidiary PE 
or construction/installation PE.

Nature of a Construction/Installation PE
As per The Organisation for Economic Co-
operation and Development Model Tax Convention, 
2014 (OECDMC) “A building site or construction 
or installation project constitutes a permanent 
establishment … .”

The Commentary on the OECDMC includes not 
only the construction of buildings but also of roads, 
bridges or canals, the renovation of these (more 
than mere maintenance or redecoration), the laying 



International Taxation

www.icai.org 109THE CHARTERED ACCOUNTANT    JANUARY 2017

of pipe-lines and excavating and dredging.  Further, 
an “installation project” is not only of a construction 
project, but also of new equipment such as a complex 
machine, in an existing building or outdoors.  On-
site planning and supervision of the erection of a 
building are also covered.1 

India though not a member of the OECD, has 
a working relationship with it.  India has reserved 
the right to replace “construction or installation 
project” with “construction, installation or assembly 
project or supervisory activities in connection 
therewith.”  In doing so India has aligned itself 
to the “Construction PE” clause in The United 
Nations Model Double Taxation Convention, 2011 
(UNMC) which describes a Construction PE as “A 
building site, a construction, assembly or installation 
project or supervisory activities in connection  
therewith, …” 2

By including “assembly” and “supervisory 
activities” in the definition of PE, India has 
catapulted the nature of a PE from only the physical 
to include the abstract.  No longer is only a tangible 
project - actual building, construction/installation, 
physical joining of parts, etc., a requirement to 
constitute a PE.  Intangible activities of “assembly” 
such as planning, designing, logistics, etc., as also 
of “supervisory activity” such as management, 
organising, controlling, coordination, etc., now 
qualify to constitute a Construction/Installation PE.  
Thus there can now be in India a corporeal PE, an 
incorporeal PE and a corporeal-cum-incorporeal PE.

Further, any or all of the above tangible and 
intangible activities may be done through an 
agent.  If an agency is employed to work ‘wholly 
and exclusively’ for the project, then such an 
arrangement is classified as a Dependent Agent 
Permanent Establishment (DAPE), and included as 
a PE for purposes of tax.

Exclusionary Reliefs
While in general any business activity, tangible 
or intangible, by a company towards a project 
in another country constitutes a PE in that host 
country, activities other than the main business 
functions which only aid and support the business 
are excluded, e.g., serving as only a communication 
channel, use of facility, maintenance of stocks for 
storage or supply, display, collection of information, 
liaison, etc.  Many international treaties specifically 
list the activities and ejusdem generis to be excluded, 

so that there be no conflicts at the tax-assessment 
stage.

An Aggregate Construction/Installation PE
A PE may be an individual project, i.e., a ‘stand-alone’ 
entity, or an aggregate of several projects having 
commercial or geographical coherence.

Commercial coherence exists where the projects 
are involved in similar or related functions.  The 
projects may be connected in preparation or planning 
or in unity of execution.  Commercial coherence can 
be recognised through the identity of customers, 
similar terms of contract, time of contracts, kind 
of activity, etc.  For example, different units with 
individual contracts engaged in planning, designing, 
manning, purchasing, etc., but all for execution of 
one project.

Geographical coherence can exist where the 
various projects have topographical proximity.  As 
per Klaus Vogel3, “geographical diversification does 
not necessarily create two (or more) sites or projects. 
As long as two or more building lots in one country 
form a coherent whole, that is, are operated at one 
place or for one and the same ordering party, for 
related parties, or for parties who act jointly and in 
coordination, these places should be aggregated and 
treated as one single unit.”
Many international tax treaties specifically 
pronounce the Principle of Aggregation, e.g.,
• India-Austria tax treaty: “a building site or 

construction, installation or assembly project or 
supervisory activities in connection therewith, 
where such site, project or activities (for the same 
or connected project, site or activities) continue … .”

• India-Australia tax treaty: “ … where that site or 
project exists or those activities are carried on 
(whether separately or together with other sites, 
projects or activities) … .”

• India-Belgium and India-Bulgaria tax treaties: “ 
… where such site, project or activities (together 
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1  Note 17, Article 5, OECD commentary (2014)
2  Paragraph 3 to Article 5, UNMC (2011)
3  Klaus Vogel on Double Taxation Conventions, 4th Edition (2015), Kluwer Law International, The Netherlands, p. 371.
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with other such sites, projects or activities, if any) 
continue … .”

The Duration of a Construction/Installation 
PE
Even if a PE, corporeal/incorporeal and stand-
alone/aggregate, exists, it is not considered a PE 
for purposes of tax in any year, unless it satisfies 
the time dimension within that year, as specified in 
the international treaty under which the activity is 
covered, e.g., as per
• the Organisation for Economic Co-operation 

and Development Model Tax Convention 
(OECDMC), “A building site or construction 
or installation project constitutes a permanent 
establishment only if it lasts more than twelve 
months;”

• the United Nations model double taxation 
convention (UNMC), “A building site, a 
construction, assembly or installation project or 
supervisory activities in connection therewith, 
but only if such site, project or activities last more 
than six months… ;”

• India-Mauritius and India-UAE tax treaties, “ … 
continues for a period of more than nine months;”

• India-Austria, India-Australia, India-Belgium 
and India-Bulgaria tax treaties, “ … continue for a 
period of more than six months;”

• India-Canada and India-USA tax treaties, “ … 
continue for a period of more than 120 days in 
any twelve-month period.”
A Construction PE, thus, need not exist 

permanently to mean forever or for an indefinite 
period.  To be such a PE in any assessment year it 
has only to exist in the host country for beyond the 
period stated in the treaty for that particular activity, 
of the corporate’s country with the host country.

The Pax-Tax Friction
Pacts devolve into actual tax liability at the ground-
level.  If the activity falls within the four-corners of 
the pact/treaty, then the activity is established as a 
PE and is to be assessed and liable to tax in the host 
country as per the agreement and directives in the 
treaty.

The duty and aim of the revenue authority of a 
host country is then to allege and prove the existence 
of a PE within the country, so as to appropriate 
the tax ensuing to its exchequer.  An assessee may 
willingly submit to this mainly if the tax-rate of the 

host country is lower than that of its home country.  
However, the Indian tax-rate is generally higher than 
that of other countries.  This creates a tendency in 
foreign assessees to go the extra mile to disprove the 
existence of a PE within Indian space, reciprocated 
by the revenue officials leaving no stone unturned 
to prove the same.  In the process, imaginations are 
often stretched beyond the possibilities of elasticity.
To prove a Construction/Installation PE in India 
in any assessment year and to book it to tax, the 
revenue authority has to show that for a given 
business activity or aggregate of activities all the 
above described characteristics of it are evidenced 
in India, viz., whether the business (i) factually 
exists, (ii) either alone or as an aggregate, (iii) for 
beyond the time threshold stipulated in the relevant 
international treaty, and all these (iv) despite the 
exclusionary reliefs. 

The Factual Existence Test
The pax-tax friction begins at this preliminary stage 
of assessment, as there can be arguably three very 
different views of the proof required to establish 
the factual existence of a construction/installation 
PE in the host country, each leading to different 
accountability to tax in the host country.
i. Such a PE is established if only the two basic 

criteria in the Definition clause of a PE : (i) a fixed 
place of business in a country other than that of 
the enterprise, (ii) through which the business of 
an enterprise is wholly or partly carried on, are 
proved.  Judicial decisions4 have held that even 
if an activity can be identified in the Inclusive 
clause, but does not meet the Definition criteria 
then it would not result in such a PE.  The logical 
converse of this is that even if an activity cannot 
be identified in the Inclusive clause, it will still 
result in such a PE if it satisfies the two Definition 
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To prove a Construction/Installation PE in India in any 
assessment year and to book it to tax, the revenue 

authority has to show that for a given business activity 
or aggregate of activities all the above described 

characteristics of it are evidenced in India, viz., 
whether the business (i) factually exists, (ii) either 
alone or as an aggregate, (iii) for beyond the time 
threshold stipulated in the relevant international 
treaty, and all these (iv) despite the exclusionary 

reliefs.

4  Metal One Corporation vs. DDIT (2012) 22 taxmann 77 (Delhi Trib); Linklaters LLP vs. ITO (2010) 132 TTJ 20 (Mum)
5  DDIT vs Western Union Financial Services Inc. (2012) 50 SOT 109 (Del); Samsung Heavy Industries Co. Ltd. vs ADIT (2011) TII 140 ITAT Del
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criteria.  In other words, as per this view, the 
Definition clause is independent of the Inclusive 
clause.

ii. Some judicial decisions5 have held that the 
Inclusive clause is clarificatory, and hence an 
activity is proved to be a construction/installation 
PE if it only matches an activity in the Inclusive 
clause. The Inclusive clause as per this view, is 
thus independent of the Definition clause, and 
hence only the Inclusive Clause is to be referred 
for determining the existence of such a PE.

iii. Still other decisions6  have held that the Definition 
and Inclusive clauses are not independent of each 
other and have to be read in conjunction. This 
is called the harmonious view and an activity is 
such a PE only if it satisfies both the clauses.

Further, a very hot-contest emerges on whether an 
agent appointed is a dependent agent (DAPE) to 
be taxed herein, or an independent agent whose 
activities fall outside a PE.  In 2005, the Speciality 
Magazines case7 had clarified that, it is not whether 
the agent is a sole agent of the foreign enterprise, 
but whether the foreign enterprise is the sole client 
of the agent.  Despite this, in 2016, in the National 
Petroleum case8, the agent appointed as a ‘sole and 
exclusive’ consultant and barred from representing 
any competitor, but allowed to provide consultancy 
to others, was held as ‘whole and exclusive’ agent of 
the assessee (though this was later overturned by the 
High Court).  The DAPE argument does not seem to 
have ended here. 

The Aggregation Test
The aggregation of PE’s is beneficial to the  
exchequer.  This is because many a short-term 
construction-related activity in India by a foreign 
company that would escape Indian tax because of 
not existing beyond the time-threshold set by the 
treaty, may now be clubbed with one or more time-
proven PEs and thus be taxed.  This of course widens 
the nation’s tax-base, though it increases the burden 
of the assesse.

Accordingly, revenue authorities assiduously seek 
commercial coherence between units and projects- 
in construction-activity, in preparation, planning 
or execution, in identity of customers, terms of 
contracts, timing of contracts or in ownership 
patterns, and geographical coherence with respect 

to proximity of sites, relations of ordering parties, 
joint actions of parties, etc.  Correspondingly, 
many an assessee endeavours to camouflage all 
linkages through varied distribution of ownership 
and entities, dismembering of the whole contract, 
circuitous routing of funds, etc.  A revenue authority 
earns its spurs by unraveling the camouflages.

Aggregation is now facilitated for the revenue 
authorities by treaties incorporating wordings such 
as in the India-Australia tax treaty, “a building site 
or construction, installation or assembly project, 
or supervisory activities in connection with such a 
site or project, where that site or project exists or 
those activities are carried on (whether separately or 
together with other sites, projects or activities) … .”  A 
similar provision is found in India’s tax treaties with 
Austria, Belgium, Bulgaria, Canada, Denmark, Italy, 
New Zealand, Norway, Spain, Thailand, Turkey and 
USA.

However, in consequence of the addition of such 
wordings in some treaties only, in the case of J. Ray 
McDermott Eastern Hemisphere Ltd., for example, 
it was held by the Tribunal that an aggregation 
of contracts with different companies at different 
locales is not permissible when the treaty (the India-
Mauritius treaty in this case) has no mention of 
words to the effect “(whether separately or together 
with other sites, projects or activities).”  

                                                                
The Duration Test
A Construction PE can be assessed to tax only if it 
exists in the country for a period beyond the time 
specified in the relevant Treaty.  The dynamics of 
Pax vs Tax vis-a-vis duration is different for a Stand-
Alone PE and an Aggregate PE.
(a) The Duration of a Stand-Alone PE
 In case of an individual project, determining this 

is seemingly very simple.  The time starts when 
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6  Fugro Engineers BV vs. ACIT (2008) 26 SOT 78 (Del); R&B Falcon Offshore Ltd. vs. ADIT (2010) 42 SOT 432 (Del), Valentine Maritime (2011) 45 SOT 
34 (Mum

7 Speciality Magazines Private Ltd. (2005) (AAR No. 610 of 2003)
8  National Petroleum Corporation (2016) 66 taxmann 16 (Del) 
9 J. Ray Mc Dermott Eastern Hemisphere Ltd. (2016) TS-250-ITAT-2016 (Mum); (2012) 54 SOT 363 (Mum); (2010) 39 SOT 240 (Mum)

The aggregation of PE’s is beneficial to the exchequer.  
This is because many a short-term construction-

related activity in India by a foreign company that 
would escape Indian tax because of not existing 

beyond the time-threshold set by the treaty, may now 
be clubbed with one or more time-proven PEs and thus 

be taxed.
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the PE commences business and ends with the 
cessation of activities.

 Conflicts however arise as to when exactly 
the business has commenced. Should pre-bid 
meetings or preliminary surveys done by a sub-
contractor be taken as business commenced 
or should the initial date be that when project 
construction commenced physically?  The time  
of the end of work can be equally in conflict.  
Should the date be when the work has physically 
stopped or should the time taken for testing 
and approving the quality and quantity of work 
be included (and what if there are disputes and 
rectifications)?

 Again, should time for interruptions in work 
be included in the span?  Generally, normal 
interruptions like a weekly off are included.  
Also, intentional stoppages of work are 
included.  However, time taken by unintentional 
interruptions like Acts of God, civil unrest, 
government orders/notifications, no access to 
site, etc. are excluded.  There are though many 
‘grey’ occasions like time lost for dissembling, 
identifiable bureaucratic delays, arbitration, court 
proceedings and injunctions, etc.

(b) The Duration of an Aggregated PE
 The duration of an aggregated PE is relatively 

simple when in the aggregation there is at least 
one long-term activity crossing the threshold 
of time in the relevant treaty and therefore 
established as such a PE.  In such cases, the time-
periods of the lesser-time units aggregated are 
simply absorbed by the long-term, established PE.  
Any dissensions of duration then are only those 
of a stand-alone PE for the long-term activity, as 
discussed above.

 The unique duration-problem arises for an 
aggregation when there are only several lesser-
time units chronologically stringed by the revenue 
authority because of the successive timings of 
their activities, which combination then crosses 
the time-threshold in the relevant treaty; and 
is only thus established as an aggregate PE and 
subject to tax in India.

 In such cases, the date of commencement of the 
first activity starts the clock and that of cessation 
of the last activity stops it.  Only a satisfactory 
calculation of both these can establish whether 
or not the aggregation crosses the time-span in 
the treaty.  Further, the dates of commencement 
and cessation of each activity in the aggregation 

are disputable markers.  If the date of cessation 
of any prior activity does not clearly overlap or 
at least coincide with the date of commencement 
of the subsequent activity, then this will discord 
the chain along the time-line, and the aggregation 
is not sustainable at all.  Also, interruptions play 
a very crucial role here as it could be that only 
their inclusion in the time-span can make the 
aggregation cross the time-requirement.

The Exclusion Test
The activities itemised in the Exclusionary clause 
in a relevant treaty swish the disappearing wand of 
a mischievous fairy in the taxation process.  In an 
aggregation such activities can be included cogently 
by the tax authorities not only to swell the gross 
assessed to tax, but also as a vital link to form the 
time-chain to enable the aggregation to cross the 
time-threshold in the relevant treaty.

In the National Petroleum case (supra) the 
activities and time spent by a sub-contractor for 
carrying out survey operations were aggregated  
with the main activity to determine the existence  
of a PE.  The Delhi High Court struck this down 
and held that this was an auxiliary activity and fell 
squarely within the Exclusionary Article.  Similarly 
in the Valentine Maritime case (supra) the activity of 
hiring barges was not held by the Mumbai Tribunal 
to be a PE that could be aggregated.

Pax-Tax Synchrony- Recent Trends
International treaties leave quite some leeway in 
interpretation at the ground-level for tax, as seen 
above. This is because they are generally based 
on the historical concept of PE which originated 
during the Second Industrial Revolution in the 
late 19th century, when business operations abroad 
essentially had geographical location, physical 
presence, obvious nexus, etc.  The technology 
revolution of the 21st century, often called the Third 
Industrial Revolution, has eliminated the need for 

The unique duration-problem arises for an aggregation 
when there are only several lesser-time units 

chronologically stringed by the revenue authority 
because of the successive timings of their activities, 

which combination then crosses the time-threshold in 
the relevant treaty; and is only thus established as an 

aggregate PE and subject to tax in India.
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most of these characteristics in many activities by 
engendering such business models as cyber-offices, 
internet-commissionaires, franchising, outsourcing, 
bar-code control, etc.  These have completely altered 
the description and very identity of many business 
activities, such that it is almost impossible to identify 
many a PE. This has led to severe frustration of the 
tax applications in treaties, and resulted in tax-base 
erosion for host countries.

The issue of the new generation PEs has been 
considered often by the Indian appellate authorities 
and Courts.10 In the landmark Visakhapatnam  
Port Trust case, the Andhra Pradesh High Court  
held that “a virtual projection of the foreign enterprise 
of one country onto the soil of another” constitutes a 
PE.

The OECD and G20 Nations too have agreed to 
strengthen the existing international standards.  The 
final report on the G20/OECD discussion drafts of 
October 2014 and May 2015 seeks to update the 
definition of PE in Article 5 of OECD’s model tax 
treaty and its associated Commentary.  BEPS (Base 
Erosion and Profit Shifting) is a direct outcome of 
the pax-tax friction caused by the new generation 
PEs.

Action Plans 611  of BEPS contemplates the broad 
framework of artificial tax avoidance by any type of 
PE.  It proposes radical changes in the OECD MC, 
its Commentary and individual international tax 
treaties, viz., a rule for limitation on benefits (LOB) 
to entities, a principal purposes test (PPT) whereby 
benefits will be granted only if the transactions 
match treaty objects and purposes, provisions 
for anti-abuse of domestic rules, a “minimum 
standard” commitment to eliminate double taxation 
without creating opportunities for reduced taxation 
and double non-taxation.  It also recommends a 
draconian bar on tax treaties with low or no-tax 
jurisdictions including modification and termination 
of previously concluded treaties.

The issue of the new generation PEs has been 
considered often by the Indian appellate authorities 

and Courts.  In the landmark Visakhapatnam Port 
Trust case,  the Andhra Pradesh High Court held that 
“a virtual projection of the foreign enterprise of one 

country onto the soil of another” constitutes a PE.

Action Plan 712  of BEPS addresses the particular 
issues considered in detail in this article.  It envisages 
a total overhaul of the very definition of a PE in the 
OECD MC to include all the convoluted forms of 
it, made possible by the modern, digital revolution.  
It proposes the widening of the concepts of 
commissionaire and distributor-subsidiaries to cover 
persons and entities who have 50 % of the beneficial 
interest in the foreign enterprise or who play the 
role of a principal in the finalising and operation 
of contracts. It dissuades the fragmentation of 
contracts by the application of the Principal 
Purpose Test (PPT) to determine close nexus, and 
also by recommending only a 30-day exemption 
for a fragmented contract to be excluded from an 
aggregation.  It redefines preparatory and auxiliary 
activities in the exclusionary clause to eliminate 
those that substantially carry out the core business 
of the foreign enterprise.  It also seeks to keenly 
follow the money-trails of multi-national enterprises 
to trace how profits are attributed to determine a PE.  
The follow up report is expected by the end of the 
current year, 2016.

The perplexities thus are universal and not just 
typically Indian because of the relatively high tax-rate 
herein.  Accordingly, it is being handled presently on 
multiple fronts by multiple agencies.

Conclusion
Finer definitions in treaties of all activities would 
reduce the Pax vs Tax abrasion and save much time 
and effort for both sides, besides giving them a 
feeling of completion and satisfaction and avoiding 
animosity. But, taxation is not the aim of any 
treaty; tax is only an incident of the arrangement.  
International treaties for Construction/Installation 
PEs are made to bring into the host country much-
needed technology, expertise, capital, etc. and to 
generate employment and boost development, as 
also to extend and expand friendly relations, comity 
of nations, globalisation, etc.  In the meanwhile, the 
tug-o-war between the meaning and spirit of the 
pact and the substantive activities to be subjected to 
tax will be enacted at the ground-level; though in the 
light of the above overarching aims of international 
treaties it is imperative that foreign enterprises do 
not shy away from a tight tax regime, and hence, it 
is quite immaterial if for tax ‘one flew east, one flew 
west, and one flew over the cuckoo’s nest.’. 

10  Visakhapatnam Port Trust (1983) 144 ITR 146 (AP)
11  OECD/G20, Preventing the Granting of Treaty Benefits in Inappropriate Circumstances – Action Plan 6, Final Report p. 69
12  OECD/G20, Preventing the Artificial Avoidance of Permanent Establishment Status – Action Plan 7, Final Report p. 42
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Forgiveness is a quality of the soul and therefore a positive quality. - Mahatma Gandhi 


