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ACCA is a global accountancy body with many of our members operating within 
small businesses and practices. In addition to this I am the Chair of the Tax Group of 
pan-EU small business group UEAPME. As such we would be keen to participate in 
the public consultation meeting in October.  
 
Our brief comments revolve around the deep concerns we have that by changing the 
paragraph 4 exemptions within Article 5 will create vast levels of uncertainty and the 
unintended creation of a PE together with its inherent tax consequences in a state 
where the SME is purely seeking the help of a third party to put the final touches to 
an item in order to make it fit for that specific market. In addition an SME may quite 
often have no choice but to warehouse in the other state due to the less streamlined 
nature of its business processes. Again this will like lead the unintended creation of a 
PE. We cannot and should not expect an SME to be able to navigate around the 
proposed new rules which set out to capture the activities of MNCs. 
 
In addition the SME will likely find that it is not only susceptible to a direct tax 
obligation it will also be liable to VAT which is dependent upon the rules around fixed 
establishment.  
 
The overall compliance burden for an SME will be a “deal breaker” in their being able 
to conduct business outside their home state borders. It is difficult enough as it is for 
SMEs and this will compound their problems even more finally end their 
internationally endeavours. 
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ACCA response to OECD’s Discussion Draft on Additional Guidance on the 
Attribution of Profits to Permanent Establishments 

The BEPS Action 7 amendments to Article 5 of the OECD Model Tax Convention in 
respect of the exemption for independent agents and preparatory or auxiliary 
activities will give rise to an increase in deemed permanent establishments. While in 
principle, we welcome the OECD’s revision of Article 5 to reflect the modern 
economy, the amendments increase the risk of differences in interpretation by tax 
authorities, thus significantly increasing uncertainty for businesses. The Discussion 
Draft provides some clarification, but we would urge the OECD to issue further clear 
and pragmatic guidance and take all reasonable steps to minimise administrative 
burden on businesses.  

The changes with respect to the definition of independent agents in Article 5(5), in 
particular, are likely to impact SMEs and entrepreneurial businesses, which would 
have previously been protected from the narrower definition of the conclusion of 
contracts. In order to mitigate uncertainty and disproportionate administrative burden 
to SMEs, we encourage the OECD to consider the inclusion of an exemption for 
SMEs or de minimis limits on low values of sales to resident customers. 

Given the divergence in profit allocation methodology that has started to emerge 
among tax authorities in different countries, the OECD must take robust steps to 
ensure that the definition of permanent establishments, and the Authorised OECD 
Approach (‘AOA’) is applied consistently by all participating jurisdictions. 
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Sept. 5th 2016 

Comments on Example 1 in the Public Discussion Draft – BEPS ACTION 7 

“Additional Guidance on the Attribution of Profit sto Permanent Establishments” 

by Dott. Andrea Lupini (Commercialista ed Esperto Contabile – Italy)  

 

1. Commentators are invited to expres their views on whether the order in which the analysies are 

applied  under article 9 of the MTC and article 7 of the MTC can affect the out come, and what 

guideance should be provided on the order of application. 

 

I agree with the “two steps analysis”, first article 9 and secondly article 7 as general rule.  

Though that, the analysis could be conducted in line with the theory of “indipendent rules” (Sydney 

Roberts).  

In particolar, in a world where each Fiscal Administration considers separately article 5(6) from 

article 5(5) with the following order: first article 5(6) [maybe specifying that “any other agent of 

indipendent status” could be anybody, any person (corporate or phisical) with territorial link?] then 

article 5(5). Then, the PE of indipendent status could be allocated profit straightforward from the 

article 7 of the MTC.  

As a fact of the matter, the OECD par.20 Guidelines 2010 precises that the degree of capacity to 

make decisions to take on by the local Agent as well as its financial capacity can influence the level 

of attribuable risks. 

Therefore, in the case there is non-indipendent status and low capability to freely exercise the 

management by the local agent, like when the agent seeks approval from the foreign enterprise in 

respect of the manner in which they perform the work whatever riskes are allocated as assumed in 

the example 1, the PE shall be read through article 5(5) attributing the risks based on people 

functions analysis, therefore starting with article 9 for allocating profit to the non resident company 

and allocating profit to DAPE with article 7 OECD Model Tax Convention.    

 

2. Do you agree with the functional and factual analysis performer in example 1 under AOA ?  

 

The annex 1 of the public discussion draft under comment is sufficiently well described. Said that, 

one flag among the others is my concern, and I would like to emphasize hereto by answering at the 

next question.  

 

3. DO YOU AGREE WITH THE CONSTRUCTION OF THE PROFIT AND LOSSES OF THE DAPE in Ex.1 

under AOA ? 

The nowadays economical and business world is driven by “clients”. These are the “breath” for the 

market servival of either multinational or group of enterprises at lower level.  

Let’s focus on the “marketing sales strategy and budgeting” functions. Certainly here what it 

matters is who iis bearing advertising and marketing costs. Even when such advertising and 

marketing costs are paid in advance by the Agent SELLCO and secondly refunded by the non 

resident company PRIMA, we do not assume a full financial capacity risk to PE Agent SELLCO. It is 

likewise that the PE Agent uses funds of the principal. This is a not a significan function.   
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However from a marketing stand point of view (and from a multinational perspective) the function 

“identification of customers, soliciting and placing orders and processing orders with Prima” is a key 

activity for the effectiveness of the sales strategy set out by Prima. On the other hands, without 

such a key-marketing-activity that works smoothly, the overall sales in the source country could be 

zero and NO INCOME WOULD BE GENERATED AT SOURCE.   

Another point is that “working capital” accounted in the assets of SELLCO – receivables – is coming 

from the source based country, and secondly it turns into cash available to banks. The outcome of 

such a “working capital” is income sourced in the country where SELLCO operates. 

This to evidence that the function “identification of customers, soliciting and placing orders and 

processing orders with Prima” is significant, it is vital activity for the benefit of the non-resident 

enterprise (Prima) even thought that SELLCO Agent is acting in the ordinary activity.   

Even assuming a low level of performance by SELLCO, it is undenible true that as associated 

company SELLCO represents a commercial reality for the non resident company and it must be 

applicable the article 9 of the OECD by attributing a premium risk for such a significan funtion – 

finding clinets, order, get money !!!  

As long as we are in the case of related parties, an issue would be whether the sales commission 

fees paid in 5% were arm’s lenght remuneration or not. But still it could be questioned, as in this 

ccomment, that an additional profit might remain in SELLCO due a significan funtion that SELLCO 

plays for the non resident.   

As regarding the application of article 7 to allocate profit at the DPE SELLCO, it shall be considered 

(instead of what it looks like in the document that allocate “0”) an additional “marginal degree of 

profit” to be allocated at the DAPE SELLCO as such as a fact of the matter the SELLCO is associated 

company – non indipendent – it has a phisical presence in the source country and moreover by 

contracual agreement is engaged by Prima to act whatever “on behalf of Prima” … “in Prima’s 

interests” or “in the name of Prima” so with a dependent status.  Though we are under article 5.5 

OECD model tax convention, a “marginal degree of profit” shall be allocated at SELLCO for the 

significant funtion attributable to identify and find new clients. This could be found by using the 

wheigted average calculation. 

4. What would be the conclusion if, because of the wording of Article 7 in the applicable tax treaty, 

an approach other than the AOA applied ? If the conclusion is different, what would be the 

differences ?  

See comment to question n°3 

5. In the types of Ex 1, i sit appropriate to conclude  that, where under the functional and factual 

analysis under article 7 , the dependent agent enterprise  does not perform significant people 

function on behalf of the non resident enterprise, there will be no profit attributable to the DAPE 

after the payment o fan appropriate fee to the DAE under article 9 ?   

See comment to question n°3 

8



9



10



11



 
The UK Insurance Industry 

The Association of British Insurers (ABI) is the leading trade association for insurers and providers of 

long term savings. Our 230 members include most household names and specialist providers who 

contribute £12bn in taxes and manage investments of £1.9trillion.  

The ABI’s role is to: 

• Be the voice of the UK insurance industry, leading debate and speaking up for insurers. 

• Represent the UK insurance industry to government, regulators and policy makers in the UK, EU 

and internationally, driving effective public policy and regulation. 

• Advocate high standards of customer service within the industry and provide useful information to 

the public about insurance. 

• Promote the benefits of insurance to the government, regulators, policy makers and the public. 

 

Introduction 

 

1. The ABI continues to support the aims of the OECD BEPS Action Plan to address weaknesses in 

the international tax environment and we are grateful for the opportunity to comment on the 

discussion draft1.  Our comments reflect our desire to ensure that the guidance is workable, well 

targeted, and proportionate in the context of the efficiency of commercial insurance operations. 

 

Response 

 

2. Although the additional guidance on how the rules of Article 7 would apply to PEs resulting from 

the changes in the Report2 apply particularly outside the financial sector, we are concerned 

about the potential inadvertent impacts on insurance operations.  

 

3. As we explained in our responses to the two discussion drafts3 on Preventing the Artificial 

Avoidance of Permanent Establishment (PE) Status a widened definition of what constitutes a PE 

is likely to create a plethora of insurance PEs (but not regulatory) where no or minimal profit 

would be attributed, thus creating an unnecessary administrative burden for business and tax 

authorities.  

 

4. We are pleased that paragraph 104 of the discussion draft acknowledges that there will be 

situations where the profits attributed to the PE are nil, but disappointed that no solution has 

been identified to avoid the disproportionate compliance burden that would be placed on 

insurers in these circumstances with the consequent impact on tax administration resources. 

The discussion draft suggests that the creation of a Dependent Agent PE for corporation tax 

                                                           
1
 Discussion draft on OECD BEPS Action 7: Additional Guidance on the Attribution of Profits to Permanent 

Establishments released 4 July 2016. 
2
  Report on Action 7 of the BEPS Action Plan (Preventing the Artificial Avoidance of Permanent Establishment 

Status) 5 October 2015 
3
 Discussion drafts on OECD BEPS Action 7 (Preventing the Artificial Avoidance of PE Status) released 

31 October 2014 and 15 May 2015. 
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purposes, even where no profit is attributable, could give rise to “other tax liabilities”. In an 

insurance context we believe that this is generally not the case. 

 

5. The circumstances where the widened definition of PE could potential create new insurance tax 

PEs are as follows: 

 Sales and marketing of insurance products – it is acknowledged in 2010 OECD Report on 

the Attribution of Profits to Permanent Establishments Part IV (Insurance) (“Part IV”) 

that sales and marketing is only one of the functions in the insurance business value 

chain and that such functions are unlikely to be a Key Entrepreneurial Risk-Taking (KERT) 

function.  

 Routine non-KERT functions performed by an in-house service company, such as back 

office processing of applications, claims handling, investment management, 

administrative support and /or consultancy services.  

 Where Delegated Underwriting Authorities (DUAs) (see Appendix 2 of our response to 

the original discussion draft released on 31 October 2014 for a description) are in place, 

and the third party agent acts exclusively or almost exclusively for the insurer. In these 

circumstances the authority granted under a DUA could be strictly limited and if so there 

would be no KERT function undertaken by the agent. 

 A third party unconnected agent acting exclusively for an insurer who is performing non-

KERT functions.  

 An agent connected with the insurer is performing regulated (non-KERT) activities in the 

same territory as the customer and is rewarded directly, on arm’s length terms, by the 

customer this should not necessarily lead to the creation of a PE. This could, for 

example, relate to a broker distributing insurance products where the broker is 

rewarded through a fee charged to the customer independently from any fees charged 

by the provider of the insurance products. There are some insurers that will potentially 

have numerous PEs in these circumstances. 

 

6. Although tax PEs would be created in the circumstances outlined in paragraph 5 above, the 

correct application of Part IV would result in nil or minimal profit attributed as the functions 

being performed are non-KERT4 and would already be rewarded commensurate with the duties 

performed. Furthermore, we do not believe that generally there will be “other tax liabilities”.   

 

7. We believe that now the OECD has undertaken the further work on attribution of profits to PEs 

and as part of this work has recognised that there will be situations (in the case of insurers, 

numerous) where the profits attributed to a PE are nil that a solution should be found to avoid 

the needless creation of PEs and the disproportionate compliance burden created. 

 

                                                           
4
 The 2010 OECD Report on the Attribution of Profits to Permanent Establishments Part IV (Insurance) explains 

the Key Entrepreneurial Risk-Taking (KERT) function of insurance is the assumption and management of 
risk/business by appropriately skilled employees, with the capital that is required to be held against these 
risks.  
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8. We are also disconcerted by paragraphs 36-38 relating to example 1 of the discussion draft and 

the implications as it could apply to insurers.  It appears to be a straightforward example where 

all of the economically significant risks are with Prima in country A and the sales agent in country 

B is receiving an arm’s length commission.  Therefore, whilst a PE is created, there is no profit 

attributable to the PE in country B.  However, paragraph 36 states that under Article 7, the sales 

income obtained in country B is attributable to the (Dependent Agent Permanent Establishment) 

DAPE in Country B.  In order to ensure zero profit, the cost of goods sold (COGS) (payable back to 

the Country A) is a balancing figure.  

 

9. In the insurance context, applying the approach in example 1 to a very limited DUA in Country B, 

where all the economically significant risks (i.e. KERTs) are with the insurer in country A, would 

require the entire premium obtained from Country B to be attributed to the PE even though 

there are no KERT functions in that country.  This would conflict with Part IV. Furthermore, it 

would also be illogical to try to construct the equivalent of a balancing figure COGS in an 

insurance P&L to get the residual underwriting profit back to Country A the home location, 

unless you were deeming there to be internal reinsurance between the branch and head office, 

which is explicitly not allowed under Part IV.   

 

10. Therefore, whilst we understand the need for the construction of a notional P&L to arrive at the 

profits/losses of the DAPE we do not agree with the statement that the sales revenues 

associated with a dependent agent are by default attributable to the DAPE in view of the 

potential conflict with Part IV (questions 3 and 6 of the discussion draft). 

 

11. We therefore believe that to avoid the risk of notional P&Ls being constructed inappropriately in 

the insurance context that it is essential that Part IV, which provides comprehensive guidance 

which defines and discusses risks, risk management and allocation of risk in the context of 

insurance businesses, is referenced in the Commentary on Article 5(5) and 5(6) as it sets out the 

facts and circumstances of the insurance business value chain. A suitable place to include such a 

reference would be in paragraph 39 of the Commentary.           

 

12. Currently there is nothing in the Commentary on Article 5 that suggests the facts and 

circumstances of the business value chain should be taken into account as part of the 

determination of whether there is a PE. We believe that the Commentary would benefit from 

such an addition as it would reduce the PEs being created where nil or minimal profit would be 

attributed. 

 

13. An alternative approach would be for tax authorities not to require tax filings where no profits 

are attributable, with business being required to notify the tax authority of the existence of a PE. 

This notification process should satisfy disclosure concerns. 
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Association of British Insurers 
5 September 2016 
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Dear Sir or Madam, 

 

We highly appreciate OECD’s invitation to comment the discussion draft 

“BEPS Action 7: Additional Guidance on the Attribution of Profits to 

Permanent Establishments”. We thank the authors for the work they have 

done, and also we would like to thank the OECD for continuing the work 

on this topic. In our opinion the current discussion about allocation of 

profits (regarding the lowered threshold for deemed PEs) in general still 

needs to ensure: 

• Clarity, 

• legal certainty and 

• simplification of administration. 

Considering the above, OECD’s guidance should provide clear rules 

about the respective allocation, mitigating discussion and disputes be-

tween taxpayer and tax authorities as well as between the countries in-

volved. 

 

General comments 

 

The BDI considers it to be important to limit the compliance obligations, 

in particular for the case that no profit will actually be allocated to the 

deemed permanent establishment (PE), e.g. due to the lack of significant 

people functions (SPF) or economic ownership to be allocated to a 

deemed PE. Otherwise the lowered thresholds for a deemed PE will only 

result in inefficiencies and unnecessary administrative burdens for both, 

tax payers and tax authorities. 

 
  

OECD 

Tax Treaty, Transfer Pricing &  

Financial Transactions Division 

2, rue André Pascal 

F-75016 Paris 

France 

BEPS Action 7: Additional Guidance on the Attribution of Profits to 
Permanent Establishments 
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Therefore we suggest to introduce an exemption rule under which a non-

resident enterprise (Prima) would not be obliged to file a separate tax 

return in Country B if the profit of the dependent agent permanent estab-

lishment (DAPE) is nil. This would not affect the tax revenue of the af-

fected countries, but both countries would have full transparency over the 

activities of the dependent agent. Further explanation on this will be giv-

en in the comments to example 1. 

 

Specific comments 

 

Question 1) Can the order in which the analyses are applied under Article 

9 of the MTC and Article 7 of the MTC affect the outcome 

 

The order in which the analyses are applied under Article 9 of the Model 

Tax Convention (MTC) and Article 7 of the MTC can affect the outcome. 

If Article 9 is applied isolated first, the application of the arm’s length 

principle would not be applied to dealings as outlined in the OECD 2010 

Report on the Attribution of Profits to Permanent Establishments, para-

graph 172 et seq. (hereinafter referred to as the “Authorized OECD Ap-

proach” or “AOA”), which is based on Article 7 paragraph 2 of the MTC 

2010. Instead, the arm’s length conditions would only be reviewed on the 

level of the non-resident enterprise (“Prima”) only for the controlled 

transaction between Prima and Sellco, but not for dealings between Prima 

and its PE. After the application of the arm’s length principle on the level 

of Prima, the profit would be allocated to the PE according to Article 7 of 

the MTC.  

 

In our view, Article 9 has to be applied twice: First to the controlled 

transactions between Prima and Sellco, and a second time for dealings 

recognized between Prima and the PE to which the arm’s length principle 

has to be applied. This is also in line with the AOA, which rules that deal-

ings have to be at arm’s length, meaning that there first needs to be a 

dealing, on which Article 9 of the MTC then can be applied. Summariz-

ing, in our view Article 9 needs to be applied first between Prima and 

Sellco, then Article 7 needs to be applied to attribute the profits before 

Article 9 is applied to the dealings to achieve an appropriate profit shar-

ing between Prima and its PE. 

 

In the following we would like to comment on the examples given in the 

discussion draft and the respective questions.  

 

Example 1 

 

Answer to question 2) In the functional and factual analysis of Example 1 

the role of the dependent agent with respect to the conclusion of contracts 

should be included as this is one of the core functions actually to be per-

formed by the dependent agent to constitute a DAPE. 
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Answer to question 3) Yes, the construction of the profits or losses of the 

DAPE is correct. 

 

In this context it is very doubtful that a DAPE should be obliged to file a 

tax return. In fact – assuming the sales commission to Sellco being at 

arm’s length – this would not affect the tax revenues arising in either of 

the countries involved. Instead, for Prima, the obligation to file a tax re-

turn (and related to this, to perform functional and factual analyses) 

would mainly create a significant administrative burden which would in 

relative terms be considerably higher than for a legal entity. Considering 

the fact that usually a dependent agent is engaged in situations where the 

local business (here in Country B) is not large enough for Prima to estab-

lish a separate legal entity, it is inappropriate to load this administrative 

burden to Prima for this relatively small business. In some cases this ob-

ligation may even result in an investment obstacle for Prima. In any case 

the administrative costs would be tax effective resulting in a decreased 

overall income of Prima and also lowering the tax revenue of the coun-

tries involved. 

 

It also has to be considered that in big international groups, the number of 

DAPEs will be significantly high due to the wording of Article 5 para-

graph 5 and 6 of the MTC as proposed in the Final Report to BEPS Ac-

tion Item 7. Due to this fact the administrative costs – from a group’s per-

spective – would be unreasonably high. 

 

In consequence the BDI considers it as very important that an exemption 

rule is established under which Prima would not be obliged to file a sepa-

rate tax return in Country B if the profit of the DAPE is nil. This would 

not affect the tax revenue of both affected countries. Nonetheless both 

countries would have full transparency over the activities of the depend-

ent agent. Actually, in Example 1 it is key that the sales commission paid 

to Sellco is at arm’s length, which has to be documented in the Transfer 

Pricing Documentation of Prima and of Sellco. This way both countries 

gain transparency that there is a dependent agent and whether the remu-

neration is at arm’s length.  

 

A possible solution could be an exemption rule like it is included in the 

protocol to the double tax treaty between Germany and Austria, where it 

is laid down (for the current wording of Article 5 paragraph 5 of the 

MTC) that – notwithstanding the wording of the treaty – no DAPE needs 

to be assumed if the remuneration of the dependent agent for its activities 

is at arm’s length. Summing up, such an exemption rule would have no 

negative impact to the affected countries but would relieve Prima from a 

significant administrative burden. 

 

Answer to question 4) The administrative burden to determine the income 

of the DAPE would be reduced as no full functional and factual analysis 

(in line with the AOA) would have to be performed. The result, a nil prof-

it for the DAPE, would remain. 
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Answer to question 5) Yes, this assumption is correct as there are no ad-

ditional functions, risks or assets to be attributed to the DAPE. 

 

Example 2 

 

Answer to question 6) No, the construction of the profits and losses of the 

DAPE and Sellco is not correct. The mere fact that the Dependent Agent 

Enterprise (DAE; here: Sellco) exercises functions on behalf of Prima 

(i.e. manages risks about inventory and credit to customers as outlined in 

the description of Example 2) cannot lead to the conclusion that Sellco 

economically bears the risks. If, for example, the dependent agent con-

veys a deal for Prima and the respective receivable has to be waived that 

will not be reflected as a loss in the books of Sellco but in the books of 

Prima instead and Prima will not get remunerated by Sellco for this loss. 

Apart from that it has to be distinguished between the mere administra-

tion of the risks which can be outsourced to Sellco (by Prima) and deci-

sion making. In most cases Sellco may be assigned the administration of 

receivables and customer’s payments, but has no decisive power (for ex-

ample if the receivable is waived). In this case, Sellco needs to receive an 

additional remuneration (as a service fee) for administrating the receiva-

bles, but the risk (and the resulting loss) has to be attributed to Prima.  

 

Even if the decision power is with Sellco this still does not lead to the 

conclusion that Sellco also economically bears the risk for bad debts. In-

stead this risk has to be attributed to the DAPE and would lead to an addi-

tional service fee for Sellco and a risk premium on the level of the DAPE. 

In this case the DAPE would have an individual profit and also has to 

bear the loss in case of bad debts. 

 

Answer to question 7) Question 7 is not commented as in Germany the 

AOA has to be followed in any case. 

 

Answer to question 8) As we do not agree that Sellco economically bears 

the risk the question whether Sellco has the financial capacity to bear 

those risks is irrelevant. 

 

Answer to question 9) As mentioned above we do not agree that the in-

ventory and credit risks should be allocated to Sellco. The view taken in 

the Discussion Draft is also not in line with paragraph 232 of the 2010 

Attribution of Profits Report where it is stated that the DAPE “will be 

attributed the assets and risks of the non-resident enterprise [Prima] relat-

ing to the functions performed by the dependent agent enterprise [Sellco] 

on behalf of the non-resident [Prima]”. To meet the obligations resulting 

from those risks the DAPE needs to be attributed an appropriate free capi-

tal instead. 
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Example 3 

 

Answer to question 10) No, the construction of the profits and losses of 

the DAPE in Example 3 is not correct. Given that 4.5% is the appropriate 

remuneration of the DAPE according to the functions performed, risks 

borne, and assets assumed it is reasonable that this operating margin also 

includes risk premiums for the risks borne by the DAPE (inventory and 

credit risk). As the economic ownership of the inventory and receivables 

is attributed to the DAPE and the facts give no indication that decisions 

about risks are taken by Prima those risks have to be attributed to the 

DAPE. In this specific example the construction of the profits and losses 

of the DAPE would result in a risk-free distribution function performed 

by DAPE which contradicts the risk allocation. Thus if an operating mar-

gin of 4.5% is found appropriate the operating profit of DAPE has to be 

determined without considering bad debt losses and inventory losses. In-

stead only the salary of Employee (20) and the warehousing costs (6) 

have to be considered resulting in costs of goods sold (COGS) of 165 and 

an operating profit of 2. If there is no bad debt loss and no inventory loss 

the operating profit is 9. 

 

As the inventory and credit risks are attributed to the DAPE according to 

the functional and factual analysis it is impossible to consider the DAPE 

being risk-free. If the operating profit of 2 is found inappropriate for a 

year when the bad debt and inventory losses occur like in Example 3. The 

conclusion should be that the operating margin of 4.5% is inappropriate 

considering the functional profile of the DAPE. 

 

Answer to question 11) See comment on question 7. 

 

Example 4 

 

In this example it is stated that the facts are identical to Example 2. We 

conclude from the example that, in deviation from Example 2, warehous-

ing is no relevant fact in Example 4. 

 

Answer to question 12) Given the assumptions made in this example the 

construction of the profits or losses of the DAPE is correct. However, it 

should be mentioned that this example seems to be very theoretical as the 

service fee indicates that Sellco only performs routine functions and may 

have a certain degree of control over credit risks. Additionally it is doubt-

ful that Sellco would as a third party bear significant credit risks on its 

own, acting as an agent. This is even more true as Sellco only manages 

25% of the risks (given the assumption in the example), but finally bears 

40% of the risks. This way Sellco would bear risks which it does not have 

any control over. 

 

Answer to question 13) In general, this statement is true but it indicates 

that the contractual agreement between Prima and Sellco might not be at 

arm’s length (even if this is assumed). If it was, this would demonstrate a 

lack of the AOA as under the AOA the DAPE shall be treated like it was 

a separate legal entity and where dealings should work equally like con-

tractual agreements between separate legal entities. Considering this the 
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result for the profit sharing between Prima and Sellco on the one hand 

and Prima and DAPE on the other hand should come to the same result 

(proportional). The mere fact that this is not the case shows that Sellco 

contractually takes over more risks (proportional) than it controls while 

risk is attributed to DAPE proportional to the fraction it controls. 

 

Please do not hesitate to contact us if you have any questions. 

 

Yours sincerely 

 

 

Dr. Karoline Kampermann Ralph Brügelmann 
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Comments on the Public Discussion Draft on  

ADDITIONAL GUIDANCE ON  

ATTRIBUTION OF PROFITS TO PERMANENT ESTABLISHMENTS 

These comments have been prepared by the BEPS Monitoring Group (BMG). The BMG is a 

network of experts on various aspects of international tax, set up by a number of civil society 

organizations which research and campaign for tax justice including the Global Alliance for 

Tax Justice, Red de Justicia Fiscal de America Latina y el Caribe, Tax Justice Network, 

Christian Aid, Action Aid, Oxfam, and Tax Research UK. These comments have not been 

approved in advance by these organizations, which do not necessarily accept every detail or 

specific point made here, but they support the work of the BMG and endorse its general 

perspectives. They have been drafted by Jeffery Kadet, with contributions and comments 

from Tommaso Faccio and Sol Picciotto. 

SUMMARY 

This discussion draft (DD) deals with attribution of profits to a host country resulting from 

changes to the taxable presence requirement in the definition of a permanent establishment 

(PE) in BEPS project’s Action 7. Although generally clear and well reasoned, it is of limited 

usefulness in our view, for two main reasons. These comments explain these shortcomings 

and suggest how they could be corrected. 

First, it applies only to the 2010 version of the OECD model convention, which introduced 

the ‘authorised OECD approach’ (the AOA) for attribution of profits to a PE. The AOA 

attempts to extend to PEs as far as possible the independent entity principle as applied to 

associated enterprises within a multinational enterprise (MNE). A number of OECD countries 

have not accepted the AOA, and it has also been generally rejected by developing countries. 

One reason for this is that the independent entity principle is especially inappropriate for a 

PE, which by definition is part of the same legal entity. Hence, few actual treaties are based 

on the AOA, and this is also true for most national tax law rules which would apply to 

entities resident in non-treaty countries. States, especially developing countries (whether or 

not they decide to join the Inclusive Framework for BEPS), should not be pressurised into 

adopting the AOA. Instead, the UN Committee of Tax Experts, in liaison with the OECD, 

should develop its own revisions to the commentary to the UN treaty model consequent on 

the changes to the PE definition introduced by Action 7. Further work is clearly necessary, by 

a wider range of countries, and adopting a broader approach, to produce guidance that would 

be of use to tax payers and tax authorities, especially in the bulk of cases where the AOA is 

not applicable. 

Secondly, the examples provided in the DD adopt a very restricted approach, which assumes 

that all or most significant people functions take place in the non-resident entity, and hence 

attribute only limited profits to the PE. They include some illustrations of when aspects of 

inventory and credit risk management may take place in a PE, but significantly the examples 
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include no discussion of other sales-related functions such as marketing and advertising, 

which are instead assumed to be controlled by the non-resident entity, with no relevant local 

input. Similarly, the examples are silent regarding core business functions conducted in host 

countries that are often found in modern MNE business models. These simple examples may 

be relevant to relatively small firms based almost entirely in their home countries, which 

employ a foreign sales agent.  But they are entirely unrealistic in relation to most large MNEs 

and their modern business models, which aim to be both global and local. No MNE can 

operate effectively by centralising virtually all its significant people functions and all its core 

business functions at a distance from its customers and suppliers, as is assumed in the 

examples provided here. Indeed, there are many well known examples of MNEs which 

employ significant staff in host countries engaged in both customer-facing and many core 

business functions. The failure of this DD to discuss such situations suggests a lack of 

consensus on how to deal with them, which may regrettably exacerbate the likelihood of 

conflicts even between OECD countries. 

As the DD is now drafted with its focus on the AOA and its unrealistically simple examples, 

its effect is to strengthen the BEPS mechanisms used by many MNEs. This contradicts the 

mandate for the BEPS project, which is to align taxation and value creation. 

GENERAL REMARKS 

Status of these proposals 

1. This discussion draft (DD) proposes some consequential measures resulting from the 

proposals under Action 7 of the BEPS Action Plan. These Action 7 proposals resulted in 

some changes to the definition of a Permanent Establishment (PE) in article 5 of the OECD 

Model Tax Convention (the Convention), which specifies when a foreign resident company 

may be treated as having a taxable presence in the host country. These changes essentially 

concern (a) when a legal person (including a related entity) acts as a dependent agent by 

regularly being involved in concluding contracts on behalf of the foreign company (a 

dependent agent PE, or DAPE), and (b) when the foreign company maintains a stock of 

goods, e.g. in a warehouse for delivery. This DD concerns the appropriate attribution of 

profits to these types of PEs, under article 7 of the Convention. 

2. This DD addresses only the methodology for such attribution of profits under what is 

known as the Authorised OECD Approach (AOA). The AOA was introduced only in 2008, 

with the support of a majority of OECD countries, resulting in extensive changes to article 7 

of the Convention and to its Commentary of 2010. Nevertheless, some OECD countries 

(Chile, Greece, Mexico, New Zealand, Portugal and Turkey) reserved their right to continue 

to use the previous version, as did non-OECD countries (Argentina, Brazil, China, Hong 

Kong-China, Indonesia, Latvia, Malaysia, Romania, Serbia, South Africa and Thailand). The 

AOA was not accepted by the UN Committee of Tax Experts, so that the 2011 version of the 

UN Model Double Taxation Convention treats the attribution of profits to a PE in a 

significantly different way from the 2010 OECD Convention. 

3. These are not minor differences, but reflect a fundamental difference in approach, which is 

long-standing. The AOA introduced a significant strengthening of the independent entity 

principle, by aligning the methods for attribution of profits to a PE under article 7 with those 

for associated enterprises under article 9. These are based on analysing the ‘functions 

performed, assets used and risks assumed’ by the various portions of the non-resident 

taxpayer in the host country and elsewhere as if they were separate legal entities, treated as 

elaborated in the OECD Transfer Pricing Guidelines. The changes introduced by the AOA 
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involved a significant reduction of host country rights to tax business profits generated 

partially or wholly within the host country, in favour of the country of residence.  

4. The BEPS Action Plan stated clearly that: 

‘While actions to address BEPS will restore both source and residence taxation in a 

number of cases where cross-border income would otherwise go untaxed or would be 

taxed at very low rates, these actions are not directly aimed at changing the existing 

international standards on the allocation of taxing rights on cross-border income.’ 

In our view this commitment has not been fully respected; the selection of measures to 

strengthen source or residence taxation in the BEPS project outcomes has generally tended to 

disfavour source taxation. In particular, the changes to the Transfer Pricing Guidelines have 

emphasised the functions of ‘control’ of activities such as R&D, and of risk. The changes to 

the PE definition in Action 7 go the other way, by strengthening taxation at source, although 

not to any great extent. However, their impact would be limited much further if countries are 

required to apply the AOA for the attribution of profits. 

5. It should be made very clear that the proposals in the current DD affect only the 2010 

version of the Convention and its Commentary. Although specific questions have been 

included in the discussion draft concerning non-AOA approaches to determining the profits 

of a PE or DAPE, all examples and discussion assume that the AOA is applicable. The 

changes, therefore, by their terms, apply only to treaties based on the 2010 version of the 

Convention. Countries and specific bilateral treaties that do not use that model should not be 

committed to applying this DD’s approach to article 7, though of course some of the concepts 

introduced in this DD may have applicability to applying non-AOA approaches.  

6. On a broader note, countries should not be considered as accepting a commitment to 

introduce the AOA, or in any way be pressurised to do so. This is particularly important for 

developing countries which may join the Inclusive Framework as BEPS Associates. They are 

joining at a late stage of the process, which will inevitably limit the extent to which they can 

ensure that their concerns are taken into account. However, they have been assured that they 

can contribute on an equal basis to the continuing processes of standard setting, which 

includes the current DD.  

2. Further work required. 

7. While attribution of profits under the AOA is the focus of the discussion draft, the vast 

majority of future situations confronting taxpayers and tax authorities will not involve the 

AOA. Rather, where a treaty is applicable, it will likely have in effect some pre-AOA version 

of Article 7. Further, many MNEs, whether through normal tax planning or complicated 

profit-shifting structures, make sales and perform services through  companies resident in 

low-tax jurisdictions which have no treaty applicable, so that their PEs and DAPEs would 

come under local law within host countries. Where there is no applicable tax treaty, of course, 

the AOA will again be inapplicable. 

8. With this situation in mind, we suggest two things: 

First, we suggest that the applicable OECD Working Groups liaise with the UN 

Committee of Experts on International Cooperation in Tax Matters, which should 

review its version of article 7 and commentaries, in light of the changes to article 5 

resulting from Action 7. 

Second, in conjunction with the UN Committee of Experts, we suggest that 

consideration be given to providing broader principled guidance and examples that 
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would be of use to taxpayers and tax authorities, no matter whether a treaty is 

involved or not and no matter whether the AOA or a pre-AOA approach is applicable. 

9. In regard to the need for more and broader guidance, we note that many host countries, 

even where a tax treaty is applicable, have only vague rules at best for making PE profit 

calculations. This will be especially true for DAPEs. Recognizing this, the OECD 

Commentary could in many cases provide important background and guidance to tax 

authorities attempting to apply their vague rules on determining the profits of a PE or DAPE. 

With this in mind, it would be a great benefit for all countries, and especially the less 

sophisticated developing countries, if more examples could be included in the Commentary 

that will focus on the significant people functions that do in fact occur within source 

countries for some of the common MNE business models. Such examples would be of great 

assistance to taxpayers in calculating the PE and DAPE profits that they will declare and to 

tax authorities attempting to review the reasonableness of such declared profits. In our view it 

is regrettable that, perhaps because this DD focuses on the AOA, the examples it provides 

reflect some of the content of the 2008 report that gave rise to the AOA. That report, which 

reflects business models now ten to fifteen years old, tends to stress simple examples which 

assume that the PE or DAPE does not have significant people functions. Today in the real 

world, such simple examples will most typically be factually untrue. 

10. For instance, there are many MNE businesses where core business functions are 

conducted through service agreements with local related party group members. Providing 

some examples with fact patterns that include various significant people functions that are 

typically found would be very helpful. We of course understand that the present examples 

have been drafted in a limited and simplified fashion to assist the Working Groups in the 

drafting of new Commentary and to encourage comments from interested parties. This has 

resulted in the restrictive assumptions in Examples 1 through 4 which give limited functions 

to the DAPE in the host country in relation to inventory management and extension of credit 

to customers. It is also notable that these examples assume that other sales-related functions 

such as marketing and advertising, which add significant value to sales, are controlled by the 

non-resident entity, and merely implemented locally by the sales entity. From a guidance 

perspective, though, it is critical that future Commentary amendments take a much broader 

approach within the examples and reflect many of the significant people functions that are 

typically conducted within host countries within commonly used MNE business models. The 

absence of such examples in this DD does not reflect the way many MNE businesses operate, 

and suggests a lack of consensus among OECD countries, which will regrettably lead to 

conflicts. 

11. The Example 5 warehouse case with its three Scenarios is excellent. However, what 

would be very helpful for many countries, and could apply to numerous MNEs, would be a 

warehouse and local support example that reflects the manner in which many MNEs conduct 

internet-based businesses. For example, the many MNEs that sell hard and soft products and 

that provide various services through internet platforms maintain extensive local operations 

to provide both customer support and quick delivery of physical products. These local 

activities are so much a part of the core business being conducted that such MNEs will have a 

PE or DAPE in many host countries. These local activities are not in any way preparatory or 

auxiliary to the overall business activity of the enterprise. Regarding attribution of profit to 

such PEs and DAPEs, examples and discussion should mention not only the attempt to 

identify arm’s length answers under the traditional transactional methods (CUP, resale, and 

cost-plus), but also the use of transactional profit methods (TNMM and profit-split method). 

There should also be discussion of formulary approaches where an applicable treaty allows it 

(or no treaty applies) and it is customarily used in the particular country, as allowed in the 
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pre-AOA para 4 of Article 7, which is widely applicable in treaties especially those of 

developing countries. 

12. Whereas the warehouse in Example 5 Scenario B is owned by WRU, we suggest that a 

similar example be included for an internet-based business that involves a host country 

subsidiary that is performing these core functions for the overseas MNE parent or other group 

member, so that the example involves a DAPE. 

3. Highly Subjective Situations 

13. Whether it is the more complex case of Example 4, involving inventory and credit 

management functions, or Example 5 that involves know-how, software, and various home 

office services benefiting the PE, there are many situations where any allocation will be very 

subjective and subject to considerable risk of taxpayer/tax authority disputes. Recognizing 

this, guidance regarding two approaches would be very helpful. 

First, guidance should be provided for application of the profit-split method to 

determine the profit attributable to the PE or DAPE. We believe that there will be 

many subjective and complex cases where the profit-split method will be most 

appropriate transfer pricing method under the circumstances. 

Second, many existing treaties in pre-AOA para 4 of Article 7 allow in certain 

circumstances the application of an apportionment formula to an enterprise’s total 

profits to determine profits attributable to the PE or DAPE. Guidance should be 

provided here as well. (See further comments in our response to question 4.) 

4. Inclusion of Examples that Reflect Actual MNE Conduct of Business 

14. The very simplified examples in this discussion draft seem to be relevant only for 

relatively small firms based almost entirely in one country, which may employ an agent to 

facilitate foreign sales. They are frankly largely inappropriate for most MNEs by not 

addressing the reality of how such firms are in fact operating. If this simplistic approach finds 

its way into the Commentary and other guidance, then taxpayers will prepare tax filings and 

unsophisticated tax authorities will review them with these simplified examples in mind. 

15. Examples 1 through 4 assume that Prima is an operating company. In contrast, many 

MNEs record their revenues not within real operating group members but through cashbox 

and tax haven companies, having few employees or operations of their own. These 

companies often rely on intercompany service agreements with operating related parties for 

many of their core business functions. Guidance should be provided to consider such 

situations so that taxpayers can more appropriately prepare tax filings and tax authorities in 

source countries will be able to review those filings and approach these issues more 

intelligently and knowledgeably. 

16. The basic facts for Example 1 include that ‘there are no significant people functions 

performed by Sellco on behalf of Prima in Country B relevant to the attribution of Prima's 

assets and risks to the DAPE’. This is not only an oversimplification, it will be factually 

wrong in most cases. Yes, maybe the final analyses and decisions regarding worldwide 

marketing and production strategies will be made by management in Prima’s home country, 

but they will in virtually all cases receive important contributions of information, analysis, 

and support from DAE personnel in Country B. The DAE personnel are also typically the 

people who are conducting these various business functions and in direct contact with 

customers, suppliers, etc. Further, it will commonly be the case that Prima management 

personnel will periodically travel to Country B where they learn more ‘on the ground’ that 

adds to their ability to develop and implement their marketing strategy. They may also be 
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involved in major customer presentations and in maintaining customer relationships or be 

involved in major transactions during their visits. To ignore all this and simply say in the 

example that the MNE group as a whole has no significant people functions conducted in 

Country B is simply wrong. No MNE can operate effectively by centralising its main 

significant people functions at a distance from its customers and suppliers. 

17. Example 2 in para 48 states, in part: ‘The functional and factual analysis under Step 1 of 

the AOA shows that Sellco undertakes all the functions involved in identifying customers, 

soliciting and placing orders and it also implements locally the marketing and advertising 

strategy devised by Prima.’ Then, in para 51, regarding activity attributed to the DAPE, there 

is no mention of these Sellco functions and activities. Only the inventory and credit functions 

and the necessary capital needs are discussed. This apparent ignoring of all these Sellco 

functions simply understates their importance and the value of their activities in many of 

today’s MNE business models. We suggest that the example specifically include these 

functions within para 51 and other appropriate portions of the example. 

18. Further, the artificial contractual allocation of risk through the Prima/Sellco service or 

other intercompany agreement defining the relationship of Prima and Sellco does not define 

the various activities and risks that the MNE as a whole is taking with respect to Country B. 

That these can be different is of course emphasized in the respective Article 9 and Article 7 

analyses and discussions for each example. However, the emphasis on the Article 9 analysis 

takes attention away from the more important Article 7 analysis. 

19. With this in mind, the MNE has invested money and energy in setting up the DAE and 

employing and training its personnel. The MNE is selling products through the DAE’s efforts 

and extending credit to Country B customers. As a unified group, the MNE is conducting a 

full risk-bearing business in Country B and not only the artificially limited risk undertaken by 

the DAE through the intercompany agreements. Example 1 should be changed to show this 

and to result in some appropriate level of DAPE income that reflects the full risk-bearing 

business nature of its activities and therefore cannot in any realistic circumstances be zero. 

20. For example, regarding sales and credit risk, there may be a high-level person in the home 

country approving sales and making final credit decisions, but there will be personnel in the 

local country who identify and decide which local customers are worth pursuing for possible 

sales. These personnel will likely meet with and interview many of the local prospective 

customers, making local decisions on which of them are solid enough to consider offering to 

Prima as potential customers. These DAE personnel will also select information to 

communicate to the home country management both on overall local conditions and on 

specifics with respect to each potential customer. This is all part of control and 

implementation of the MNE’s sale of products and assumption of credit risk. The risk 

undertaken and the potential benefit to the MNE as a whole are not limited to the usual 

‘limited risk’ and cost-based service fee defined in the intercompany agreement between the 

non-resident and the DAE. Example 1 or some additional example to be added must reflect 

this reality and not some imaginary simpleton situation that would virtually never be found in 

real life. 

21. Examples 1 through 4 include as fact that the local dependent agent (whether Sellco or an 

employee) does ‘not create any local marketing intangibles in Country B. Sales channels are 

generic and not specialised.’ The background that has caused the G20 to initiate the OECD 

managed BEPS project has been the extraordinary success of MNEs in shifting profits from 

the countries in which value is created, whether through innovation, production, or customer 

sales and services. Many of these MNEs conduct proprietary businesses that involve both 

new technologies and business models that are anything but generic and unspecialized.  
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22. Considering this, assuming for all examples that there are no local marketing intangibles 

in Country B and that the sales channels are generic and not specialized serves to terribly 

restrict the relevance of these examples. These examples must be amended to reflect the 

reality that most MNEs’ local country marketing, sales, and support operations do 

significantly reflect and apply the proprietary technologies, proprietary business models, and 

proprietary product/service knowledge of their well-trained and experienced personnel, some 

of whom are local and some of whom may have been transferred from the home country or 

other countries where the MNE conducts major operations. These operations not only reflect 

significant profit-earning people functions, but they also result in the creation of local 

marketing intangibles (e.g. customer list, know-how, etc.) and their impact on the attribution 

of profits to permanent establishments must be recognised and addressed in this guidance. 

SPECIFIC COMMENTS 

1. Commentators are invited to express their views on whether the order in which the 

analyses are applied under Article 9 of the MTC and Article 7 of the MTC can affect the 

outcome, and what guidance should be provided on the order of application.  

Response: 

We believe that accurately delineating the actual transaction between the non-resident 

enterprise and the DAE under Article 9 as a first step is absolutely the wrong approach. The 

primary reason is that it takes focus away from the much more important issues and 

calculations of how the MNE is conducting business within the applicable host country. A 

secondary, though no less important, reason is that the Article 7 analysis on an MNE-wide 

basis allows the analysis to focus solely on actual activities of group personnel and agents 

and real third-party contracts and dealings, ignoring the normally tax-motivated 

intercompany agreements on which intercompany transactions are based. This first step can 

often be completed relatively expeditiously and avoids in many cases getting bogged down in 

the terribly subjective analysis of an Article 9 intercompany pricing analysis. As indicated 

below, in many cases, by conducting the Article 7 analysis first, tax authorities will determine 

that no Article 9 analysis is needed. 

Regarding the primary reason, MNEs are operated as centrally managed worldwide 

businesses. It is a mere legal fiction that their activities are attributed amongst a number of 

related group members, since such attribution is generally based on tax-reduction objectives 

rather than on any real commercial or non-tax legal objectives. 

With this in mind, we believe that placing the analysis of the related party transaction as the 

first step takes away from the more important steps of determining what activities the MNE is 

conducting in the host country and the overall profits from all of that MNE’s activities that 

occur with respect to that host country where it has either an actual PE or a DAPE. We 

therefore strongly recommend the following steps in this specific order: 

Step One: An analysis of the business conducted and the activities performed in the host 

country of all MNE group members ignoring legal entity lines. This analysis would reflect 

the centralized manner in which MNEs generally manage their business. This analysis is not 

only important for ultimately determining attribution of profits under Article 7, but it also 

provides a big picture perspective for each host country tax authority to identify non-resident 

MNE group members that might not appear in isolation to have either a PE or a DAPE. Thus, 

it is an important step to achieving one of the goals of the Action 7 Final Report, which is to 

prevent the avoidance of PE status through the splitting up of contracts to take advantage of 

the exception of paragraph 3 of Article 5. 
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Step Two: The determination of the worldwide profits attributable to the combined activities 

of all MNE group members for the relevant products and services sold into or provided to 

customers in that host country or that otherwise relate to activities in that country. 

Step Three: The determination of the MNE’s profits attributable to the MNE’s business and 

activities actually conducted in the host country. This determination would reflect the AOA 

approach, but applied to the MNE as a whole and not to any one group member. 

Step Four: An Article 9 analysis of the activities of each group member so as to determine the 

arm’s length charges necessary to determine the respective profits of the one or more DAEs 

and the deduction allowed to the PE or DAPE of the non-resident group member(s). 

As for the second reason, Example 4 is an excellent demonstration of the importance of 

focusing first on the MNE as a whole. In Example 4, both Prima and Sellco conduct 

significant people functions regarding credit terms, the extension of credit, and the recovery 

of customer receivables. Attempting to determine a specific answer regarding the relative 

contributions and values applicable to each group member will be very subjective and likely 

be a matter of contention between tax authorities and MNEs. (See para 73 on page 23 to 

illustrate the subjectiveness and consequential potential for disputes.) 

By focusing first on the MNE as a whole and the respective activities of MNE personnel and 

agents in the host country and elsewhere, a tax authority may be able to minimize the 

subjective areas of serious potential dispute as they delineate the nature of the MNE’s 

presence in the host country and attach relative values to the actual functions performed. (See 

paras 80 and 81.) Further, the tax authority can determine the extent of any potential Article 9 

issue by simply comparing the MNE’s profits from its business and activities actually 

conducted in the host country (Step Three above) with the profits already reported by the 

DAE that relate to its activities conducted on behalf of the DAPE. If the difference is found to 

be immaterial or otherwise insufficient to merit the extensive and resource-intensive transfer 

pricing audit procedures that would be required, then the tax authority can choose to not 

conduct any Step Four Article 9 analysis. This would save considerable time and expense 

both for tax authorities and for MNEs. 

As a further point on this, assume that the Step Three analysis yields a profit of 100 when the 

DAE has reported profits of 75, so that in the absence of any Article 9 adjustment the DAPE 

profit will be the remaining 25. In deciding whether to initiate analysis under Article 9 to 

arrive at the most theoretically correct respective DAE and DAPE profits, the applicable host 

country tax authority might appropriately consider what tax differences will arise where the 

75/25 profit split changes to, say, 100/0, 90/10, or 65/35. Assume, for example, that the host 

country applies the same income tax rate to both resident and non-resident taxpayers and also 

imposes a branch remittance tax that places branch profits in the same economic position as a 

local subsidiary’s earnings that are subject to a dividend withholding tax. In such a case, the 

local country tax authorities may appropriately choose to refrain from making any Article 9 

analysis and simply impose tax on the DAPE’s 25 of profits and the DAE’s 75 of profits. On 

the other hand, if there is no branch remittance tax imposed on the DAPE’s profits or if the 

effective tax rates differ for some reason, the tax authorities may choose to initiate an Article 

9 analysis. 

It may of course be added that there will be some cases where an MNE has contractually 

limited the risk of a DAE and provided a service fee based on a cost-plus or similar 

arrangement that protects the DAE from loss. Where the MNE has not been as profitable as 

expected, it may well occur that the DAE profits will exceed the Step Three profits, thereby 
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causing a DAPE loss. In such situations, tax authorities will seldom see any need to initiate 

an Article 9 analysis to adjust the relative incomes of the DAPE and the DAE. 

2. Do you agree with the functional and factual analysis performed in Example 1 under 

the AOA? 

Response: 

We do not believe that the functional and factual analysis performed in Example 1 is 

reasonably representative of reality within centrally managed MNEs. As such, we believe that 

its assumptions not only cause an incorrect answer, but they are seriously misleading and will 

result in a continuation of BEPS tax motivated structuring. 

From para 24: ‘Prima selects the sales agent, monitors its performance and makes decisions 

on whether to continue, adapt or terminate the relations with the sales agent.’ These activities 

from para 24 are then used as part of the rationale in para 30 and are also found in Table 1 

within Annex 1. 

While it may be factually true that a parent company like Prima will always have a choice to 

form its own subsidiary to house certain functions or alternatively to identify and hire an 

unrelated party for such functions, this is truly meaningless in related party situations. As 

such, this right and authority in the hands of Prima should be ignored in any analysis. By 

pointing it out as a separate fact in para 24 and in Table 1 in the Annex, and especially 

including it as a factor in para 30, the example implies that this is an important factor that 

should affect the Prima/Sellco transfer pricing analysis. We believe that it is misleading to 

give any importance to this. It should be eliminated as a factor. 

From para 24: ‘Sellco is responsible for identifying customers, soliciting and placing 

customer orders and processing customer orders with Prima.’ Sellco, though, is not 

performing the functions of setting sales strategy and sales targets nor is it setting pricing 

policy. These top-level functions, which are performed by Prima, are an important part of the 

overall conclusion of Example 1 that there are no significant people functions performed by 

Sellco on behalf of Prima. (See para 34.) 

True, many MNEs operate with management centralized in the home country or in regional 

headquarters making major company-wide or region-wide decisions that are then 

implemented in each country. However, these centralized managements do not operate in a 

vacuum sending their decisions out from the center. They have continual day-to-day dialogue 

and reporting from personnel in each country who contribute to the bases of data and other 

information on which they make their decisions. The local country subsidiaries’ employees, 

including both local management and other personnel, contribute significantly in gathering 

data and information, applying judgment on what data and information will be relevant, and 

providing their local knowledge and insight. They also, on a daily basis, are implementing the 

centrally made policy decisions through their judgment in identifying potential customers, 

determining how to approach these prospects, and then using their product and other skills 

and knowledge to close sales and provide services. It is also the information they gather and 

their own professional judgment that will be the basis for the ultimate sales and credit 

decisions that personnel at Prima will make. 

It may be added that the legal, cultural, and business practices differ to a greater or lesser 

extent within each country. The local country subsidiaries’ employees without doubt make 

judgments and recommendations to decision makers overseas regarding how central company 

policies and business models should be set and implemented for their respective countries. 

This is not mere information gathering by a clerk without thought or analysis; it is rather an 
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important and significant people function that cannot be ignored in either the Article 7 or 

Article 9 analyses. 

For the above reasons, Example 1 is misleading in suggesting that the situation as described 

will result in no significant people functions being performed by Sellco in its DAE capacity 

on behalf of Prima’s DAPE. Example 1 should be rewritten to reflect at least a few of the real 

people functions that are being performed within the host country with a resulting amount of 

DAPE profit. 

In making the above comments, we recognize that the 2010 Report on the Attribution of 

Profit to Permanent Establishments comments in para 233: 

In particular, it should be noted that the activities of a mere sales agent may well be 

unlikely to represent the significant people functions leading to the development of a 

marketing or trade intangible so that the dependent agent PE would generally not be 

attributed profit as the “economic owner” of that intangible. 

This comment, however, which was included in this 2010 update of the 2008 report, was 

likely written in the course of work conducted over the previous several years such that it is 

based on knowledge of business practices that are now ten to fifteen or more years old. 

Current practices of MNEs and the business models they use require realistic examples that 

will provide real guidance to taxpayers on how to calculate income attributable to PEs and 

DAPEs, as well as to tax authorities on the factors and matters they must include in their 

review of such PEs and DAPEs. 

It should be added that in some situations, of course, the personnel at Prima are truly making 

these sales and credit decisions. However, in many cases, if not a majority of cases, whilst 

contractual agreements between Prima and Sellco would require Prima to approve every sale 

to customers made in Country B through the review of the customer’s creditworthiness, the 

Prima personnel in reality are merely rubber-stamping the ‘recommendations’ made by 

Sellco.  

Since determining whether mere ‘rubber-stamping’ is occurring is very difficult for any local 

tax authority, we strongly recommend that Example 1, when used in future finalized 

guidance, assume that “rubber-stamping” is the case and that the burden of proof is on the 

MNE to factually demonstrate that its sales and credit approval functions are truly occurring 

outside the country of sales.  

We note that there are also cases where only certain types of sales are effectively reviewed by 

Prima (e.g. where the sale value exceeds a set amount). We consider that specific guidance 

should be provided to address these situations. 

In addition to the above, we believe that the real commercial risk of an MNE group with 

respect to its activities in a host country is not being adequately reflected whenever a local 

commissionnaire, agent, or other service provider earns a relatively lower commission or 

service fee due to limited risks being included in the applicable agreements. An example will 

help explain this concern. 

Say that an MNE, resident and headquartered in country A, has separated its centrally 

managed operations amongst its group members so that the group member (X) making 

product sales to customers in country B has no local activities or employees of its own in 

country B. To support its sales to country B customers, X contracts with Y, another group 

member resident in country B, to provide various support operations. These various support 

functions could include, for example, marketing activities, sales support efforts, local 

warehousing and delivery, etc. Further, Y could be legally a commissionnaire, an agent, or 
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only a service provider. Under the contractual relations between X and Y, Y is at limited risk 

so that the commissions or service fees it receives are relatively low reflecting its low level of 

assumed risk. Assume for purposes of this discussion that the commissions or service fees are 

at arm’s length. 

Assume that, under the current Article 5 definition of PE, X has no PE in country B, but will 

have a DAPE under the future expanded Article 5 definition. For both simplicity and to 

clearly illustrate a key point, assume that X’s DAPE is considered to include solely the 

activities that Y is conducting for X. 

Y will of course be taxable in country B on its own profits, which as noted above are based 

on its arm’s length commissions and/or service fees received.  

Before the expansion of the Article 5 PE definition, X as an overseas seller has no PE and 

will be free of any country B tax. After the Article 5 expansion, X will have a DAPE and will 

be taxable in country B, but on what? 

Y’s level of profits from its activities reflect its contractually lowered assumption of risk. 

Assume that in this particular case Y will get paid at least its expenses incurred plus a limited 

profit element no matter whether its services result in any sales for X or whether it 

inventories, warehouses, or delivers any of X’s products, since it contractually bears very 

limited risks. On the other hand, X’s profits from those same activities conducted by Y reflect 

X’s full commercial business risk. If X sells insufficient product to recoup its local expenses 

in country B (i.e., the commissions and services fees paid to Y), then X will have a loss. If X 

sells plenty of product, then X will be the sole beneficiary with Y receiving no additional 

commission or service fees. 

Clearly, X is in business to make profits. It believes that paying for Y’s activities will allow it 

to make sales and a profit on sales to customers in country B. The point of course is that the 

value of Y’s local activities to X, an overseas seller, is much higher to X since X is taking the 

business risk of paying Y for these local support operations irrespective of how many local 

sales are made. The portion of X’s profits (assuming of course that X has made some 

sufficient level of profits) that will be attributable to its DAPE cannot be the same as the 

limited risk commissions and service fees earned by Y under its artificial limited-risk 

position. Commercial business risks, even if only the efficiency and competency of how Y 

conducts its business activities, are being factually undertaken within country B through the 

actions of the Y personnel and must be recognized in the AOA Article 7 DAPE analysis. 

There will be no efficiency or competency risk issue for Y since Y will receive its cost-plus 

income irrespective of how it conducts its business. On the other hand, X’s DAPE will fully 

benefit from Y’s efficiency and competency or will suffer from the lack thereof. Thus, there 

clearly are risks attributable to the DAPE. 

3. Do you agree with the construction of the profits or losses of the DAPE in Example 1 

under the AOA? 

Response: 

For the reasons expressed in the response to question 2 above, i.e. that there are factually 

significant people functions being conducted in any typical MNE situation by Sellco in the 

host country and that there are DAPE commercial risks in excess of those assumed by Sellco, 

we do not agree with this approach of showing no profit or loss within the DAPE.  

4. What would be the conclusion if, because of the wording of Article 7 in the applicable 

tax treaty, an approach other than the AOA applied? If the conclusion is different, what 

would be the differences? 
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Response: 

Example 1 makes no reference to home office services or IP used by the DAPE. Accordingly, 

there is no issue of any notional payment under the AOA that would not be appropriate under 

the pre-AOA methods. However, the pre-2010 OECD Model Tax Convention and many 

existing treaties do include the following para 4 in Article 7: 

4. Insofar as it has been customary in a Contracting State to determine the profits to 

be attributed to a permanent establishment on the basis of an apportionment of the 

total profits of the enterprise to its various parts, nothing in paragraph 2 shall preclude 

that Contracting State from determining the profits to be taxed by such an 

apportionment as may be customary; the method of apportionment adopted shall, 

however, be such that the result shall be in accordance with the principles contained 

in this Article. 

For those many countries that have customarily applied an apportionment formula to an 

enterprise’s total profits, this paragraph of course continues to allow its application. 

Since relatively few countries have instituted the AOA approach, and many tax treaties still 

include this para 4, for guidance to be relevant to most MNE taxpayers and countries, it 

should reflect the application of formulae that are appropriate for commonly used business 

models. In our view, this should be developed by the UN Committee of Experts, which is the 

custodian of the older, and still more widely used, version of article 7. However, we do 

encourage the OECD, with its expansion of BEPS Associates, to provide useful and 

appropriate guidance. 

The BEPS Monitoring Group submitted detailed comments on 6 February 2015 regarding the 

profit-split method and how it could be simplified for commonly used business models. This 

BMG recommended approach is also appropriate for the Article 7 analysis where this para 4 

applies. We recommend that this approach be explained in future Commentary amendments 

with the inclusion of appropriate examples. 

5 In the types of cases illustrated by Example 1, is it appropriate to conclude that, where 

under the functional and factual analysis under Article 7, the dependent agent enterprise 

does not perform significant people functions on behalf of the non-resident enterprise, 

there will be no profits attributable to the DAPE after the payment of an appropriate fee to 

the DAE under Article 9?   

Response: 

For the reasons expressed in the response to question 2 above that there are factually 

significant people functions being conducted in any typical MNE situation by Sellco in the 

host country country, we do not agree that showing no profit or loss within the DAPE is 

appropriate. Further, even if the DEA were to perform no significant people functions, as 

explained in the response to question 2, the DAPE’s commercial risks in excess of those 

assumed by Sellco again require that there be at least some DAPE profits where the DAE 

operates under an intercompany agreement that limits the risks it undertakes. 

6. Do commentators agree with the construction of the profits or losses of the DAPE in 

Example 2 under the AOA? 

Response: 

We agree that the AOA is being applied to the stated facts in Example 2. However, we 

believe that the example is not consistent with reality, and is thus misleading for taxpayers 

and tax authorities for the reasons expressed in the above response to question 2. There are 
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additional factually significant people functions being conducted in any typical MNE 

situation by Sellco in the host country that are in addition to those significant people 

functions described in Example 2 for inventory and credit matters. We recommend that the 

Example should include these significant people functions  

7. What would be the conclusion if, because of the wording of Article 7 in the applicable 

tax treaty, an approach other than the AOA applied? If the conclusion is different, what 

would be the differences? 

Response: 

See above response to question 4. 

8. In your opinion, what would be the consequences if, in the example, Sellco does not 

have the financial capacity to assume the inventory and credit risks? In that case, to which 

party would you allocate those risks? How would it affect the fee payable to Sellco and the 

profits to be attributed to the DAPE? 

Response: 

As a first comment, this question 8 provides an excellent example of why our response to 

question 1 strongly recommends that the Article 7 analysis be made first on an overall MNE 

basis without regard to which group member is doing what. 

By performing first an overall MNE Article 7 analysis to determine the group-wide profits 

attributable to the MNE’s business and activities actually conducted in the host country (Step 

Three as described in the response to question 1), the analysis is made without any need to 

address such subjective and difficult to determine matters such as this ‘financial capacity’ 

issue. Rather, a tax authority can simply compare the results of this Step Three with the actual 

profits reported by the DEA and can decide if any difference is worth the additional work of 

an Article 9 analysis. 

Now we focus on the specific issue raised in this question 8 regarding what, if any, 

consequences arise if Sellco does not have the financial capacity to assume the inventory and 

credit risks. (Example 2 in para 42 states with respect to both inventory risk and credit risk: 

‘On the assumption that Sellco has the financial capacity to assume the risk, …’) 

We believe that in the context of the Example 2 factual situation there are no consequences at 

all to the various analyses and tax results from Sellco’s lack of financial capacity. 

While it is entirely appropriate to treat a “cashbox” company as having no financial capacity 

within a transfer pricing analysis, in the case of a group member like Sellco in Example 2 that 

is conducting real activities through its own personnel, the fact must be recognized that 

Prima, as the controlling parent of the MNE, has full power to create whatever financial 

structure it desires for Sellco and to place as little or as much assets and risks as it desires 

within Sellco. Given this taxpayer control, tax results must be based on actual activities and 

physical assets and not on what is artificially controllable through MNE decisions and 

agreements that have primarily tax-motivation and little or no legal or operational motivation 

or effect. 

With the above in mind, we recommend that the para 32 phrase, ‘on the assumption that 

Sellco has the financial capacity to assume the risk’, be eliminated from any BEPS guidance 

as articulated in future amendments of the Model Tax Convention and its Commentary and 

the Transfer Pricing Guidelines in situations like this. It must be made clear in this type of 

circumstance that financial capacity of the company that is factually performing the activities 

will not affect the transfer pricing analysis. 
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9. What are your views on the fact that in Example 2 the same functions that are 

considered under the Article 9 analysis to allocate risks to Sellco, are also taken into 

account, under Article 7, as the SPF that result in the attribution of economic ownership of 

assets to the DAPE? What is your opinion about the fact that, in this example, the 

inventory and credit risks are allocated to Sellco under Article 9 and the economic 

ownership of inventory and receivables are attributed to the DAPE? Does your reading of 

the current guidance of the 2010 Attribution of Profits Report, and in particular with 

paragraphs 230 to 245, support the conclusions of the Example?   

Response: 

We are not concerned by the fact that in Example 2 the same functions that are considered 

under the Article 9 analysis to allocate risks to Sellco are also taken into account, under 

Article 7, as the significant people functions that result in the attribution of economic 

ownership of assets to the DAPE. We are also unconcerned about the fact that, in this 

example, the inventory and credit risks are allocated to Sellco under Article 9 and the 

economic ownership of inventory and receivables are attributed to the DAPE. 

Our reading of the guidance in the 2010 Attribution of Profits Report, in particular of 

paragraphs 230 to 245, is that the conclusions in Example 2 are founded on the example’s too 

simplified fact pattern. As explained in our response to question 2, we are concerned both 

that significant people functions commonly found to occur in host countries in common MNE 

business models are treated as if they do not exist and that actual business risks attributable to 

the DAPE may be ignored in some limited-risk Sellco situations. We strongly recommend 

that expanded examples in future guidance confront and clarify these issues as explained in 

our response to question 2. 

10. Do commentators agree with the construction of the profits or losses of the DAPE in 

Example 3 under the AOA? 

Response: 

We agree with the construction of the profits and losses of the DAPE within the limited 

factual situation of Example 3. 

11. What would be the conclusion if, because of the wording of Article 7 in the applicable 

tax treaty, an approach other than the AOA applied? If the conclusion is different, what 

would be the differences? 

Response: 

See above response to question 4. 

12. Do commentators agree with the construction of the profits or losses of the DAPE in 

Example 4 under the AOA? 

Response: 

We agree with the construction under the AOA of the profits or losses of the DAPE within 

the limited facts of Example 4. 

The discussion in para 81 assumes an appropriate sharing of credit risk based on the sharing 

of significant people functions measured by the respective contributions to credit 

management costs for Country B customers. Where there are such significant people 

functions both within the host country and outside it and there is an absence of reasonable 

objective bases for sharing specific risks such as those risks considered in this Example 4, it 
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would be helpful to indicate in this example or a similar example in future guidance that the 

profit-split method is an alternative which should be considered. 

13. Do commentators agree that the profits or losses in the DAPE over and above the fee 

payable to Sellco arise because the contractual allocation of risk to Prima is respected 

under Article 9, and is not shared with Sellco, whereas under Article 7 the risk is partly 

attributed to Prima's Head Office and partly to the DAPE of Prima? In other words, the 

difference arises from differences between allocation of risk between two separate 

enterprises and attribution of risk within the same enterprise? 

Response: 

We agree that profits or losses within the DAPE will arise because of contractual allocation 

of risk within intercompany agreements that differs from the actual activities of the DEA and 

the non-resident. See our comments on this issue in the response to question 2 above. 

14. Do commentators agree with the construction of the profits or losses of the PE in 

Scenario A of Example 5 under the AOA? 

Response: 

We agree that the construction of the profits or losses of the PE in Scenario A of Example 5 

is in accordance with the AOA. However, given that most treaty situations will not involve 

the AOA, plus many Scenario As may occur where there is no treaty in effect, some 

discussion and guidance of the pre-AOA approach and of the possible application, where 

appropriate, of the profit-split method would be very helpful to many. 

In particular, with the differing treatment under the AOA and pre-AOA approaches of 

payments for know-how and software and the fees for services that will include profit 

elements, such additional guidance is particularly importance. We believe that the OECD 

should not, so to speak, merely keep its head in the sand and ignore the fact that the AOA 

will seldom be applicable. 

15. Do commentators agree with the conclusion reached in Scenarios B and C of Example 

5 under the AOA? 

Response: 

Same response as for question 14, except for the following with respect to Scenario C. 

In the response to question 2, there is discussion regarding situations where real commercial 

risk attributable to host country significant people functions is not being adequately reflected 

in the price paid to the local commissionaire, agent, or other service provider because of a 

relatively lower commission or service fee resulting from contractually limited risks. In such 

cases, there could well be additional profits attributable to the PE. 

16. In particular, do you agree that there can be an investment return on the asset or assets 

creating or being part of the PE when there are no personnel of the non-resident enterprise 

operating in the PE? 

Response: 

Yes, under normal circumstances, there should be an appropriate return for any assets, 

whether tangible or intangible, that are factually a part of the PE or DAPE. The nature of the 

return and the calculation of the amounts of return would depend on the facts. 
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We can imagine that there might be occasional exceptions to this. For example, if WRU lost 

all its customers in Country W and continued only minimal activities in Country W to 

maintain its owned facilities and seek out new customers, then there should normally be no 

return recognized by the PE from these assets. 

17. Do you agree with the streamlined approach proposed in this example for cases where 

there are no functions performed in the PE apart from the economic ownership of the 

asset, i.e. attribute profits to the PE commensurate with investment in that asset (taking 

into account appropriate funding costs and the compensation payable for investment 

advice)? How would you identify the investment return? 

Response: 

In general, we agree. We understand, though, that the streamlined approach refers only to 

return from the physical asset. In the case of Scenario B where there are activities, even if 

only routine activities, there would also be attributed to the PE appropriate return for those 

routine services. Thus, the total profits of the PE in Scenario B would reflect both the routine 

activities and the ownership of the warehousing facility, the return from which would be 

determined under the streamlined approach. 

For Scenario C, the arrangement with Wareco would determine whether there might be any 

additional profit attributable to the PE in addition to the return on the property. See response 

to question 15 regarding risk attributable to host country significant people functions not 

being adequately reflected in the price paid to Wareco. 

18. Do you agree that if the non-resident enterprise has no personnel operating at the fixed 

place of business PE, then significant people functions performed by other parties on their 

own account in the jurisdiction of the PE do not lead to the attribution of risks or assets to 

the PE, and no profits would be attributable to the PE? If not, please explain the reasons 

for taking a different view. 

Response: 

We do not agree, since significant people functions performed by commissionaires, agents, 

and other service providers such as Wareco will most typically be compensated in a manner 

that does not provide either the benefits or the risks of the non-resident’s business. See the 

responses for questions 2 and 15. 

19.Under Scenario C, if Wareco were a related enterprise, and if it is assumed that the 

arm's length fee is 110% of its costs, would there be any difference to the outcome of the 

attribution of profits to the PE of WRU? 

Response: 

The comments in our responses to questions 2, 15, and 18 apply here. With Wareco earning a 

cost-plus fee for services, the commercial business risk related to all functions performed by 

Wareco personnel is born by WRU. As such, there would be additional profits to attribute to 

the PE of WRU. 

20. What would the conclusion [be] if, because of the wording of Article 7 in the applicable 

tax treaty, an approach other than the AOA applied? If the conclusion is different, what 

would be the differences? 

Response: 
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With the exception of the possible application of a formula apportionment approach, we do 

not see for Scenario C any significant differences between the AOA approach and other 

approaches. See our response to question 4. 

21. Do commentators have suggestions for mechanisms to provide additional co-ordination 

for the application of Article 7 and Article 9 of the MTC to determine the profits of a PE, 

taking into account the considerations expressed above? 

Response: 

We believe that the ordering approach suggested in our response to question 1 is the best 

approach to achieve simplification (since that will mean that in many cases no Article 9 

analysis will be required) and to focus both taxpayers and tax authorities on the overall 

relationship of the MNE with the host country, thereby resulting in more accurate voluntary 

reporting of profits and better and more efficient reviews of taxpayer’s operations and 

reported profits. 
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Ref: DISCUSSION DRAFT: BEPS ACTION 7 – “ADDITIONAL GUIDANCE ON THE ATTRIBUTION OF 

PROFITS TO PERMANENT ESTABLISHMENTS” 

Dear Jefferson, 

Thank you for the opportunity to comment on the Discussion Draft: BEPS Action 7 – Additional 

Guidance on the Attribution of Profits to Permanent Establishments issued on 4 July 2016 (“the 

discussion draft”).  

 

As we have made clear from the beginning of the BEPS process, we understand that many 

governments had concerns about the Permanent Establishment (PE) rules.  Concerns over the contract 

conclusion test for dependent agent PEs (DAPE), the preparatory and auxiliary rules, the independent 

agent rules, and time-related thresholds, were combining to make governments both more sceptical 

about the benefits of tax treaties, and more aggressive in their interpretation of those treaty 

provisions. That, in turn, was leading to more disputes between countries.  As a result, BIAC made clear 

that it understood, for example, that the contract conclusion test for DAPE was likely to change to a 

different, lower threshold.  But we also made clear that the overwhelming benefit of the current test 

was the certainty that it gave taxpayers (and many countries).  Therefore, we requested that any 

replacement threshold be as clearly defined, and that definition be as widely agreed to, as the current 

rule. 

 

As anticipated, the Action 7 report released in October 2015 substantially lowers the PE threshold and, 

consequently, there will be a significant increase in the number of PEs in territories where taxpayers 

already have established legal entities. The guidance the OECD provides must be robust enough to 

provide certainty to taxpayers (and countries) as to its interpretation in the multitude of cases where it 

will now apply. Without sufficient guidance, we are at risk of creating a proliferation of disputes and a 
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mountain of administrative work, to the detriment of cross-border trade, and without significant 

benefit to tax authorities.  

 

The attribution of profits to PEs is a notoriously difficult area and we commend the OECD for providing 

this draft guidance, which is directionally very encouraging. However, the discussion draft does not 

seem to fully recognise the complexities of profit attribution in a post-BEPS environment, implying that 

although there will be an increase in the number of PEs, the principles behind the attribution of profits 

have not changed. We are not sure that this is entirely correct. Furthermore, it is important to note 

that many MNEs that will be impacted have not had the volume of experience in applying profit 

attribution guidance in practice. In fact, many MNEs have historically gone to great lengths (e.g. setting 

up local legally incorporated entities) to ensure that the complexities of the Profit Attribution guidance 

are not something that they have to face. The significant lowering of the PE threshold, alongside 

fundamentally more complex guidance on the application of Article 9, leaves taxpayers feeling that 

room for different interpretation –  and tax uncertainty –  has grown dramatically.  

 

BIAC has four main recommendations that we believe would facilitate the successful implementation 

of this guidance alongside revised Article 5 of the Model Tax Convention (MTC): 

1. Additional guidance is required in relation to the revised Article 5 threshold before it is possible 

to provide comprehensive comments on the correct approach for attribution.  

2. A prerequisite of adopting the Article 5 changes must be commitment to the Authorised OECD 

Approach (AOA) under Article 7.  

3. The interpretation of Article 9 should be restricted to the consensus agreement reached in 

October 2015 in relation to BEPS Actions 8-10.  

4. Additional clarity is required in respect of the application of OECD’s proposed approach under 

Article 7.  

 

In this response, we have provided significant detail in relation to these points, together with 

appendices outlining business models that may be helpful in developing and finalising the profit 

attribution guidance. We have also, of course, provided more detailed responses to the specific 

questions posed in the discussion draft. We would welcome the opportunity to provide more detail 

wherever you may find it useful. 

 

Again, we thank you for the opportunity to comment on this discussion draft. 

 

Sincerely,  

 
Will Morris, Chair  

BIAC Tax Committee 
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Introductory comments 

1. BIAC strongly endorses pro-growth tax systems which facilitate cross-border trade and 

investment, enhancing economic growth and efficiencies in the international market place. The 

guidance on the attribution of profit to PEs should support cross-border trade and investment 

by clarifying which jurisdiction has the right to tax income, thus ensuring that income is not 

subject to double taxation.  

2. Under the pre-BEPS Article 5, businesses appreciated the certainty that activity exemptions and 

contract conclusion tests provided. If the new profit attribution guidance is not implemented in 

a clear and consistent way, cross border investment as a whole will become more 

administratively complex, more uncertain, and ultimately more costly. 

3. As a result, businesses may seek to modify business models or limit cross border investment in 

order to have certainty over the taxes due (and to mitigate the risk of double taxation). 

4. Many aspects of the discussion draft are encouraging. The interplay with actions 8-10 and 

allocation of risks to dependent agent entities (DAEs), i.e. undertaking an Article 9 analysis and 

subsequently undertaking an Article 7 analysis, is the most sensible approach in our view.  It is 

also useful to have numerical examples with a P&L in order to demonstrate how the guidance 

is applied (albeit with simplified fact patterns).  

5. While we accept that the OECD’s final recommendations on threshold are not technically 

within the scope of this consultation, we have concerns that both tax authorities and 

businesses will struggle to deal with the majority of new PEs that stem from it. The interplay 

between the new Article 5 and the new Transfer Pricing Guidelines (and thus attribution of 

profits under Articles 7 and 9) remains complicated and untested.  

6. During the BEPS consultation, BIAC (along with several other commentators) noted that a move 

away from the clear “contract conclusion” test in the pre-BEPS MTC Article 5, which limited the 

number of PEs that could theoretically be created where ultimately limited or no profits would 

ever be allocated. The threshold revisions could lead to an enormous compliance burden for all 

MNEs as an unintended consequence of addressing the attribution of profits in the limited 

number of business models that the OECD considered to be posing a BEPS risk.  

7. The examples in the Discussion Draft appear to confirm BIAC’s concerns, and it is imperative 

that clear guidance is provided (and practice developed) both within and beyond the PE profit 

attribution workstream to ensure that taxpayers and tax authorities have a clear understanding 

of where PEs exist, the profits subsequently attributable to them, and the compliance burden 

that will arise. Tax authorities should be encouraged to consider these three areas together in 

development of domestic rules and practices to ensure that an appropriate balance is struck.   

8. Developing clear, pragmatic guidance that helps reduce this enormous burden is paramount, 

and we remain committed to assisting the OECD in any way required in order to ensure that 

the profit attribution element of the BEPS PE reforms are successful in delivering a reduction in 
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the complexity and compliance burden that the new threshold brings. We recommend that the 

discussion draft be developed further to: 

a. Mitigate the potential for differences in interpretation (in relation to Article 5, Article 7, 

and Article 9), and  

b. Be practical enough for businesses to comply with (noting that, in its current form, 

MNEs will not have the resource to perform the requisite analysis in the increased 

number of cases to comply with this profit attribution guidance). 

9. Overall, BIAC believes the solution to the BEPS risks that Action 7 attempts to address, such as 

the artificial avoidance of PEs through commissionaire arrangements and similar strategies, 

ought to be much more precisely targeted. The recommendations offered in the discussion 

draft place a significant compliance burden on taxpayers and will greatly increase tax 

uncertainty for all businesses operating cross-border, to the detriment of international trade 

and investment1.  

10. With this in mind, we have four main areas of comment on PEs (the first of which relates 

generally to the issue of PEs, and the latter three of which relate specifically to the topic of 

attribution): 

a. Without a clearer agreement and understanding of when the threshold for a PE has 

been breached, it is very difficult to develop or comment on precisely how the 

attribution rules should be applied.  

b. Without a commitment from all participating countries to adopt the AOA, there are 

many cases where the work on the attribution of profits to PEs will not be useful, 

potentially creating further confusion.  

c. The interpretation of Article 9 in the discussion draft goes beyond the consensus 

agreed in October 2015 in relation to BEPS Actions 8-10.  

d. While we agree with the OECD’s proposed approach to Article 7 in several areas, given 

the complexity of global value chains and modern business models, we believe that 

additional work is required to reduce the risk of double taxation, minimise compliance 

burdens and to develop practical approaches to circumstances where the recognition 

of a PE is not expected to generate additional tax for a territory.  

                                                           
1
 With respect to Commissionaire arrangements in particular, there are several non-tax reasons why businesses 

may want to retain the existing structure, rather than transitioning to (for example) a Limited Risk Distributor 
(LRD) model. For example, legal entities being required to manage receipts and payments carry reporting and 
other legal obligations. Whilst we understand the OECD’s concerns with the pre-BEPS taxation of commissionaire 
structures, in reality, the functions, assets and risks of a commissionaire are not as extensive as an LRD, and 
accordingly we would recommend that the total margin in the commissionaire territory (under Article 7 or a 
combination of Articles 9 and 7) should never exceed that of an LRD.  
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These areas are elaborated below. 

11. We also have several specific comments on the examples outlined in the discussion draft. 

These are also elaborated below. 

12. Finally, we have several more generic comments on process and scope: 

a. While we understand why the scope was limited to addressing DAPE and warehousing 

scenarios, as set out in paras 5 to 13, we consider that additional guidance is essential 

on how the future commentary will address PE profits in light of other BEPS changes. 

This is acknowledged in paragraphs 10 and 11 but there is disappointingly little 

reference to the Transfer Pricing Guidelines (TPG) amendments in the examples.  

b. It would be helpful for the OECD to explain what the exact output of this consultation is 

expected to be, as no amendments to the commentary to the MTC have been 

proposed as part of this work to date. BIAC’s view is that the guidance contained in the 

OECD paper should be inserted into the commentary on the MTC and the AOA to 

ensure its legal standing.  

c. It would also be useful to understand how this work will be coordinated with the 

multilateral instrument to amend existing treaties.  

d. The Article 9 analysis allocates returns for risks to the Agent (Sellco) in Example 2 and 

(partially) in Example 4.  In doing so, it assumes that the Agent would be allowed to 

deduct bad debt and inventory losses.  In reality, deductions by Sellco may be subject 

to local country rules, many of which prescribe deduction only by a legal owner of the 

debts/ inventory.  The OECD should encourage participating jurisdictions to change 

local tax rules where they would otherwise result in effective double taxation. 

 

Clear guidance on threshold (under revised Article 5) 

13. The OECD’s final recommendations on Action 7 released in October 2015 departed from the 

thresholds that had previously been included in discussion drafts during the BEPS Project. 

While this is particularly true in relation to the definition of DAPE, business would also 

welcome clarity over the meaning of terms that apply to the Article 5(5) exemptions. In 

particular, we believe there is ambiguity around the following concepts (which more detail is 

provided on below): 

a. “plays the principal role leading to the conclusion of contracts that are routinely 

concluded without material modification”;  

b. “artificial splitting up of contracts” ; and 

c. “preparatory and auxiliary activities”.   
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14. We believe that it is not possible for stakeholders to provide comprehensive comments on the 

attribution of profits (or for participating countries to accept the resulting guidelines) until 

these thresholds are understood more clearly.  

15. Additionally, businesses see these threshold issues as a far more fundamental concern in 

relation to the potential compliance burden and risk of double taxation than the attribution 

guidance. 

 

“Principal Role” 

16. The Action 7 Final Report provided limited guidance on the meaning of the term: 

“The phrase must be interpreted in the light of the object and purpose of paragraph 5, 

which is to cover cases where the activities that a person exercises in a State are 

intended to result in the regular conclusion of contracts to be performed by a foreign 

enterprise, i.e. where that person acts as the sales force of the enterprise. The principal 

role leading to the conclusion of the contract will therefore typically be associated with 

the actions of the person who convinced the third party to enter into a contract with the 

enterprise” 

17. This guidance is helpful in a scenario where only one salesperson prepares all relevant 

offer/tender documents, decides about the content and convinces one representative of the 

customer to accept a contract. However, in real life scenarios the complexity of modern 

business models (including in particular the ease of global communications and travel) mean 

that deal teams (rather than a simple sales individual) are generally quite dispersed. 

18. Appendix II outlines several business models provided by BIAC members which demonstrate 

this complexity. The key concerns identified are: 

a. Can the “principal role” be undertaken by a group of individuals, or is there only one 

individual that can play the “principal role” on any deal? 

b. If a group of individuals can play the “principal role”, and they operate in different 

countries, does this mean that a PE is created in each country (and if so, how should 

profits be allocated between them)? 

c. If only a single individual can play the “principal role” on a deal, how should it be 

determined which individual this is? 

d. If only a single individual can play the “principal role” on a deal, is it the individual, or 

the employer who needs to be behaving “habitually” in any country in order to create a 

PE? 

e. In either the case of an individual or a group of individuals, if an individual travels 

between several countries to habitually meet customer(s), is a PE created in all of the 
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countries to which that individual travelled (and if not, in which country/countries are 

PEs created)? 

f. In either the case of an individual or a group of individuals, if an individual habitually 

communicates from different countries, with customers from different countries (e.g. 

over a period of months via telepresence, telephone, email or letter), is a PE created in 

all of the countries in which they worked on the deal (and if not, in which 

country/countries are PEs created)? Additionally, is there a difference in application 

caused by different methods of communication? 

g. Where there are several distinct legal “contracting parties” within a group (e.g. one 

selling an asset and the other providing ongoing services such as maintenance or 

financing), will this result in several PEs in the same country? 

h. Finally, we think a clearer definition of the term "principal" would be helpful. We 

assume that for most sales activities, the “principal” role in leading to the conclusion of 

contracts would be the salesperson.  

 

Splitting-Up of Contracts and Fragmentation 

19. We believe that additional guidance is required in terms of the new fragmentation clause, 

notably its limitation to those activities which constitute complementary functions and are part 

of a cohesive business operation. Even though we believe that the attribution principles as laid 

out in example 5 would also apply here, we would welcome a clear statement that merely 

being part of a cohesive business operation does not necessarily equate to value being 

attributable to the new deemed PE. The profit attribution to complementary activities should 

rather be determined by an analysis of the relevant facts and circumstances (i.e. the activities 

of the Significant People Functions (SPFs)). 

20. Additionally, the final report on BEPS Action 7 contains various ambiguities in respect of the 

splitting up of contracts. Without greater clarity (e.g., by providing a list of circumstances in 

which non-tax reasons would be assumed or accepted2), the guidance will create uncertainty in 

respect of non-abusive commercial arrangements.  

21. We would also welcome detailed clarification of the consequences of an abusive structure 

being asserted. For example, it would be helpful if the example does concluded on which entity 

would actually be deemed to have a PE (and importantly which would not).  

22. In addition, the proposed changes to paragraph 18 of the OECD Model Commentary on 

paragraph 3 of Article 5 leave many questions unanswered, on which clarification would be 

                                                           
2
 For example, where a customer has requested specific contractual terms, or where the scope of work must be 

split due to location of requisite expertise. 
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welcomed to provide context and a greater degree of certainty to the way in which profits 

should be allocated: 

 The term “connected activities” (which determines whether different periods of time 

should be combined) requires clear illustrative examples since the guidance provided in the 

Final Report regarding the definition of which activities should be considered to be 

connected is vague and subjective.  

 It is stipulated that connected activities which are carried on at the same building site or 

construction or installation project during different periods of time by one or more 

enterprises closely related to the first-mentioned enterprise should be added together. 

More guidance is required to understand whether also a closely related enterprise (which 

is tax resident of the country in which the building site or construction or installation 

project is being executed) shall be considered for these purposes even if the profits out of 

its activities are fully taxable in its country of residence (i.e. country of activity).  

 Example A: Company A (resident in Country A) commissions the supply and installation of 

machinery Unit 1 of Customer C’s factory in Country S (duration of 2 months). The DTA 

between Country A and Country S is aligned with the MTC. Ten weeks after the installation, 

has been completed, Customer C orders the supply and installation of a second identical 

machine in Unit 2 of the same factory from Company S (a wholly-owned subsidiary of 

Company A) which is resident of Country S. Company S will execute the installation in 

Country S (duration 14 months) but subcontracts Company A for the equipment supply, 

only. According to the group structure and group’s sales policy Company S is responsible to 

serve the market in Country S. 

 Based on our understanding, this scenario should not result in the combining of the 

commissioning activities provided by Company A with the installation activities provided by 

Company S as (i) the decision to conclude the contracts was taken independently and 

separately and (ii) the entire profits related to the activities provided by Company S are 

taxed in Country S (i.e., no loss of tax base in Country S).     

 Example B: The same facts as in Example A, however as two supervisors (employees of 

Company S) are currently working in another project, Company S requests personnel from 

Company A based on an intra-group hiring out of personnel agreement for an arm’s length 

price.  

 We are of the view that Example B should result in the same conclusion as Example A. The 

entire profits related to the commissioning and installation activities are taxed in Country S 

via Company S (i.e. no loss of tax base in Country S).  

 The mere fact that personnel of Company A are performing services under the sole 

functional guidance/ instruction of Company S (intra-group employee secondment, i.e. 

hired out from Company A to Company S) should not lead to “connected activities” since 

the taxable profits of the installation and commissioning activities of Company S would not 
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change (the tax deductible personnel costs would be equal to the situation where 

Company S deploys its own personnel instead given they are at arm’s length).  

23. In the Discussion Draft it is noted that no further guidance will be required on the profit 

allocation since the respective regulatory framework already exists. However, considering that 

the AOA approach has not been adopted uniformly by all countries (see Appendix I), and given 

the numerous open questions on the interpretation of the newly introduced anti-avoidance 

rules in connection with the splitting-up of contracts, we believe that clear guidance and 

explanatory examples on which profits would then be attributable to such PEs are required. 

 

Preparatory and auxiliary 

24. Whilst it is not our intention to challenge the OECD’s Action 7 recommendations made in 

October 2015, we believe that clarification of the recommendations is required as a result of 

the OECD’s follow up work on profit attribution to PEs.  

25. The changes to paragraph 4 of Article 5 of the MTC require the listed activities to be 

preparatory and auxiliary in nature. This will lead to an increase in the number of PEs in excess 

of those where there is a tax-avoidance motive (and in particular an increase in the number of 

PEs where there are no or very low profits attributable to them). 

26. The listed activities which currently do not constitute a PE are well understood and, subject to 

the modifications proposed to paragraph 5 of Article 5 of the MTC, should still constitute valid 

exclusions from the PE requirement.  However, clarifying the meaning of “preparatory and 

auxiliary” in the MTC Commentary in the context of the revised Article 5 would provide 

welcome confirmation of this.  For example, a foreign entity which maintains a stock of 

merchandise for delivery, where there is no related party commissionaire arrangement in 

place, and where contracts were never negotiated in the host country, may now be caught as a 

result of this modification.   

27. As is noted in paras 104 (and 105) of the Discussion Draft, circumstances can arise where there 

would prima facie be a DAPE by virtue of the Action 7 extensions, but where no profits are 

attributable to that PE- thus merely resulting in incremental compliance burdens rather than 

incremental tax. We would suggest that if the predictable/forecast outcome of such an 

attribution would be of nil or negligible DAPE profits then that should be taken as prima facie 

evidence that the activities conducted by the DAE on behalf of the DAPE should be viewed as 

preparatory or auxiliary functions so that PE recognition and filing is not required. This could 

for example be framed as indicative guidance that if the forecast Net Present Value of DAPE 

taxable profits are less than, say, 5% of the NPV of combined DAE and DAPE profits then the 

DAE activities should be viewed as Preparatory or Auxiliary under the general Article 5(4)(e) 

exclusion (as extended into Article 5(5)). 

28. Further, it would be useful if the OECD provided further guidance on how to distinguish a 

separate aftermarket business line from a main business line. For example, a business selling 
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equipment may also have an additional service line selling spare parts, which is likely to have 

relatively limited value (e.g. less than a third of the value of the main business). It is unclear 

how this would be dealt with in the context of the new guidance and whether such a service 

line would be considered merely auxiliary.  

 

Corporate tax administrative burden 

29. There is no practical solution offered to ensure the administrative complexity involved in 

applying the arm’s length principle to the large number of PEs that will be created as a result of 

the revised Article 5 definition (which, even putting aside the MLI, is, in practice, likely to be 

applied beyond those treaties where it has been formally adopted).  

30. Without clear guidance on threshold (and consistency in interpretation of attribution) it will 

often be the case that taxpayers lack the budget and resource to reliably interpret and apply 

the standards and consequently will struggle to comply, which will be to the detriment of both 

themselves and tax administrations. The SME community will struggle in particular to navigate 

these new rules.  

31. In addition, as is clear from the examples in the discussion draft (and the number of potential 

PEs highlighted in the examples in Appendix II), there will be a vast number of PEs under the 

new threshold to which no (or very little) profit is ultimately allocated. In such instances, 

governments should take a sensible approach to domestic legislation, balancing the potential 

compliance burden (to both taxpayers and tax authorities) with the expected tax to be 

collected, and the benefits of investment and cross border trade to their economies more 

generally. 

32. For example, an MNE produces 10 distinct and independent product lines from 10 legal entities 

located in 10 different countries. The products are sold via a sales network of 5 legal entities, 

each located in the MNE’s 5 leading markets. The sales services provided by the 5 sales entities 

are priced on arm’s length terms in accordance with Article 9 of the MTC and no SPFs are 

performed that would give rise to an allocation of profits to a PE of the non-resident producer. 

In this scenario, each of the 5 sales entities would submit a tax return as normal but, a further 

(10 x 5) 50 tax returns may also need to be filed for the non-resident PEs that would be created 

under the increased threshold. This reality is in contrast to the examples in the discussion draft 

where the burden of filing a single additional tax return is multiplied many times over. 

33. BIAC believes that the solution to these issues is twofold. Firstly, the OECD must offer clear and 

practical guidance which can be applied to complex scenarios (as part of the ongoing process of 

which this consultation forms part). Secondly, participating countries must be pragmatic in 

their domestic implementation.  
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34. We believe that the OECD must take the lead in providing participating countries with 

innovative, pragmatic, and consistent solutions regarding domestic implementation. The OECD 

is ideally suited to do this. We would welcome the opportunity to discuss this further, but an 

initial survey of our members suggested the following options:  

a. De minimis thresholds where sales to resident customers are low (or nil). 

b. Exemptions for SMEs. 

c. Article 7 safe harbours (such that no detailed TP analysis is required). 

d. The ability to discuss and agree with the tax authority (and obtain acceptance by the 

other State tax authority) the “overall” compensation that would be due under Article 

9 and 73, leading to either (i) amendment of the contracts such that the DAE legally 

takes on the deemed risks and received the appropriate compensation of the DAPE, or 

(ii) a TP adjustment in the DAE to the same effect. In this case, in lieu of filing tax 

returns each year, the non-resident company could file an annual self-declaration to 

confirm if there is any change to its business model as well as its risk, function and 

assets arrangements. No administrative requirements should be applied before the 

completion of the PE profit attribution analysis.  

35. The proposed “safe harbour” requirement could be as follows. Where it is clear that the 

following four conditions are met, there should not be a requirement to review the position 

further or to file a nil tax return for the non-resident entities:  

i. The transfer pricing policy sufficiently rewards the parties to the controlled transaction 

based on the functions performed, risks assumed and assets owned/utilised; 

ii. The controlled transaction is accurately delineated; 

iii. The transfer pricing outcome is aligned with the economic activity that produced the 

profits (including SPFs), rather than the contractual allocations; and  

iv. The transactions are sufficiently documented in accordance with Action 13. 

In addition to removing the burden of filing additional tax returns, a safe harbour would also 

mitigate potential confusion over additional (and unintended) VAT/GST obligations.  

36. Finally, the OECD should comment on how taxpayers and tax authorities will deal with the 

auditing of the potentially greatly increased number of PEs. The taxable basis of a PE is not easy 

to define and, in order for any PE to be properly audited, management accounts must be used. 

Although we note that the link between management accounts and local accounts is not 

always easy to demonstrate, it is important that the OECD makes clear tax administrations 

                                                           
3
 We have used the term “State” authority, but we note that where local group entities and PE governed by 

different tax authorities in the same country (e.g. province, federal, or different tax administration divisions), 
these bodies coordinate properly to ensure taxpayers do not face double taxation.  
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should not seek to audit the entire P&L of an entity when only a small part of that entity gives 

rise (or potentially gives rise) to a PE.  

 

Administrative burden caused by PE changes in respect of Non-Income taxes 

37. As previously mentioned in BIAC submissions on PE status, BIAC urges the OECD also to 

consider the likely indirect tax impacts which will result from lowering the PE threshold, in 

particular the potential consequences for VAT as well as for Personal Income Tax (PIT) 

obligations (PAYE, wage tax, etc).  

38. The creation of new PEs will likely lead to additional required VAT registrations, especially in 

countries where corporate tax and VAT registrations are automatically linked. This will add 

significant cost and complexity for business and tax authorities in terms of compliance and tax 

collection, as well as increasing the risk of disputes and instances of double taxation. This is due 

to the lack of legal certainty in the context of conflicting establishment definitions, force of 

attraction/collection rules where all supplies to local customers become subject to local VAT 

charged by the supplier even where the local PE does not intervene in the transaction (i.e. 

customer reverse charge not applicable), and challenges from tax administrations where there 

are apparent but totally legitimate mismatches between the PE’s corporate tax return and VAT 

return. Lowering the PE threshold has similar consequences for PIT registrations: the Head 

office becomes liable to PAYE and wage taxes for the employees from the first day the PE has 

been constituted. 

39. The consistent implementation of the OECD’s International VAT/GST Guidelines should help 

mitigate such issues but we would also encourage the OECD to include explicit language in its 

proposals to highlight the fact that the term “permanent establishment” as used in the OECD 

Model Income Tax Treaty is a distinct concept from the “VAT establishment” term used in the 

International VAT/GST guidelines, such that the existence of one should not automatically 

result in the other. Such language already exists in the OECD International VAT/GST guidelines 

(footnote 24) and in the OECD BEPS Action 1 2015 Final Report (paragraph 337), however, 

there is a case for further strengthening this key point. 

 

Commitment to the Authorised OECD Approach (AOA) 

Adoption of the AOA 

40. While comments are invited regarding its application to situations where the AOA is not 

followed, the discussion draft itself only provides guidance on situations where the relevant 

jurisdiction has adopted the approach taken in the 2010 Report on the Attribution of Profit to 

Permanent Establishments (i.e. attribution of profit under the AOA).  
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41. The changes to the MTC and Report on the Attribution of Profits to Permanent Establishments 

(the Report) in 2010 sought to introduce the AOA into all future treaties based on the MTC. 

However, for treaties entered into before this date (and in the application by non-OECD 

members) there remains significant divergence in how and when the AOA is applied. These 

changes were the culmination of a significant amount of work and were agreed upon by the 

vast majority of OECD countries; there is still some way to go to ensure they are widely applied.    

42. The evidence suggests that the non-AOA approach results in tax authorities (and courts) 

applying a number of different methodologies (including, particularly, global formulary 

apportionment), which are incompatible with the arm’s length principle. 

43. Appendix I outlines a number of countries/cases where BIAC members have observed that tax 

authorities do not adopt the AOA in their calculations of attribution of profit to PEs. In Rolls 

Royce India, for example, the Indian Revenue attributed 75%-100% of the profit from the 

Indian contracts to the Dependent Agent PE (DAPE) in India. The Tax Tribunal and High Court 

attributed 50% of the global profit to manufacturing, 15% to R&D and the remaining 35% to 

sales/marketing. The entire 35% of the sales/marketing profit was attributed to the DAPE in 

India. 

44. While we appreciate the reservations that some countries had made in to the application of 

the AOA to the pre-2010 Articles 5 and 7, business is anxious for the approach to be as 

consistent as possible going forward. The BEPS revisions to Article 5 of the MTC and the 

corresponding changes to the guidance on the allocation of profits to PEs provide an 

opportunity to address this existing inconsistency.  

45. We note that while not all elements of the “BEPS Package” were minimum standards, the 

transfer pricing and PE threshold changes were a package of measures that are only coherent 

when taken together. This is critical when considering the interaction between the revised 

Chapter 1 of the OECD Transfer Pricing Guidelines (i.e. “the Article 9 analysis” for the purposes 

of this workstream), the revised definition of PE as per the 2016 MTC as recommended by the 

OECD BEPS Action 7 Final Report, and the output of the current work on the attribution of 

profits to these new PEs (i.e. “the Article 7 analysis”) alongside the Article 9 analysis. 

46. Consequently, we believe that if countries wish to adopt the revised threshold as outlined in 

the BEPS Action 7 Final Report, either under domestic law or treaty interpretation (which that 

tax authorities may feel compelled to do whether or not the wording of the relevant law/treaty 

Article 5 has been updated), then these countries should also be required formally to adopt the 

AOA.  

47. Inasmuch as the existing guidance on the AOA (i.e., the 2008 Report relevant to the pre-2010 

Article 7 and the 2010 Report relevant to the 2010 Article 7) is the subject of an OECD Council 

Recommendation (i.e., Council Recommendation C(2008)106), BIAC hopes that the new 

guidance on the application of the AOA to PEs will effectively become a supplement to the 
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existing guidance and that the Council Recommendation will be updated to reflect the 

incorporation of the new guidance into the existing guidance.   

48. While OECD Council Recommendations are not legally binding, the OECD indicates that 

“practice accords them great moral force as representing the political will of Member countries 

and there is an expectation that Member countries will do their utmost to fully implement a 

Recommendation.”   Such an approach would provide desired certainty to taxpayers, at least in 

respect of OECD Member country tax administrations, regarding the manner in which the AOA 

will be applied to the new PEs, thereby minimising risks of double taxation. BIAC would also 

greatly welcome a similar expression of political commitment on the part of non-OECD 

countries to the agreed application of the AOA to the new PEs. 

49. We consider that changes to Article 7 (including a commitment to the AOA) should be included 

as a minimum standard in the Multilateral Instrument (MLI), although we appreciate that this 

may be difficult for the OECD to mandate at this stage in the process. However, we would 

expect that no country should be able to adopt changes to Article 5 through the MLI without 

also committing to the AOA under Article 7. 

 

Additional guidance on application of AOA 

50. More specifically relating to the discussion draft, the analysis under the AOA within the Article 

7 sections of the examples lacks some necessary detail. The complexity of step 1 of the AOA, 

and the pricing analyses required under step 2 seem not to be fully appreciated.  

51. Under the AOA, step 1 requires hypothesising the PE and identifying its dealings with the rest 

of the enterprise. This entails a disciplined functional analysis to determine where the relevant 

SPFs take place. Once the functional analysis has been done, the “dealings” between the head 

office entity and the PE need to be constructed. Step 2 of the AOA is determining the most 

appropriate transfer pricing method, and is based on the analysis under step 1. In the 

discussion draft both steps appear to have been assumed. In reality, identifying the appropriate 

functions, assets, risks, and SPFs (and then pricing them) is an enormously complicated 

exercise, and should be given due consideration in the examples.  

52. In the discussion draft, the functional analysis is essentially replaced by factual assumptions, 

which is necessary given that these are examples.  However, the next step – construction of the 

dealings – is also omitted.  In performing the analysis under Article 7, the dependent agent 

permanent establishment (DAPE) examples all start with 100% of the sales income in the DAPE 

without any analysis of why that approach is correct.  This may be a holdover from the “old” 

DAPE definition under which the DAPE had to conclude contracts on behalf of the non-

resident.  In that case it might make sense to conclude that the “dealing” was a sale by the 

head office entity to the DAPE followed by a sale by the DAPE to the third party customer.  If 

that was appropriate under the prior definition of a DAPE, it is no longer necessarily 
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appropriate under the new definition.  The dealing needs to be defined based on the functional 

analysis and the dealing will not always a sale by the head office entity to the DAPE, followed 

by a sale by the DAPE to third parties.   In some cases, the most appropriate characterisation of 

the dealing between the head office entity and the DAPE may be a sale to a limited risk 

distributor.  In other cases, we believe that the most appropriate characterisation of the 

dealing between the head office entity and the DAPE would be the provision of a service and 

the payment of a commission to a service provider.   

The discussion draft similarly does not cover the choice of the most appropriate transfer pricing 

method. Even if this is to be assumed, it is important for the choice of method to be articulated 

as it is a fundamental part of the analysis.  

Interpretation of Article 9 

53. While it is not intended to focus primarily on Article 9, the discussion draft is the first example 

of how the new TPG (as approved by the OECD Council in June 2016, plus further conforming 

amendments expected to be approved later in 2016) will work in practice. Although the 

discussion draft does not represent a consensus position of OECD/G20 countries, it could be 

seen as compelling evidence in the more general application of the revised TPG,  even where 

PEs are not in point.      

54. The examples (and in particular example 2) suggest that the Article 9 analysis requires an 

allocation of both the income and costs associated with bad debt, inventory management and 

warehousing.  

55. We do not believe that this is in line with the output of BEPS Actions 8-10. Instead, we consider 

that in such examples the entity's headline compensation should be adjusted to reflect the 

functions, assets and risks undertaken by the tested party. It would also be helpful in example 2 

if the first entry in the Sellco table labelled “Income from sales commissions” be renamed to 

include three lines (e.g. sales commission 10, inventory management 10, credit analysis 10) 

56. Whilst we understand that an Article 9 approach should seek to identify an appropriate 

remuneration for an entity by “delineating the actual transaction”, we do not believe it 

necessarily follows that this should require an analysis of the profit and loss account, based on 

the “combined” profits. This is a more appropriate methodology when undertaking an Article 7 

analysis but should not be relevant for calculating the arm’s length remuneration for a tested 

party based on its functions, assets, and risks. In particular, paragraph 45 of the Discussion 

Draft includes an explanation of total profits, which lends itself to the implication that a profit 

split is an appropriate methodology. If this approach is followed, it should be made explicit that 

this is not the intended implication. 

57. We believe the language and analysis of Example 2 should accordingly be reconsidered as it 

pertains to Article 9. To recall that Example, it involves a company, Prima, that manufactures 
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products and sells the products through a network of sales agents (paragraph 21).  With 

respect to one of its sales channels, Prima decides to delegate responsibility for inventory 

management and customer credit decisions to its sales agent, Sellco.   

58. However, Example 3 makes clear that these activities could just as easily have been performed 

by Prima using a single employee.  That Prima employee, by performing those functions, would 

not be taking on the inventory obsolescence or customer credit default risks personally, of 

course.  The same conclusion would apply if Prima outsourced the same functions to an 

independent person, e.g., a former employee.  In either case, the only risk the employee or 

independent party would be taking is the risk of being fired for not performing his or her job 

well.   (This is the same risk that paragraph 28 recognises Sellco is taking with respect to the 

performance of its basic sales function).   

59. We believe the Article 9 result for Prima should be the same whether it delegates the 

performance of the functions to an independent party (e.g., to a former employee) or to Sellco 

as a sales agent.  Example 2 should be modified, accordingly, to explain why the Article 9 

analysis as applied to Sellco in Example 2 reaches a result that is seemingly at odds with the 

result that would apply if the employee in Example 3 were to continue to perform his or her 

functions but as an independent enterprise.   

60. We believe the conclusion in Example 2 would be more supportable if the Example were 

changed to assume that Prima delegated to Sellco decision-making authority with respect to 

inventory and credit management and allocated to a second affiliate the economic risk of 

inventory obsolescence and customer credit default – an affiliate not in a position to perform 

the oversight functions itself (as Prima does in Examples 1 and 3), i.e. if Prima had contractually 

transferred the risk to a second company; so the control functions in Sellco would transfer it 

back to Sellco.  

61. At a minimum, the assumptions in Example 2 should be supplemented to include a statement 

that the agreement between Prima and Sellco is not consistent with arm’s length or 

marketplace practice. The Article 9 Guidelines have no authority to upset conditions that would 

be agreed between independent enterprises; Example 2 should make plain that it is not 

seeking to do so here.   

62. The terminology in paragraphs 20 and 42 pertaining to Example 2 should be changed.  Both 

paragraphs refer to inventory and customer credit risk as being “contractually allocated to” 

Prima, implying that the contract is the event that gives rise to Prima’s risk in these areas.  This 

misrepresents the facts.  Prima is a manufacturer that sells its goods through a network of sales 

agents.  Since the goods originate with Prima, inventory and customer credit risks are with 

Prima from the outset.  They may be contractually allocated away to the sales agents but the 

contract does not allocate those risks to Prima in any meaningful sense.  The text in paragraphs 
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20 and 42 should recognize that the risks are borne by Prima by virtue of its role as the 

originator of the goods and not attribute that fact to Prima’s contract with Sellco.   

63. Regarding Example 4, we consider it would be helpful if the language in paragraph 72 be 

amended to make clear that the compensation arrangement described there does not reflect 

any sort of normative view that this is the compensation structure one would expect.  

Currently the paragraph says the applicable guidance makes clear that Sellco’s compensation 

“may” have an element of profit or loss participation.  We believe that the intent of this 

language is to convey that such an arrangement is permissive, not presumptive or prescriptive, 

and ask only that this be made clear to avoid any implication to the contrary.  We highlight this 

point because we believe the compensation arrangement described in the example would be 

unusual in the marketplace.  Sellco’s role described in paragraph 69 is modest and while 

performance of its functions may indeed have an “effective influence” (see footnote 12) on 

Prima’s realisation of bad debt risk (just as many things may influence that risk), it should not 

be assumed that a party performing Sellco’s role would take on the risk embodied in the 

compensation arrangement described. 

64. For avoidance of confusion, we suggest the text in the third bullet point of paragraph 73 be 

amended to make clear (as Example 4, Scenario B later does) that there may be situations 

under the arrangement described in which Sellco’s compensation is reduced to reflect losses.  

Accordingly, we would strike the phrase “such that Sellco receives a fee equal to 40% of the 

difference” and substitute in its place “such that Sellco receives a fee (or suffers an expense, as 

the case may be) equal to 40% of the difference ….”   

 

Attribution under Article 7 

Welcome developments 

65. We support the use of Distributor Return as a proxy for allocation of returns for sales, contract 

conclusion and inventory related functions/risks in Example 3.  In addition to Example 3, we 

consider that the Distributor return proxy be explicitly specified in Examples 2 and 4. 

66. The discussion draft implies that generic sales channels do not lead to the creation of local 

marketing intangibles, which BIAC agrees is correct. However, the draft should be worded 

more clearly to ensure that in the case sales channels are not generic that there still will not be 

local marketing intangibles in every case, only when an analysis of the relevant facts and 

activities suggests that they have been created. 

 

Complexity of different businesses (general) 

67. For some sectors (for instance banking and insurance), it has long been recognised that 

applying the profit attribution guidance in a consistent way is incredibly complicated, with 
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enormous potential to arrive at different conclusions based on the same facts. Consequently, 

additional specific guidance has been provided by the OECD for these industries. 

68. For other industries, however, there is currently not a solution for managing this complexity in 

a post-BEPS environment. We are concerned that in reality, different (non-FS) industries carry 

on significantly different business models and have significantly different capital structures. We 

do not believe that this point has been sufficiently recognised by the OECD or tax authorities to 

date. Indeed, the discussion draft seems to suggest that although there will be an increase in 

the number of PEs, the principles behind the attribution of profits has not changed, and 

therefore, significant additional guidance is not necessary.  

69. Although this may well be correct from a theoretical perspective, as a practical matter once a 

PE is established, tax authorities often seek to attribute (excess) profit to it. Furthermore, it is 

important to note that many MNEs outside of the FS sectors mentioned above (or tax 

authorities) have not had the same volume of experience in applying profit attribution 

guidance in practice to non-FS MNEs. The significant lowering of the PE threshold, alongside 

fundamentally more complex guidance on the application of Article 9 could dramatically 

increase disputes and tax uncertainty.  

70. A common concern for a warehouse operation PE is that the tax authority may erroneously use 

the anti-fragmentation concept when determining the profit attribution to the PE, especially 

those operating under complex business models.  According to Action 7 and the additional 

guidelines, the anti-fragmentation rules should be used to determine the existence of PE only.  

If the PE has been recognised, the approaches quoted in the additional guidelines should be 

followed and no anti-fragmentation rules should be further applied.  The discussion paper 

addresses this indirectly by stating that "although there will be an increase in the number of 

PEs, the principles behind the attribution of profits have not changed" but we believe it would 

be worthwhile to specifically clarify this point. The expected proliferation in the number of PEs 

that will arise under the new Article 5 definition increases the importance of this guidance, as it 

will now be used by a much larger number of businesses. 

71. While we appreciate the resource constraints, and, indeed, the time pressures that the OECD is 

required to work to, we consider that in order to be most useful, the OECD should consider the 

development of more industry-specific guidance to alleviate the subjectivity and uncertainty 

that non-FS businesses face. BIAC is, of course, ready to help with this in any way that it can. 

 

Simplicity of examples vs complexity of modern global trade 

72. Appendix II outlines some business structures provided by BIAC members, and demonstrates 

the significant complexity of global business models and the corresponding variation in the 

locations (and number of locations) in which various functions will be undertaken by various 

individuals (many of whom will cross borders as they undertake these functions). 
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73. While we appreciate that this is the first discussion draft in this area (and that of course it will 

develop over time), and while we recognise the importance of guidance that covers simple 

scenarios that can be built upon, we are concerned that it overlooks the enormous difficulties 

that tax authorities and businesses will face in applying to subjective standards (Article 9 and 

Article 7) to highly-complicated transactions.  

74. In particular, the guidance must include further detail on how split SPFs should be addressed. 

Our preference is that this be dealt with in a pragmatic manner, with clear thresholds that 

minimise the need to undertake analyses that cover many countries, and to then file returns 

with very low (or nil) profits in each country.  

75. Additionally, while the discussion draft offers guidance on how the profits/losses arising from 

credit risk could be attributed, we note there is no indication of how to deal with entities that 

may take on pricing risk, or have developed local marketing intangibles. 

76. Example 3 of Appendix II considers the factors involved in the valuation/allocation of pricing 

risk. We would welcome a more detailed example from the OECD to explain how pricing risk 

assumed by a Dependent Agent PE should be dealt with under the AOA. 

77. Example 2 in Appendix II considers the example where there will be a multiplicity of PEs in one 

country in respect of a single transaction. This is another area of complexity where further 

explanation in the draft guidance would be very welcome.   

78. We further suggest the OECD includes additional examples to address commonly used complex 

business models such as warehousing operation PE under a toll-manufacturing arrangement. 

The more comprehensive the examples available, the less likely it is that disputes will arise in 

respect of real world complex business models.   

 

Assumption that PE exists 

79. While the business models identified and outlined in the examples used in the discussion draft 

are simplified, they will still be relevant for some existing business models, and, to the extent 

that they identify the level of activity that can be undertaken with minimal attribution of 

profits, this provides some comfort to taxpayers wishing to structure the location of their 

people and functions such that they do not cross lines that would result in significant 

attribution of profits to PEs and the corresponding administrative burden that would apply.  

80. However, we are concerned that in every example (however simplified) it is assumed that a PE 

exists and a profit attribution calculation must be performed. We believe this is a fundamental 

departure from the previously held practice that companies could opt to incorporate local 

subsidiaries and undertake robust transfer pricing analyses to limit the risk of PE challenge 

when operating overseas. It would be helpful to have a threshold example or, at least, an 

example showing exactly where a PE would not exist for the purposes of this guidance.  
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81. We do not believe that creating PEs wherever a subsidiary exists was the intention of the 

revised wording for Article 5 of the MTC, and would welcome additional examples of where a 

related enterprise does not create a PE in order to remove uncertainty in this respect. This is 

important given that Article 5.7 establishes that the existence of a subsidiary company does 

not, of itself, constitute that subsidiary company a permanent establishment of its parent 

company (par. 40 Commentaries on Art. 5.7).  

82. Further, it is noted in the commentary that, “however, under paragraph 5, a parent will be 

deemed to have a permanent establishment in a State in respect of any activities that its 

subsidiary undertakes for it if the subsidiary has, and habitually exercises, in that State an 

authority to conclude contracts in the name of the parent (see paragraphs 32, 33 and 34 

above), unless these activities are limited to those referred to in paragraph 4 of the Article or 

unless the subsidiary acts in the ordinary course of its business as an independent agent to 

which paragraph 6 of the Article applies” (par. 41 Commentaries on Art. 5.7). We note that this 

paragraph has not been proposed to be amended by BEPS Action 7, potentially creating 

inconsistencies with the proposed new attribution of profits to PE guidance. 

 

Additional comments on draft examples provided 

General comments 

83. The basic functional and factual analyses and application of step 1 of the AOA are critical to the 

usefulness of examples, particularly where the examples represent relatively simplified 

business models, but then must be applied to more complex business models in practice. We 

request that the functional and factual analyses for each example are, therefore, given more 

focus. 

84. In particular, we propose that the tables for Examples 1 and 2 are integrated into the 

discussion of each example rather than relegated to Annexes, and a table on a consistent basis 

is inserted in relation to Example 4.  

85. Additional guidance would be helpful with respect to the two key concepts “SPFs” and “Free 

Capital” in order to ensure that there is no ambiguity in understanding them.  

86. The OECD make a number of assumptions in the paper which are applied to the practical 
examples presented. They concern:  

i. Assumptions regarding the facts that give rise to the creation of a PE, specifically in 
Example 1, (and taking into account the wording in the MTC Commentary on Art. 5(7)-40), 
providing that no additional functions, assets and risks were attributed to DAPE;  

ii. Assumptions regarding Remuneration of the Related Parties / Head Office/ PE (e.g. 

incentive fee); and 
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iii. Assumptions regarding Proportion of Attribution of risk to Head office and PE (e.g. 75%, 

25%). 

87. Whilst we appreciate that it is necessary to make certain assumptions for the purposes of 

providing examples, as there is no detail on how these assumptions were reached, we believe 

there is a risk that they could be misinterpreted as rules / official OECD positions. The OECD 

should be clear that these assumptions are not indicative of the most appropriate way to 

identify functions, assets and risks, nor to apportion profits to PEs, but are specific to the facts 

of these examples. 

88. BIAC would also appreciate the OECD undertaking further work on aligning the analysis under 

Article 9 and Article 7 of MTC to reduce the risk of conflicting interpretations. Article 7 of the 

MTC is based on similar assumptions to Article 9 (under step 1 of AOA, PE should be treated as 

a separate and independent entity enterprise, and remunerated based upon a comparability 

analysis using by analogy the guidance on TP methods). 
 

Example 1  

89. We believe that the Article 9 summary at paragraph 45 would be better expressed as the 

allocation of income and expenses between Prima and Sellco.  Such an analysis is the proper 

outcome of the analysis and a delineation of the allocation between Sellco and Prima would be 

the clearest starting point for the subsequent Article 7 analysis allocation of profit or loss 

between Prima's Head Office and DAPE.  The same point applies to Examples 2 and 4.  

 

Example 2 

90. In Example 2, Sellco undertakes additional functions and risks that will be compensated by an 

increase in the expected return. We found it difficult to understand the calculation of the Sales 

commission in the amount of “30”, until we reached Example 3, paragraph 66: “in accordance 

with the assumptions in Example 2 should, if it were a separate and independent enterprise, 

earn an operating margin of 4.5%”. The explanation on the calculation of the Sales commission 

should be included in Example 2 (or alternative reasoning included if it is not the same as 

Example 3). 

91. We believe that footnote 10 is somewhat confusing in this example. While the OECD has made 

clear in the 2010 Report on Attribution of Profits to Permanent Establishments that it does not 

adopt a “single taxpayer approach”, the footnote seems to apply that this approach should be 

used, i.e. by stating that “when the analysis under Article 9 has already been performed to 

allocate risk to Sellco, the analysis under Article 7 will not attribute the risk to the DAPE”. 

Clarification on this point would be welcomed.   

 

Example 4 
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92. We found the explanation of SPFs and free capital, and the rationale for the amounts 

attributed, difficult to follow in this example.  

93. In addition, more guidance for determining whether a PE is appropriately capitalised would be 

welcomed. 

 

Example 5 

94. We would welcome it if the OECD could clarify its position on the attribution of the income 

derived from the selling of parts to third party customers. BIAC’s understanding is that such 

sales would not be attributed to the PE (Warehouse), but we believe that this should be 

explicitly stated in order to mitigate the risk of disagreements between taxpayers and tax 

authorities on this point.  
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Questions in the draft 

GUIDANCE ON PARTICULAR FACT PATTERNS RELATED TO DEPENDENT AGENT PERMANENT 

ESTABLISHMENTS (“DAPE”) 

1. Commentators are invited to express their views on whether the order in which the analyses 

are applied under Article 9 of the MTC and Article 7 of the MTC can affect the outcome, and 

what guidance should be provided on the order of application. 

 BIAC agrees with the basic premise that if there is a DAE: (i) undertake an Article 9 

analysis to determine the income and expenses of Company A and Company B, then (ii) 

undertake an Article 7 analysis to  determine the income and expenses of Company A 

and Head Office and Company A DAPE. 

 This should be clearly stated in the final guidance to avoid any uncertainty regarding 

the order of application.  

 Additionally, as noted above in our general comments, we have reservations regarding 

the calculation of the Article 9 analysis, and request that the OECD take a proactive 

approach in encouraging solutions that could reduce the administrative burden. 

 The discussion draft does not adequately address the risk of double taxation in a host 

country where articles 7 and 9 overlap (in particular where the risks are not 

contractually allocated, but are delineated and allocated to the DAE under the Article 9 

Analysis, and they are also managed through SPFs that are relevant for Article 7 

Analysis). This should be addressed specifically in the guidance.  

 We believe that this sequencing not only provides the most clarity, on a basis 

consistent with the Action 7 objectives and principles, but may also be either necessary 

or of assistance, if local consolidated filing options are to be pursued. 

 As a practical matter we would suggest starting with a functional analysis of what is 

done in Country B and whether, within the context of the extended Action 7 PE 

concepts, that should be viewed as a domestic Article 9 supply to a DAPE which is 

thereby created, or as a cross-border supply to Country A (i.e. one which creates 

income in country B and expense solely in Country A, rather than expense in a Country 

B DAPE of the Country A host). It is not clear to us that there cannot be the “mirror 

image” domestic to domestic Country B supplies from the DAPE to the DAE (because 

local functions are carried on by the DAE) ,but if there can be such mirror image 

domestic functions, then those should also be identified.  We would suggest that a 

logical sequence to subsequently follow is: 

(i) Make all Article 9 charges other than these domestic Country B to Country B 

charges; 
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(ii) Make an Article 7 determination as to what taxable profits are, in 

aggregate, properly attributable to Country B before considering domestic 

Article 9 charges within Country B. For this purpose all functions performed in 

Country B are treated as if they are performed by the Company for whom the 

Article 7 analysis is being performed; and 

(iii) Make Article 9 charges within Country B so as to separate local taxable 

profits/losses between local entities or presences. 

 Alternatively, before the order re Article 9 and 7 analyses are considered, it may be 

worth providing taxpayers with the option of the performance of a broader functional 

analysis of DAE/DAPE (potentially leveraging the presumed Article 5 analysis). This 

analysis could be beneficial in terms of both efficiency and consistency (i.e. if no 

activities/risks were attributed to DAPE there would be no need for any Article 7 

analysis and if activities/risks were attributed to DAPE it could be ensured that they 

differed from those attributed to DAE).  The aim would be to avoid double counting of 

activities and/or risks in Country B and ensure that the activities/risks of DAPE are 

rewarded under Article 7 and those of DAE are rewarded under Article 9.  

EXAMPLE 1 

2. Do you agree with the functional and factual analysis performed in Example 1 under the 

AOA? 

 The analysis appears reasonable based on the limited facts of the example.  The DAPE 

is not attributed risks because there are no SPFs performed by the DAPE on behalf of 

the non-resident enterprise; the DAPE is not attributed economic ownership of assets 

because there are no SPFs performed by the DAPE on behalf of the non-resident 

enterprise relevant to the attribution of economic ownership of such assets; there are 

no risks or assets attributable to the DAPE, so no capital is attributable to the DAPE.   

 However, the final guidance should provide clear direction and detail on the 

appropriate analysis that should be performed to reach these conclusions. In particular, 

the AOA does not rely on SPFs to attribute the economic ownership of tangible assets 

but instead presumes that the place of use should be “the basis for attributing 

economic ownership of tangible assets in the absence of circumstances in a particular 

case that warrant a different view.”4 

 Since inventory is a tangible asset, attributing the economic ownership of inventory 

based on SPFs seems on its face to be inconsistent with the 2010 Report.  It appears 

that the OECD is proposing a different rule for inventory.  If this is the case, we believe 

                                                           
4
 Paragraph 75 of the 2010 Report.   
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it would be helpful to explicitly articulate it.  This difference may be based on the fact 

that any value attributable to inventory is not attributable to its “use” in a conventional 

sense, but rather is attributable to decisions concerning what levels of inventory should 

be held, where it should be stored and at what price it should be resold.  Thus, these 

SPFs are more important to the value of inventory than the place of “use”.  BIAC agrees 

with this implied analysis.  In order to avoid different interpretations, it would be useful 

to articulate this as a special rule for inventory.  Otherwise countries may take different 

positions based on existing paragraph 75 and this example.  Such inconsistencies could 

lead to double taxation. 

 

3. Do you agree with the construction of the profits or losses of the DAPE in Example 1 under 

the AOA? 

 While we appreciate that the end result is (in practice) that the DAPE is allocated a 

return equivalent to a sales agent (using distributor margin as a “proxy”), the DAPE 

activities outlined in paragraph 36 are clearly those of a sales agent. We do not believe 

that this is an appropriate basis for actually attributing economic ownership of the 

products being sold under a technical analysis under step 2 of the AOA, which is 

consistent with Article 7, given that neither sales nor cost of sales would be attributed 

to the DAPE if it was a distinct and separate enterprise performing sales activities.    

 Furthermore, with regards to the remuneration of Sellco, we would like to highlight 

that in some situations with a similar fact pattern it would be appropriate that Prima 

pays Sellco for the services it performs on a cost plus basis instead of a commission fee. 

In particular, this would be the correct transfer price in the cases where Sellco is not 

that enterprise which decides whether to accept an offer. This scenario should be 

reflected in the final guidance accordingly. 

 

4. What would be the conclusion if, because of the wording of Article 7 in the applicable tax 

treaty, an approach other than the AOA applied? If the conclusion is different, what would 

be the differences? 

 This, naturally, depends on the wording of the relevant treaty and the interpretation 

used in practice by the tax administration of the country of the PE. Generally, there is a 

concern that the country would use the method referred to in Article 7(4) of the older 

MTC and apportion some of the profit of the enterprise to the PE. This is particularly 

true of in Example 1, where zero additional profit is attributed to the PE but a non-AOA 

approach could attribute a higher profit. 
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 We refer to paragraphs 40 - 52 of our response regarding the limitations of the 

application of the discussion draft to countries who have not adopted the AOA and a 

request for all participating countries to do so. 

 BIAC believes that countries should be required to commit to the AOA5  if they are 

going to permitted to change their treaties to adopt the new, broader definition of a PE 

as part of the multilateral instrument.     

 

5. In the types of cases illustrated by Example 1, is it appropriate to conclude that, where under 

the functional and factual analysis under Article 7, the dependent agent enterprise does not 

perform significant people functions on behalf of the non-resident enterprise, there will be 

no profits attributable to the DAPE after the payment of an appropriate fee to the DAE under 

Article 9? 

 Based on the facts provided and the absence of any SPFs, this is the correct answer and 

it is a positive sign from the OECD that this is used as the first example, because many 

DAPEs created by the changes arising from Action 7 will result in no additional profit 

arising, but additional unnecessary administrative burden for taxpayers and tax 

authorities. These scenarios could be more adequately handled by ensuring that an 

arm’s length transfer pricing between Prima and Sellco is established either via a 

commission fee or a cost plus remuneration. 

EXAMPLE 2 

6. Do commentators agree with the construction of the profits or losses of the DAPE in Example 

2 under the AOA? 

 We are concerned that the example does not appropriately delineate the transaction 

that is being priced under Article 9, construct the dealings that are being priced by 

analogy under Article 7, or identify the most appropriate method for determining the 

transfer price by analogy under Article 7.   

 Several of the activities identified in paragraph 42 as Risk Control Functions (RCFs) for 

attribution of profits or losses to Sellco are then also identified in paras 49-50 as SPFs 

for the attribution of the same risks to DAPE (Footnote 10 appears inconsistent on this 

point).  We suggest that this "double count" should be addressed by appropriate 

delineation and pricing under Article 9 to ensure that Article 7 analysis is only required 

where there are real, evident activities performed by Sellco on account of Prima and 

without such activities there would be no profits or losses attributable to the PE.   

                                                           
5
 Whether this would be the full or partial AOA would depend on which version of Article 7 is contained in the 

bilateral treaty that is being amended.   
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 It follows from the Article 9 analysis that all Sellco activity is performed on its own 

account as part of its service provision to Prima.  It could thus be interpreted that there 

is no need for any Article 7 analysis, because following the delineation no additional 

functions have been performed on account of Prima.  In those cases where the Article 9 

analysis did identify Country B functions as being performed on account of Prima: (i) 

the Article 9 delineation would be a provision of staff by Sellco to Prima and the 

performance of the function by Prima; (ii) the consequential Article 7 analysis would 

then attribute Prima profits or losses to the DAPE based on those functions.  

 At the same time, it should be recognised that this Article 9 analysis would involve a 

delineation of Sellco's activities as a high value credit management service provider to 

Prima, which entitles it to a premium fee while exposing it to an obligation to make 

good credit losses suffered by Prima. 

 We refer to paragraphs 40 - 52 of our response regarding the limitations of the 

application of the discussion draft to countries who have not adopted the AOA and a 

request for all participating countries to do so. 

7. What would be the conclusion if, because of the wording of Article 7 in the applicable tax 

treaty, an approach other than the AOA applied? If the conclusion is different, what would 

be the differences? 

 This, naturally, also depends on the wording of the relevant treaty and the 

interpretation used in practice by the tax administration of the country of the PE. 

Generally, there is a concern that the country would use the method referred to in 

Article 7(4) of the older MTC and apportion some of the profit of the enterprise to the 

PE.  

 We refer to paragraphs 40 - 52 of our response regarding the limitations of the 

application of the discussion draft to countries who have not adopted the AOA and a 

request for all participating countries to do so. 

8. In your opinion, what would be the consequences if, in the example, Sellco does not have the 

financial capacity to assume the inventory and credit risks? In that case, to which party 

would you allocate those risks? How would it affect the fee payable to Sellco and the profits 

to be attributed to the DAPE? 

 The answer should be determined by reference to the revised Chapter I of the TPG if 

the AOA is followed, and using that guidance, the risk should be allocated to the entity 

that actually manages and has the financial capacity to assume the risk.  This may or 

may not be Prima in the example, as there is insufficient information to make the 

determination; this could result in a reduction in the fee to Sellco and an adjustment to 

the profit of the DAPE.  
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9. What are your views on the fact that in Example 2 the same functions that are considered 

under the Article 9 analysis to allocate risks to Sellco, are also taken into account, under 

Article 7, as the SPF that result in the attribution of economic ownership of assets to the 

DAPE? What is your opinion about the fact that, in this example, the inventory and credit 

risks are allocated to Sellco under Article 9 and the economic ownership of inventory and 

receivables are attributed to the DAPE? Does your reading of the current guidance of the 

2010 Attribution of Profits Report, and in particular with paragraphs 230 to 245, support the 

conclusions of the Example? 

 A degree of complexity in Example 2 arises from attribution of the same functions to 

Sellco and to Prima.  The same activities identified at Paragraph 42 as the RCFs for 

attribution of profits or losses to Sellco are then identified at Paras 49-50 as the SPF for 

the attribution of the same risks to DAPE (Footnote 10 appears inconsistent on this 

point).  We suggest that this "double count" should be addressed by appropriate 

delineation and pricing under Article 9 to ensure that Article 7 is only in point where 

there are other activities (i.e. those not appropriately remunerated under Article 9) 

performed by Sellco on account of Prima and without such activities there would be no 

profits or losses attributable to the PE.   

 For Example 2, it would follow from the above Article 9 analysis that all Sellco activity is 

performed on its own account as part of its service provision.  There would be no need 

for any Article 7 analysis in the absence of any functions performed on account of 

Prima.    

 In addition to the above, we have set out below a point on the simplification of this 

example. The OECD looks at the fact that there are SPFs relating to inventory risk and 

credit risk in the local affiliate and none at the Head Office. Based on that fact, it is 

suggested that the contracts with the local affiliate should be recharacterised, placing 

all the inventory risk and credit risk return (except for the funding return) into the 

contract, even where it was not in the actual legal contract. The Discussion Draft then 

infers that the controlling SPFs pull in (a) higher compensation for the local affiliate and 

(b) the assets and risks of the non-resident entity related to inventory and credit into 

the PE, but limit the return at the PE to a funding return. This could either (a) create a 

double counting of the funding return (where it is assumed that the local affiliate has 

the capacity to bear those risks) or (b) irrationally segregate the funding return when it 

should have gone to the local affiliate with everything else, leaving nothing in the PE. If 

the contract were to be recharacterised, we believe that the appropriate simplification 

would be to recharacterise it by transferring both the economic return on the specified 

risks and the funding return, leaving zero at the PE. 
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EXAMPLE 3 

10. Do commentators agree with the construction of the profits or losses of the DAPE in Example 

3 under the AOA? 

 In this example there appears to be no incorporated entity in the host country6, but an 

employee who operates in the host country is responsible for inventory decisions, 

credit terms and approving sales.  

 BIAC agrees that in this instance it is clear that no Article 9 analysis is required. BIAC 

also agrees with the approach taken in respect of the Article 7 analysis; the DAPE is 

remunerated the arm’s length price that would be paid to a third party agent, which is 

calculated as a reasonable target operating margin of 4.5% with all other profits 

remaining in the head office.   

 However, BIAC is concerned that the examples neither construct the dealings nor 

identify the most appropriate method for determining the transfer price by analogy.  

11. What would be the conclusion if, because of the wording of Article 7 in the applicable tax 

treaty, an approach other than the AOA applied? If the conclusion is different, what would 

be the differences?  

 This, naturally, also depends on the wording of the relevant treaty and the 

interpretation used in practice by the tax administration of the country of the PE. 

Generally, there is a concern that the country would use the method referred to in 

Article 7(4) of the older MTC and apportion some of the profit of the enterprise to the 

PE. 

 We refer to paragraphs 40 - 52 of our response regarding the limitations of the 

application of the discussion draft to countries who have not adopted the AOA and a 

request for all participating countries to do so. 

 Per our response to question 4, BIAC believes that countries should be required to 

commit to the AOA if they are going to permitted to change their treaties to adopt the 

new, broader definition of a PE as part of the multilateral instrument.     

 

EXAMPLE 4 

12. Do commentators agree with the construction of the profits or losses of the DAPE in Example 

4 under the AOA?  

                                                           
6
 BIAC would welcome confirmation that there is no incorporated entity in the host country as it is not clear. The 

OECD commentary mentions that “Prima does not engage Sellco as its sales agent in Country B”; however, it is 
not clear from the OECD wording whether Sellco actually exists. 
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 In this example, Sellco takes on some of the credit risk and is given incentive payments 

for managing receivables and is remunerated accordingly under Article 9. But then 

under the Article 7 analysis, the DAPE is allocated a share of the risk return in 

proportion of its risk management costs under the proposed recharacterisation of the 

contract. Accordingly, it ends up with much higher profits (or losses) than where no 

risks are taken on. This is broadly in line with the ALP. However, the conclusion that 

Sellco’s compensation may take the form of sharing in the potential upside and 

downside should not necessarily be the case.   

 The Discussion Draft uses proportionate risk management costs to allocate the risk 

return between the principal and PE, which assumes that cost is directly representative 

of return.  However, cost does not account for significance of decisions that are made, 

or whether the PE is implementing the principal’s risk control strategy in a perfunctory 

way (pay differential may capture some of these disparities).  The Example should 

make it clear that adjustments may be made for relative risk control rather than 

determined by cost alone. 

 Example 4 also shows that a loss should also be allocated in the same way (under both 

Articles 9 and 7). 

13. Do commentators agree that the profits or losses in the DAPE over and above the fee 

payable to Sellco arise because the contractual allocation of risk to Prima is respected under 

Article 9, and is not shared with Sellco, whereas under Article 7 the risk is partly attributed to 

Prima's Head Office and partly to the DAPE of Prima? In other words, the difference arises 

from differences between allocation of risk between two separate enterprises and 

attribution of risk within the same enterprise? 

 In the case of Example 4, a similar argument applies to the Article 9 analysis as in 

relation to Example 2.  Here, the fact of the incentive fee being based on credit 

performance is itself consistent with characterisation of the activity as being performed 

on Sellco's own account as a service.   

 Additionally, as in Example 2, the Article 9 analysis would be a delineation of Sellco's 

activities as a high value credit management service provider to Prima which entitles it 

to a premium fee while exposing it to an obligation to make good credit losses (under 

the recharacterisation of the contract per the Discussion Draft).  

 BIAC would welcome additional guidance on this example because, although the 

functions performed by Sellco in Example 4 are less extensive than the functions 

performed in Example 2, the profit attributed to the DAPE is much higher. This may be 

due to the difference between Article 7 and Article 9 on how to allocate risks, but this is 

not clear.   
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 Additionally, we would like to note that although we agree with the OECD’s 

explanation, it is of some concern to business, as it creates a significant incentive for 

countries to find that SPFs are performed locally.  Given the difficulty of performing the 

factual and functional analysis to the level of detail that may be required, it may be 

difficult for taxpayers to reach certainty and countries may assert profits attributable to 

SPFs when the taxpayer was of the view that those functions were not significant.   

 

GUIDANCE ON THE ATTRIBUTION OF PROFITS TO PERMANENT ESTABLISHMENTS ARISING FROM 

ACTIVITIES NOT COVERED BY SPECIFIC EXCEPTIONS IN ARTICLE 5(4) 

EXAMPLE 5 

14. Do commentators agree with the construction of the profits or losses of the PE in Scenario A 

of Example 5 under the AOA? 

 The language of the example does not make it clear that the AOA was properly applied 

to reach this result. BIAC’s concern is that the general principle of the AOA is that the 

rewards of economic ownership are generated by SPFs. There is no reason to suppose 

that WRU is not continuing to exercise such functions in relation to the warehouse, 

albeit not in Country W, for example, in its selection of Wareco as a partner and its 

ongoing oversight of the Wareco contract. The dealings between the Head Office and 

the PE, as required by the AOA, have not been clearly set out in this example. Given the 

context, it is not clear why the PE is treated as having received all the customer 

revenue; if all the controlling functions are in Country A, the Head Office ought to 

receive all of the customer revenue.   

 The Discussion draft states that the principle is to impute a return to the PE that is 

equivalent to the economic ownership of the warehouse.  This makes the analysis that 

examines the principal’s sales and cost of goods sold irrelevant, and therefore it should 

be excluded; the analysis in the Example should be limited to that of an arm’s length 

return for owning a warehouse asset. 

 Finally, the examples ought to point out that that the warehouse may not be in the 

country where the inventory is sold.  In that case, the warehouse would not create a PE 

in the country of sale, and sales in another country cannot be attributed to that PE.   

15. Do commentators agree with the conclusion reached in Scenarios B and C of Example 5 under 

the AOA? 

 A profit and loss statement in respect of these examples, as is provided for examples 1-

4, would be welcomed.   
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 If assets should be attributable to the location of the SPFs, there is no rationale for 

treating tangible property differently from intangible property, in which case any 

“funding” return for the warehouse should appropriately go to WRU in Country A.  

 In Scenario C, there are not even any routine people functions in Country W, let alone 

any SPFs. However, assuming that the warehouse is owned by WRU and used in its 

business, that would seem to constitute use for purposes of paragraph 75 of the 2010 

AOA Report. In this case we would agree that the PE should receive a funding return for 

ownership of the warehouse. This should result in a smaller return to the PE compared 

to 5A or 5B. That difference is directly attributable to the profit received by the third 

party. 

 We assume that there is no funding return on the inventory assets for the reasons 

described in our response to question 2.  If so, this should be clarified when the 

guidance is finalized.   

 The meaning of the word “streamlined” in paragraphs 97 and 101 is not clear and we 

request that the OECD clarifies this terminology.  

16. In particular, do you agree that there can be an investment return on the asset or assets 

creating or being part of the PE when there are no personnel of the non-resident enterprise 

operating in the PE? 

 Whilst BIAC does agree, we believe that an investment return should be limited to 

situations where the principal is the legal owner of the warehouse and there are 

affiliated risk controlling SPFs in the country.  

 If there is tangible property in the PE country which is used by the PE, then we would 

agree that, pursuant to paragraph 75 of the 2010 AOA Report, there can be a funding 

return on those assets even if there are no personnel of the non-resident enterprise 

operating in the PE.  

 See below (response to question 17) regarding concerns on the differences between 

funding and investment returns. 

17. Do you agree with the streamlined approach proposed in this example for cases where there 

are no functions performed in the PE apart from the economic ownership of the asset, i.e. 

attribute profits to the PE commensurate with investment in that asset (taking into account 

appropriate funding costs and the compensation payable for investment advice)? How would 

you identify the investment return? 

 The simplicity of the streamlined approach in this example is welcomed, but its basis 

appears inconsistent with the AOA. The streamlined approach attributes an investment 

return to the PE as a reward for the economic ownership of the warehouse and has 
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parallels with the attribution of a risk free return to a party for the passive provision of 

capital.   

 If this is intended to be an approach that can be used to limit administrative costs, 

identifying an investment return based on comparable asset ownership investments 

could be considered.   

 With respect to the quantification of the “return” on the tangible assets, the draft uses 

the phrase “investment return” in some places and “funding return” in other places. 

The difference between the two phrases is not clear. Whilst we agree that the PE 

should receive a funding return on its assets and a routine return service fee for the 

services rendered. If the active decision making is not in the PE country, the PE country 

should be limited to a funding return and not an investment return. Additional 

guidance on the difference between these concepts would be welcomed and help to 

reduce misunderstandings. 

 Further, it should be highlighted that it might be the case that no profit should be 

attributable to the PE, as in Example 1.  

18. Do you agree that if the non-resident enterprise has no personnel operating at the fixed 

place of business PE, then significant people functions performed by other parties on their 

own account in the jurisdiction of the PE do not lead to the attribution of risks or assets to 

the PE, and no profits would be attributable to the PE? If not, please explain the reasons for 

taking a different view. 

 If there is no operational link between the SPFs carried out by other parties acting on 

their own account and the activities of the PE, then it is correct that there should be no 

attribution of profit under the AOA and assuming the wording and normal 

interpretation of Article 5(7).   

19. Under Scenario C, if Wareco were a related enterprise, and if it is assumed that the arm's 

length fee is 110% of its costs, would there be any difference to the outcome of the 

attribution of profits to the PE of WRU? 

 There would not be a difference. This is a useful confirmation that a subsidiary or PE 

that provides a service at a fee that is arm's length is not entitled to any additional 

profit simply because of its related party status with another business within the 

overall enterprise.  

20. What would the conclusion if, because of the wording of Article 7 in the applicable tax treaty, 

an approach other than the AOA applied? If the conclusion is different, what would be the 

differences? 

 This, naturally, depends on the wording of the relevant treaty and the interpretation 

used in practice by the tax administration of the country of the PE. Generally, there is a 
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concern that the country would use the method referred to in Article 7(4) of the older 

MTC and apportion some of the profit of the enterprise to the PE.  

 We refer to paragraphs 40 - 52 of our response regarding the limitations of the 

application of the discussion draft to countries who have not adopted the AOA and a 

request for all participating countries to do so. 

 

 

EXPLORING ADDITIONAL APPROACHES TO CO-ORDINATE THE APPLICATION OF ARTICLE 7 AND ARTICLE 

9 OF THE MTC 

21. Do commentators have suggestions for mechanisms to provide additional co-ordination for 

the application of Article 7 and Article 9 of the MTC to determine the profits of a PE, taking 

into account the considerations expressed above? 

 As noted above, the arm’s length principle can be applied to SPFs, as this would be the 

case if the functions were outsourced to an unrelated party.  This should mean the SPFs 

can be included, in many cases, in the Article 9 analysis where they are performed by a 

related party, which is the appropriate mechanism for allocating profit in related party 

dealings (thereby relieving Article 7 so that there is nil profit attributed to the PE).   

 Where the SPFs are identified and remunerated under Article 9, and no amount is 

attributed to the PE, the principal should be able to disregard the existence of the PE 

and not be required to file a tax return (see comments above re a safe harbour 

exemption).  Similarly, de minimis amounts that fall within Article 7, (and not squarely 

within Article 9), should be capable of being addressed through Article 9 if the principal 

chooses to avoid filing requirements and potential unintentional VAT/GST/wage tax 

consequences. 
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Appendix I: Examples of cases where non-application of the AOA has led to a departure from the 

arm’s length principle 

Specific Examples 

Countries explicitly not following the AOA 

In 2016, WTS Alliance7 undertook a survey of 62 countries8 approach to permanent establishments. It 

found that even before examples of “in practice” departures from the AOA are considered, a significant 

number of countries have not formally adopted the AOA (some of which are OECD/G20 countries): 

 Austria 

 Azerbaijan 

 Bahrain 

 Indonesia 

 Iran 

 Kuwait 

 New Zealand 

 Oman 

 Qatar 

 Russia 

 Serbia 

 Thailand 

 Trinidad & Tobago 

 United States of America 

 United Arab Emirates 

 Venezuela 

 Vietnam 

 

Rolls Royce (India) 

The Indian Revenue attributed 75%-100% of the profit from the Indian contracts to the Dependent 

Agent PE (DAPE) in India. The Tax Tribunal and High Court attributed 50% of the global profit to 

manufacturing, 15% to R&D and the remaining 35% to sales/marketing. The entire 35% of the 

sales/marketing profit was attributed to the DAPE in India. 

                                                           
7
 WTS Alliance is a global network of tax advisory firms, with a presence in more than 90 countries. 

8
 http://www.wts.de/en/content/global_wts_pe_study.php  
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Rolls Royce - Delhi 
High Court.pdf

Rolls Royce - Delhi 
Tribunal.pdf

 

 

 

Dell (Norway) 

The Norwegian Revenue asserted that 60% of the profits attributable to Norwegian sales should be 

allocated to the DAPE in Norway. 

Dell DAPE Norway 
Ruling.pdf

 

Zimmer (France) 

While the French Revenue did not win the case, this was on the ground that under existing rules, the PE 

threshold had not been passed for a commissionaire structure. However, the French Revenue had 

argued that a profit split methodology should be used to allocate profits to the PE in this case.  

 

Members’ Anecdotal Evidence 

China 

It is expressly stated under the Chinese tax laws that deemed profit allocation methods can only be 

used when the AOA cannot be applied due to the lack of accounting materials etc. Nevertheless, in 

practice most PEs are taxed on the deemed profits allocating 15% to 50% of gross revenue to China. 

The reasons for such a tendency are various: i) most PEs do not keep sound book accounts; ii) tax 

authorities tend to adopt a simpler method to tax PEs to reduce their administration costs; and iii) even 

taxpayers may tend to use deemed profit method to reduce their admin costs, in particular for those 

short-term projects with relatively high profit level.  
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Appendix II: Example Business Models   

Example 1 

This example highlights the difficulty of identifying in which countries the “principal role” is played in 

contract negotiations. 

 

Background and overview 

 In this example, employees from several companies will act in concert to negotiate the deal 

with the customer, although it will always be within parameters designed in advance with input 

from the business line Headquarters (HQ), the global group headquarters (HHQ), and a 

company employing specialists to determine appropriate specific deal terms (ServCo). All of 

these parameters were designed by individuals who were not travelling when setting the 

parameters. 

 However, the negotiation is undertaken across several countries and involves a deal team 

made up of employees from a regional sales company (REGCO), the company that is actually 

selling the asset (SELLCO), HQ, and SERVCO. Approval (but not negotiation) is also required 

from HHQ on large contracts. 

 These employees may be in any of a number of countries while negotiating the deal, including 

the country of the customer, the country where REGCO is incorporated, the country where 

ServCo is incorporated, the country where HQ is incorporated, or potentially  any other country 

(for example in the country where the seller has its own PE). These functions may be 

undertaken remotely, via video or phone conference, or in person meetings with each other 

and/or the customer. 
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Locations of employees during deal negotiation 

 

 

 

 

Locations (and entity) from which activities are undertaken 

 

 

76



 
 
Potential PE’s under revised Article 5 

 

 

 

 

 

Example 2 

This example highlights how multiple PEs within multiple countries could be created in relation to the 

same deal. 

 

Background and overview 

 In this example, an MNE sells assets, and also provides financing service to its customers. For 

regulatory and commercial reasons, one entity manufactures and sells assets (ASSET SELLCO), 

and another entity provides financing (ASSET FINCO). 

 ASSET SELLCO and ASSET FINCO have developed strict parameters through which deals can be 

agreed, and undertake significant functions in their home countries to support deal 

completion. However, to ensure that the customer only has to deal with one party in their own 

country, sales and marketing activities are carried out by a regional sales company (REGCO) 

who contracts with both ASSETCO and FINCO for provision of marketing and sales services 

(currently remunerated on a cost plus basis). 
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Locations of employees during deal negotiation 
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Locations (and entity) from which activities are undertaken 

 

 

Potential PE’s under revised Article 5 
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Example 3 

This example highlights the complexity in valuation / allocation of pricing risk.  

Background and overview 

 FCO manufactures heavy engineering, high technology products in Country X.   

 SCO (100% subsidiary of FCO in Country Y) supports sale of FCO products in Country Y 

functioning as a Sales Agent. 

 Sales and Marketing activities are undertaken by SCO though it only has range bound authority 

on some terms and conditions. 

 

Decision making matrix 

 

 

Potential issues 

 If SCO is regarded as DAPE, how should profit be attributed to such DAPE, excluding return for 

functions and risks attributed to FCO outside Country Y? 
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I. General Remarks 
 
Bundessteuerberaterkammer welcomes that the OECD is consulting with public on its profit 
attribution guidance. Clear guidance will assist tax authorities and taxpayers as well as their 
advisors applying the AOA to the revised PE definition. Further, we support the objectives of 
the discussion draft to illustrate how the rules for the attribution of profits to permanent estab-
lishments apply, taking into account both the changes made by the Report on Action 7 and the 
changes made to the Transfer Pricing Guidelines. However, it is critical that any guidance giv-
en by the OECD is workable and tax authorities in all countries and taxpayers take a con-
sistent approach. Furthermore it may be useful if the examples were expanded. 

 
Although the OECD expects the revised definition of PE to be enacted through its Multilateral 
Instrument, it is likely that tax administrations will begin to attempt to apply any new Commen-
tary as soon as it is finalised. In that context, aligning the work on the Commentary and profit 
attribution guidance would promote consistency.  
 
II. Questions for Consultation 
 
1. Order of application and guidance on this order 
 
From our perspective, the order in which the analyses are applied should not affect the out-
come; no guidance on this order appears to be necessary. 
 
2. Agreement with the factual and functional analysis in Example 1 
 
We agree with the functional and factual analysis under Article 9 and Article 7 and step 1 of 
the AOA, and in particular with the conclusion that there are no risks or assets attributable to 
the DAPE and that there is no need to attribute capital to the DAPE. It appears to us, howev-
er, that allocating the sales income to the DAPE under step 2 is not in line with the functional 
and factual analysis under step 1, since the sales activities performed by Sellco for Prima are 
limited to identifying customers, soliciting and placing customer orders, and processing cus-
tomer orders with Prima. Recall that there are no significant people functions performed by 
Sellco on behalf of the non-resident enterprise (Prima) in Country B relevant to the attribution. 
In particular, “the DAPE has not been attributed the economic ownership of any assets (inven-
tory, marketing intangibles, or receivables)”. 
 
3. Agreement with the construction of profits or losses in Example 1 
 
In principle, agreed; we wonder, however, if it is in line with the proper application of the au-
thorized OECD approach to attribute the sales committed by the DAE to the DAPE despite the 
fact that no significant people function is carried out in this DAPE. 
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Besides running counter to the basic principle that assets, risks, capital, and third party trans-
actions are attributed to the permanent establishment carrying out significant people functions, 
attributing both the sales volume and, thus, the costs of goods sold would imply that the sales 
margin is earned in the DAPE (and passed on to the DAE). In our understanding, the profit 
and loss account of the DAPE in example 1 should take the following form: 
 
+ Commission income 10 
= Gross profit 10 

− Commission to Sellco  (10) 
= Operating profit 0 
 
Having said that, it would be interesting to see how the OECD would attribute the assets and 
the capital involved to the head office and the DAPE in this example. One may say that where 
the goods are sold to the third party customer, no assets and capital would remain to be allo-
cated to the DAPE. However, if the “balance sheet” for tax purposes is set up according to 
proper bookkeeping principles, recording cost of goods sold would require that the goods 
themselves are recorded as assets to be attributed to the DAPE. Moreover, showing the 
goods as assets of the DAPE would also imply that the company records a goods dealing be-
tween the head office and the DAPE which would have to be taken into account at the market 
price (arm’s length price) of the goods. 
 
4. Conclusion if in Example 1 an approach other than the AOA applied 
 
No other conclusion would have to be drawn if the attribution of profits to permanent estab-
lishments followed the Relevant Business Approach. 
 
5. No profits attributable to the DAPE in Example 1 
 
Yes, in our understanding it is indeed appropriate to conclude that there will be no profits at-
tributable to the DAPE after the payment of an appropriate fee to the DAE under Article 9. 
 
In this regard, we would like to point out that despite there being no change in the allocation of 
taxable income taxpayers will face a significant increase of compliance and associated costs. 
 
Further, we are concerned that the fact that a DAPE is established under the revised definition 
tax authorities may perform the analysis not consistently and allocate a taxable income to the 
DAPE. There are concerns that dissenting interpretations by tax authorities in different coun-
tries may lead to an increased risk of double taxation for taxpayers and to increased tax com-
pliance costs for dispute resolution.  
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6. Agreement with the construction of profits or losses in Example 2 
 
In principle, agreed; please note, however, that the facts and circumstances in Example 2 do 
not make it perfectly clear whether the “responsibility” of Sellco indeed gives rise to reporting 
sales and cost of goods sold in the DAPE. 
 
First, the facts tell us that Sellco is responsible for warehousing the inventory and determining 
and monitoring the appropriate inventory levels. The presentation of the facts, however, does 
not make clear the terms and conditions of Sellco’s responsibility on which Prima and Sellco 
would have reached agreement in a third party context. Moreover, the presentation of the 
facts does not go into the question of where this warehouse is located. Since it is said that the 
facts in Example 2 are the same as those in Example 1, there is good reason to believe that 
this warehouse is operated in Country A. 
 
Second, the analysis of the controlled transaction between Sellco and Prima under Article 9 is 
based on the assumption that Sellco has the capacity to determine warehouse arrangements 
and the stocking levels, and actually performs the decision-making functions about inventory 
levels required for sales in Country B. Moreover, it is said that, contrary to the contractual 
agreement, Prima does not take such decisions and produces to Sellco’s orders. Here, the 
presentation of the facts is silent on whether Sellco’s capacity is that of a service provider or 
that of a principal company (even if the OECD concludes that Prima produces to Sellco’s or-
ders, i.e., deeming that Sellco operates in the capacity of a principal company). 
 
Third, the facts make it clear that Sellco carries out comprehensive functions with respect to 
customer credit including the collection of customer receivables. Here again, the presentation 
of the facts does not elaborate on whether Sellco’s functions are those of a financial service 
provider, those of a principal company, or those of, for example, a factoring company. 
 
Having said that, regarding the analysis of the controlled transactions between Prima and 
Sellco under Article 9 it is somewhat unclear precisely what type of risk is allocated to Sellco. 
Recall that the inventory ownership is with Prima until title passes directly to the customers 
and the warehouse may be operated in Country A. Where ownership of inventory and receiv-
ables belong to Prima, inventory losses and bad debt losses can hardly be allocated to Sellco. 
This holds even more so as/if the warehouse is operated in Country B (although there may 
well exist some kind of compensation claim on the part of Prima vis-à-vis Sellco). By the same 
token we do not understand, how, from the accounting perspective, commission income fits 
with bad debt losses and inventory losses where the receivables and the inventory are report-
ed in the financial statement of Prima (even if it is taken into account that the commission in-
come includes some risk premium). 
 
As far as the analysis under Article 7 and step 1 of the AOA is concerned, the significant peo-
ple functions of DAE on behalf of Prima give rise to the allocation of inventory and receivables 
to the DAPE. 
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We do not think, however, that we should go so far as to say that such significant people func-
tions constitute “economic ownership” for the DAPE in inventory and receivables since the 
concept of economic ownership may vary among the OECD countries, and we should take 
into account that legally, the DAPE forms part of Prima, which is the (legal) owner of these 
assets. 
 
Under Article 7 and step 2 of the AOA it should be taken into account that, where inventory 
and receivables are allocated to the DAPE, this permanent establishment should also be allo-
cated the possible inventory losses and bad debt losses (taking into account possible com-
pensation claims vis-à-vis the DAE). Such representation of the DAPE P/L does not have to 
lead to different results. Therefore, depending on the precise type of risk allocated to Sellco, 
we agree on the conclusion that the DAPE reports sales return, COGS, and sales commission 
to Sellco and is allocated a funding return from its functions in relation to its inventory assets. 
 
7. Conclusion if in Example 2 an approach other than the AOA applied 
 
If the attribution of profits to permanent establishments followed the Relevant Business Ap-
proach, there would be no significant people function to advocate the attribution of inventory 
and receivables to the DAPE. Therefore, leaving aside the fact that Article 9 now requires ad-
ditional income remunerating possible risks allocated to the DAE (which is outside the scope 
of the AOA or RBA), no funding return from DAPE’s functions in relation to its inventory assets 
and receivables would be allocated under the RBA. However, it should be noted that proper 
attribution of income based on the causation principle should result in no different allocation of 
profits to a DAPE. 
 
8. Consequences if in Example 2 Sellco does not have the financial capacity to as-

sume the inventory and credit risks 
 
Allocating risks under Article 9 requires that the company needs to control the risk and has the 
financial capacity to assume the risk. Where no associated enterprise can be identified that 
both exercises control over risk and has the financial capacity to assume the risk, the 
OECD/G20 BEPS report on action items 8- 10 proposes to perform a rigorous analysis of the 
facts and circumstances of the case in order to identify the underlying reasons and actions 
that led to this situation. Since such an analysis is not possible in the case at hand, it is diffi-
cult to come up with a ready-made solution. However, if the case may be that Sellco’s activi-
ties regarding inventory and credit to customers take the form of an outsourced service on 
behalf of Prima, according to which Prima sets the objectives of the outsourced activities, as-
sesses whether these objectives are met, and has the power to hire or fire the service provid-
er, Prima would exercise control over inventory risk and credit risk. If it is found that Sellco 
performs significant people functions on behalf of Prima in relation to inventory (warehousing 
and establishing inventory levels) and credit to customers (parameter setting, sales approval 
based on review of customer's creditworthiness and collection of customer receivables), for 
purposes of Article 7 and the AOA, inventory, receivables, inventory and credit risk would 
have to be attributed to the DAPE.  
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This is because Sellco performs the significant people functions relevant to the attribution of 
inventory, receivables and the corresponding risks on behalf of Prima in Country B. 
 
9. Views relating to the fact that in Example 2 the same functions that are considered 

under the Article 9 analysis are also taken into account under Article 7 
 
It appears somewhat puzzling that the inventory and credit risk is allocated to both the DAPE 
and the DAE. This holds even more so as Prima is the owner of the corresponding assets, 
effectively carries the risk, and, due to the lack of any contractual agreement, has no legal 
means to claim for any compensation. The reason for this atypical outcome lies in the dis-
crepancy between the allocation of asset ownership to Prima on one hand and the allocation 
of risk of bad debt and inventory losses to the agent (Sellco) on the other (see above answer 
to question number 6). Whereas the allocation of both ownership and ownership risk to the 
DAPE is a matter of fact leaving the legal attribution unchanged (i.e., it stays with Prima), car-
rying “ownership risks” in economic terms requires a legal instrument on the basis of which 
such risks may materialize on the part of the “economic owner” (for example on the basis of 
an insurance contract). Where such legal means are missing, it should be necessary to identi-
fy the missing legal relationship in order to be in line with what third parties do. Abstaining 
from such identification of the (possible) legal relationship underlying the transactions between 
third parties may adversely affect the analysis of risks in commercial and financial relations in 
terms of transparency and traceability. 
 
10. Agreement with the construction of profits or losses in Example 3 
 
Agreed 
 
11. Conclusion if in Example 3 an approach other than the AOA applied 
 
If the attribution of profits to permanent establishments followed the Relevant Business Ap-
proach, there would be no significant people function to advocate the attribution of inventory 
and receivables to the DAPE. Therefore, leaving aside the fact that Article 9 now requires ad-
ditional income remunerating possible risks allocated to the DAE (which is outside the scope 
of the AOA or RBA), no funding return from DAPE’s functions in relation to its inventory assets 
and receivables would be allocated under the RBA. However, it should be noted that proper 
attribution of income based on the causation principle should result in no different allocation of 
profits to a DAPE. 
 
12. Agreement with the construction of profits or losses in Example 4 
 
Agreed 
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13. Agreement with profits and losses in Example 4 over and above the fee payable to 
Sellco 

 
From our perspective, in Example 4 allocating profits and losses resulting from credit risk and 
bad debts under Article 9 and Article 7and step 1 AOA appears not to be contradictory (see 
the “whereas” in question 13). In the first case, the allocation is made on the basis of the (pos-
sible) contractual agreement between Sellco and Prima (i.e., head office plus DAPE), which 
according to the OECD’s assumptions for this example is in line with the arm’s length principle 
(were this not so, in case of doubt a different allocation basis would have to be found). The 
second case, however, is a matter of allocation between the head office and the DAPE, which 
in the (inevitable) absence of any contractual basis takes place based on the sharing of signif-
icant people functions measured by the respective contributions to credit management cost for 
Country B customers. This is what was assumed for purposes for the example, although it is 
possible to assume otherwise (in Germany, for example, this risk would in principle have to be 
allocated to the head office since this permanent establishment of Prima takes on the main 
responsibility, and is in charge of the main decisions, in this respect). In any case this latter 
allocation of profits and losses to the head office and the DAPE must also be in line with the 
arm’s length principle. 
 
14. Agreement with the construction of the profits or losses in Scenario A of Example 5 

under the AOA 
 
Agreed; again, the question is, however, whether “economic ownership” (here, of the ware-
house) can be allocated to the permanent establishment as part of a company which is the 
legal owner. We would prefer to talk about attribution of the warehouse in terms of significant 
people functions. 
 
Moreover, a future revision of 2010 Report on the Allocation of Profits to Permanent Estab-
lishments should consider placing the focus more generally on “people functions” when attrib-
uting assets (as is the case, for example, in the context of attributing assets based on the 
place of use) and risks. 
 
15. Agreement with the conclusion reached in Scenarios B and C of Example 5 under 

the AOA 
 
We agree with the conclusion reached in Scenario C.  
 
However, in relation to Scenario B we have the following comments. We understand that 
warehousing is not the core business of WRU and the warehouse PE operates as a cost cen-
tre. As the employees only perform routine functions on behalf of WRU, there is only a limited 
base for allocating taxable (sales) income to the PE. Further, we think the PE should be allo-
cated a service fee which basically equals the cost of workforce and running expenses. Where 
warehouse operates as a cost centre and only routine functions are performed by its employ-
ees there should be no (additional) fees payable for know-how or services related to inventory 
usage. In this context the provision of know-how etc. are auxiliary means.  
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Therefore, taxpayers should be spared the complex determination of a transfer price for a 
sheer internal provision of auxiliary services.  
 
16. Agreement with the attribution of an investment return where no personnel of the 

non-resident enterprise is operating in the PE 
 
Agreed, since the warehouse is run by a service provider under a service level agreement. 
 
17. Agreement with the streamlined approach in this example (no functions performed 

in the PE); how would you identify the investment return? 
 
Basically yes. Please note, however, that in scenario B and C (to which this question refers) 
the warehouse is run by employees or a service provider on behalf of the non-resident com-
pany in the PE country. From an accounting perspective, the company would have to report 
the remuneration for routine services and the cost of workforce or the fee to Wareco for oper-
ating the warehouse in its P/L. Where the non-resident enterprise would be subject to the ob-
ligation of setting up a financial statement for its PE in Country W, no simplification would arise 
from such streamlined approach for tax purposes. In order to identify the investment return, 
the return on assets of selected leasing companies for property could serve as appropriate 
comparables. 
 
18. Agreement with attributing no profits to the PE where the non-resident enterprise 

has no personnel operating at the fixed place of business PE and significant people 
functions performed by other parties on their own account do not lead to the at-
tributions of assets and risks to the PE 

 
Agreed 
 
19. Any difference in the outcome in the attribution of profits if Wareco were a related 

enterprise 
 
We do not see any difference.  
 
20. Conclusion, if in the applicable tax treaty an approach other than the AOA is ap-

plied; what would be the differences? 
 
If the attribution of profits to permanent establishments followed the Relevant Business Ap-
proach, there would be no people function to advocate the attribution of the warehouse to the 
PE since WRU’s asset is used in Country W. However, immovable property creating a perma-
nent establishment is always attributable to this PE since according to DTC’s the taxing rights 
on immovable property are allocated to the country hosting the permanent establishment. As 
a consequence, we would see no difference. 
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 2 September 2016 
 
 
BUSINESSEUROPE POSITION ON THE PUBLIC DISCUSSION DRAFT ON 
BEPS ACTION 7: ADDITIONAL GUIDANCE ON THE ATTRIBUTION OF 
PROFITS TO PERMANENT ESTABLISHMENTS 
 
 
Through its members, BusinessEurope represents 20 million European small, medium 
and large companies. BusinessEurope’s members are 41 leading industrial and 
employers’ federations from 35 European countries, working together since 1958 to 
achieve growth and competitiveness in Europe.  
 
BusinessEurope is pleased to provide comments prepared by the members of its Tax 
Policy Group, chaired by Krister Andersson, on the OECD Discussion Draft entitled 
“BEPS Action 7: Additional Guidance on the Attribution of Profits to Permanent 
Establishments ” (hereinafter referred to as the Draft).   
 
BusinessEurope fully supports an objective of providing additional guidance and clarity 
on the appropriate methodology that should be applied in determining the profit that 
should be attributed, but is disappointed that the Draft is very restricted in scope and is 
effectively limited to two basic scenarios. Paragraphs 5-13 of the Draft give some 
explanation of why the guidance is being limited to two scenarios, and why there is no 
amendment to guidance on deemed PEs under Article 5(5) and other common PE 
scenarios.  However, the approach taken seems to be overly restricted in addressing 
only DAPEs and warehousing and it would have been preferable for some additional 
guidance to be provided on how the future commentary will address PE profits in the 
light of the other BEPS changes, which are acknowledged in Paragraph 10.However, it 
appears that the objectives set out in Paragraph 11 have not been achieved, as there 
is little reference to the TPG amendments in the examples. BusinessEurope would 
encourage the OECD to add additional examples and provide more comprehensive 
guidance on other scenarios where the Action 7 recommendations result in the creation 
or recognition of PEs under Articles 5(4) and 5(5). 

 
It would also be helpful to understand the intended output of the consultation. There 
are no draft amendments to the commentary to the Model Tax Convention proposed in 
the Draft, and without that context, it is difficult to comment appropriately on the 
proposals. It has been acknowledged that part of the urgency of this work is driven by 
the need to have suitable wording for the Multi-Lateral Instrument (“MLI”) to amend 
existing treaties, or at least commentary on the interpretation of treaties that can be 
included in the MLI.  As the relationship between this draft and the MLI is not clear, it 
would be helpful to have some indication of the timetable for drafting and any 
consultation on the MLI text. 
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The first step in establishing a consensus position would be developing an AOA which 
is internationally consistent and provides legal certainty for the parties involved and 
where the associated compliance burdens do not exceed an administrable level. It is 
clear that the AOA, which introduces the concept of “Significant People Functions” will 
require the preparation of additional documentation (to cover facts not included in the 
Transfer Pricing functional analysis) for taxpayers operating through Permanent 
Establishments (DAPE in this case). The administrative burden and costs that such 
preparation requires will in some cases far exceed any additional taxes derived from 
this complex exercise.  
 
It is apparent from the draft that the Authorised OECD Approach (“AOA”) is not, or at 
least not yet, the standard interpretation of the attribution of profits to PEs. In addition, 
the approach has been specifically rejected by the UN in 2010. It seems that many 
countries remain opposed to the AOA based on its complexity, the unlimited 
recognition of deductible notional expenses and the fact that it is not clear that it 
improves the avoidance of double taxation, which is one of the main objectives of tax 
treaties. The lack of consensus or a common interpretation of article 7 is likely to lead 
to increased double taxation. Countries applying different or asymmetrical approaches 
on the determination of the profit attributable to PE are the main concerns of the 
business community.  
 
BusinessEurope is also concerned that there is a risk that the recommendations that 
will be made on this subject will be of limited use or may have unintended 
consequences when applied to existing double tax treaties that do not use the 2010 
model. We therefore request that the final guidance, including any guidance that forms 
part of the MLI, specifically addresses how treaties that do not include the 2010 model 
article ought to be amended and interpreted following the Action 7 recommended 
changes to PE thresholds, and the other BEPS changes. 
 
In the Dependent Agent Permanent Establishment (“DAPE”) examples, (Examples 1-4) 
fact patterns are selected to illustrate the principles of the guidance, and it is 
understandable why the facts include in Example 2 the statement that : 

“..the Article 9 analysis results in the allocation of risk not to the party 
contractually assuming the risk, but to the party that has control over risk and 
has the financial capacity to assume the risk. This example intends to illustrate 
the impact that such allocation of risk may have for the analysis under the AOA” 
 

However, BusinessEurope is concerned that, because the facts are not further 
elaborated, nor a detailed link to the revised TPG made, that the substitution of an 
alternative allocation of risk and reward to a DAPE is, or could be, seen as a standard 
process that tax administrations could or should follow.  
 
BusinessEurope considers that the order of application of analyses under Articles 9 
and 7 taken in the 5 examples, where the Article 9 analysis is conducted first, is the 
correct one on the assumption that Article 7 is in the 2010 MTC format and the AOA is 
utilised.   
 
The functional and factual analysis performed in the examples seem to be reasonable, 
based on the limited facts made available, but BusinessEurope recommends that any 
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BusinessEurope position on the Public Discussion Draft on BEPS Action 7 – 2 September 2016 

final guidance provides clear direction that the appropriate analysis should be 
performed and assumptions should not be made about the activity or purpose of a PE. 
 
For all of the examples, the question is asked whether there would be a different 
conclusion if the AOA approach was not followed and what the difference would be.  
This question is difficult to answer, as in many cases it would depend on the wording of 
the relevant treaty and the interpretation used in practice by the tax administration of 
the country of the PE, but generally BusinessEurope’s concern is that the country 
where the PE is located would use the method referred to in Article 7(4) of the older 
MTC and apportion some of the profit of the enterprise to the PE.  Particularly in 
example 1 where zero additional profit is attributed to the PE there is a risk that the 
non-AOA approach would attribute a higher profit. 
 
While BusinessEurope recognises that the examples are intended to illustrate 
particular principles, it is recommended that examples in final guidance are expanded 
to give more practical guidance and to set reasonable expectations of the level of 
analysis and detail that would be expected in practical situations.  Paragraph 72 is only 
one example where the statement is made that: “In practice, such compensation is 
likely to be subsumed in the determination of the appropriate profits for Sellco, but for 
the purposes of the example…” it would be of great practical assistance if the final 
guidance made a clear distinction between expectations for practical implementation 
and the explanation of theoretical principles.  
 
BusinessEurope considers that the attribution of zero profit to the PE in example 1 is 
correct. Based on the facts provided and the absence of any significant people 
functions, this is the appropriate answer and it is a positive sign from the OECD that 
this is used as the first example, emphasising a major concern of business that many 
DAPEs created by the changes arising from Action 7 will result in no additional profit 
arising. 
 
Examples 1-4 all show a simplified P&L account for the DAPE where the turnover of 
Prima is shown as sales income of the DAPE.  It is not clear whether the OECD is 
recommending that this should be the expected format of the local reporting for the 
DAPE.  If so, it should be recognised that this could be a significant change from what 
is currently reported, and could create a greater divergence between local GAAP and 
VAT reporting which will require transitional arrangements and additional explanations 
and potential misunderstandings. 
 
BusinessEurope considers that the answer to question 8, relating to example 2, should 
be determined by reference to the revised Chapter I of the TPG if the AOA is followed, 
and using that guidance, the risk should be allocated to the entity that actually 
manages and has the financial capacity to assume the risk.  This may, or may not be 
Prima in the example as the facts only state that Sellco lacks financial capacity to 
assume the risk and there is insufficient information to allocate the risk elsewhere 
within the group.  This may result in a reduction in the fee to Sellco and an adjustment 
to the profit of the DAPE. 
 
In example 4 it is assumed that Sellco  would agree to bear a loss (paragraphs 72 to 
77), but even if Sellco can be considered as sharing the SPF we do not believe that in 
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practice, Sellco would bear a risk of loss greater than its profit opportunity. In addition 
the allocation of the profit/loss between Prima and Sellco is something very difficult to 
objectively determine and BusinessEurope considers that this only creates 
uncertainty.  Furthermore the allocation of remuneration between Prima HQ and Prima 
DAPE described in paragraphs 80-84 seems overly complex and far from the practical 
experience of most international business.  The different interpretation of the SPF for 
the application of article 7 and 9 creates great potential complexity in interpretation and 
we would encourage the OECD to simplify the analysis in the final recommendations. 
 
In the examples relating to warehousing, addressing the attribution of profit to PEs 
which would, before the Action 7 recommendations, have been subject to an exception 
under Article 5(4), the overall conclusion of the three scenarios that the PE is entitled to 
a compensation appropriate to the routine functions performed and an appropriate 
return on the investment in assets is welcomed, reinforcing the existing position that 
limited functions and risks carried out and managed by a PE should receive only a 
reward for those functions and risks and not a share of the enterprise profit. 
 
In principle the streamlined approach is welcome and, if this is to be an approach that 
can be used to limit administrative costs, identifying an investment return based on 
market rates of comparable asset ownership investments, if this is available, should be 
considered.  
 
BusinessEurope would agree that, it is correct that there should be no attribution of profit 
to a PE, using the AOA and the wording and normal interpretation of Article 5(7) if the 
non-resident enterprise has no personnel operating at the fixed place of business PE, in 
the circumstances where any significant people functions are performed by other parties 
on their own account in the jurisdiction of the PE, and the significant people functions 
peformed by those other parties should not lead to the attribution of risks or assets to the 
PE.  
 
BusinessEurope, considers that under scenario C of Example 5, if Wareco were a 
related enterprise, and if it is assumed that the arm's length fee is 110% of its costs, 
there would there be no difference to the outcome of the attribution of profits to the PE 
of WRU  and welcomes the confirmation that a subsidiary or PE that provides a service 
at a fee that is arm's length is not entitled to any additional profit simply because of its 
related party status with another business within the overall enterprise. 
 
BusinessEurope welcomes the confirmation at paragraph 104 that the existence of a 
DAPE for corporation tax purposes may arise even when there are no profits 
attributable to the DAPE, and the recognition that, even where there is no attributable 
profit, there may nonetheless be other local filing requirements and this may give rise 
to other tax liabilities.  The Draft, at paragraph 105, goes on to refer to administratively 
convenient ways of collecting the appropriate amount of tax from DAPEs and therefore 
appears to anticipate that filing will always be required by an MNE where a DAPE 
exists, even where there are no attributable profits.  This would impose an additional 
compliance burden for both tax administrations and tax payers, while also creating 
other filing requirements without any incremental tax liabilities.  As an illustration, in the 
scenarios used in the examples, Prima would, in many cases, have no VAT registration 
in country B, if its sales to customers in that country were exclusively business to 
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business transactions and where a domestic reverse charge mechanism applied.  If 
Prima were then required to register a DAPE and record all its country B turnover 
through that PE as in the examples, BusinessEurope is concerned that this would 
create additional costs for all parties and increased risk of inappropriate VAT 
assessments. 
 
BusinessEurope would suggest that, in addition to investigating whether there may be 
administratively convenient ways of recognising the existence of a DAPE and collecting 
the appropriate amount of tax resulting from the activity of a Dependent Agent 
Enterprise through mechanisms that could ensure additional co-ordination of the 
application of Article 7 and Article 9 to determine the profits of a PE, there should be 
serious consideration to an agreement on de minimis thresholds below which it is 
recognised that the cost to both taxpayer and tax administration of registering, 
reporting and accounting for negligible or zero amounts of tax greatly outweigh the 
amount of taxes that would be collected and the BEPS risk, if any, that could arise from 
these activities. 
 

----- 

94



                                                                                                                                
 

 

 
 
 
 
 

Tax Treaties, Transfer Pricing and Financial Transactions Division   5 September 2016 
OECD/CTPA 

    Submitted by email: TransferPricing@oecd.org@oecd.org 

 

CBI RESPONSE TO THE OECD PUBLIC DISCUSSION DRAFT “ADDITIONAL GUIDANCE ON THE 
ATTRIBUTION OF PROFITS TO PERMANENT ESTABLISHMENTS”  

As the UK’s leading business organisation, the CBI speaks for some 190,000 businesses that together 
employ around a third of the private sector workforce, covering the full spectrum of business interests 
both by sector and by size.   

The CBI has supported the OECD BEPS project since its inception and recognises the need to update 
international tax rules to address base eroding and profit shifting activity.  

We have reviewed the response prepared by BIAC in respect of the OECD discussion draft “Additional 
Guidance on the Attribution of Profits to Permanent Establishments for public review “ and agree with the 
key points and conclusions set out in the BIAC response.  
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Ref: IT 
 
5 September 2016 
 
 
OECD 
2 rue Andre-Pascal 
75775, Paris, Cedex 16 
France 
 
By e mail:  TransferPricing@oecd.org 
 
 
 
Dear Sirs  
 
BEPS Action 7 – Additional Guidance on the Attribution of Profits to Permanent 
Establishments (PEs) 
 
We refer to the Discussion Draft published by the OECD on 4 July 2016 on BEPS 
Action 7 (Additional Guidance on the Attribution of Profits to Permanent 
Establishments) which builds on the work on Action 7 – Preventing the Artificial 
Avoidance of Permanent Establishment Status – and in particular the conclusion that 
additional guidance is required as to how profits should be attributed to PEs. This is 
acknowledged to be a difficult and controversial area.  
 
The CIOT is an educational charity and one of our key aims is to work for a better, 
more efficient tax system for all affected by it.  We strive for a tax system which 
provides greater simplicity and clarity, and also greater certainty for taxpayers. The 
CIOT responded to the OECD consultations on Action 7 published in October 2014 
and May 2015 and continues to support the aims of the OECD to tackle artificial 
avoidance of PE status in the areas identified.   
 
The already announced changes to the definition of a PE significantly lower the 
threshold at which a PE is considered to exist. This is highly likely to result in 
substantially more PEs. Many of these will be low value, non-abusive cases, which 
will nonetheless result in increased administration costs for tax authorities and an 
increased compliance burden for taxpayers. This is a particular concern for 
companies trying to expand in difficult markets. 
 
Most multinationals outside of the financial sector have limited experience of dealing 
with profits attributable to PEs and many tax authorities will also have little 
experience in this area. Taxpayers and tax authorities also have to absorb the 
significant changes to the Transfer Pricing Guidelines (as approved by the OECD 
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Permanent Establishments (PEs): CIOT comments 5 September 2016 

P/tech/subsfinal/IT/2016  2
  

Council in June 2016) implementing BEPS Actions 8-10 which affect the attribution of 
profits discussion. 
 
We are also concerned that the Discussion Draft uses the Authorised OECD 
Approach (AOA) in its analysis of the fact patterns presented in circumstances, when 
this is an approach with which some countries disagree.  
 
We suggest that the OECD should consider proposing a de mimimis monetary 
threshold, for profits and/or sales, below which a company having no physical 
presence in a territory would have a zero profit attribution, even if under the revised 
Article 7 a PE would be created. Alongside a very limited filing requirement, this 
could alleviate the administrative burden on tax authorities and taxpayers. 

We also suggest that if countries wish to adopt the lower threshold of a PE as 
outlined in the Report on Action 7, it should at least be recommended that they 
formally adopt the AOA.     

 
Yours faithfully 
 
 
 
 
 
Joy Svasti-Salee 
Chair, International Tax Committee 

 

 
 
 
 
The Chartered Institute of Taxation 
 
The Chartered Institute of Taxation (CIOT) is the leading professional body in the 
United Kingdom concerned solely with taxation. The CIOT is an educational charity, 
promoting education and study of the administration and practice of taxation. One of 
our key aims is to work for a better, more efficient, tax system for all affected by it – 
taxpayers, their advisers and the authorities. The CIOT’s work covers all aspects of 
taxation, including direct and indirect taxes and duties. Through our Low Incomes 
Tax Reform Group (LITRG), the CIOT has a particular focus on improving the tax 
system, including tax credits and benefits, for the unrepresented taxpayer.  
 
The CIOT draws on our members’ experience in private practice, commerce and 
industry, government and academia to improve tax administration and propose and 
explain how tax policy objectives can most effectively be achieved. We also link to, 
and draw on, similar leading professional tax bodies in other countries.  The CIOT’s 
comments and recommendations on tax issues are made in line with our charitable 
objectives: we are politically neutral in our work. 
 
The CIOT’s 17,600 members have the practising title of ‘Chartered Tax Adviser’ and 
the designatory letters ‘CTA’, to represent the leading tax qualification.   
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1. We would like first to welcome the OECD initiative to consult companies and practitioners 

in the framework of the additional guidance provided on the attribution of Profits to 

Permanent Establishments. We were very interested in reviewing, in light of Action 7 of the 

Action Plan on Base Erosion and Profit Shifting, the “Public Discussion Draft On BEPS 

Action 7 – Additional Guidance on the Attribution of Profits to Permanent Establishments” 

released on 4 July 2016 (further referred to as the “Discussion Draft”). Our observations are 

the following. 

General observations 

2. In order to perform a relevant analysis of the attribution of profits to a permanent 

establishment (“PE”) according to Article 7 of the OECD Model Tax Convention (“MTC”), it 

is necessary to assume that the dependent agent enterprise (“DAE”) is remunerated at arm’s 

length, as per Article 9 of the MTC. We note in this respect that this assumption is 

systematically made for all examples proposed in this Discussion Draft – leaving only the 

question of the application of Article 7 of the MTC. 

3. On the question of how to articulate Articles 7 and 9 of the MTC, we do not believe that the 

order of application of the two articles would have any major impact on the final result. 

Indeed, Articles 7 and 9 of the MTC should be applied following similar rules (i.e. those 

recommended by the OECD Transfer Pricing Guidelines), the only notable difference 

between the two being that the transactions in an Article 9 analysis are generally supported by 

contracts (between two related parties), whereas transactions in an Article 7 analysis are not 

(the transaction being between a company’s head office and its PE). As a result, where an 

Article 9 analysis relies on contracts, an Article 7 analysis focuses on significant people 

functions (“SPFs”). 

4. Furthermore, following the final report on BEPS Actions 8-10, Aligning Transfer Pricing 

Outcomes with Value Creation (and specifically, the section on Guidance for Applying the 

Arm’s Length Principle, Revisions to Section D of Chapter I of the Transfer Pricing 

Guidelines), Article 9 analyses focus significantly more on the actual allocation of functions, 

risks, and means to exercise and control said functions and risks, and may allocate them to a 

party in contradiction with the contractual allocation if the facts justify it
1
. This is very similar 

to the SPF analysis of Article 7. Analyses according to either article should lead to the same 

conclusions, regardless of the order they are performed in. 

5. The core objective of Article 9 of the MTC is to allocate to Sellco the remuneration it 

would have perceived had it not been related to Prima. If Prima had entered into a similar 

transaction with a third party instead of Sellco, that said transaction led to the existence of a 

DAPE and that a tax audit occurred, it would be extremely unlikely that the tax administration 

                                                 

1
 Final report on BEPS Actions 8-10, Aligning Transfer Pricing Outcomes with Value Creation, § 1.98: “If it is 

established in step 4(ii) that the associated enterprise assuming the risk based on steps 1 – 4(i) does not exercise 

control over the risk or does not have the financial capacity to assume the risk, then the risk should be allocated 

to the enterprise exercising control and having the financial capacity to assume the risk.” 
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would reduce the revenue of the independent third party to attribute it to the DAPE. To 

summarize, the fact that the functions that are considered under an Article 9 analysis to 

allocate risks to Sellco and under Article 7 to attribute economic ownership of assets to the 

DAPE should not lead to any profit being taken from Sellco and allocated to the DAPE; any 

profit allocated to the DAPE should come from its principal, Prima. 

Observations on Example 1 

6. We agree with the functional and factual analysis performed in Example 1 under the AOA, 

and with the conclusion that the DAPE should not be attributed any profits or losses. 

Furthermore, we believe the guidance should address the issue of documentation of such 

cases, as well as the issue of whether to file a tax return for such entities. We believe that 

requiring companies to prepare documentation or file a tax return for entities to which no 

profit is attributable creates a significant burden which would interfere seriously with ordinary 

commercial activities and would be contrary to the aims of the Convention. As such, further 

guidance clarifying whether or not tax returns and documentation are necessary when there 

are no profits to be attributed to the PE would be useful. 

7. In general, we agree with the principle that when the DAE does not perform significant 

people functions on behalf of the non-resident enterprise, there should be no profits 

attributable to the DAPE after the payment of an appropriate fee to the DAE under Article 9. 

Moreover, we believe it should be stressed that this is a general principle, i.e. that when the 

Article 9 functional analysis proves that the DAE does not exercise any significant functions 

nor bear any significant risks, it may automatically concluded that there is no profit left to 

attribute to the DAPE. We believe this – in addition to non-documentation of DAPEs to 

which no profit is attributable – would help reduce the administrative burden on companies 

without creating or increasing any risks of profit shifting. 

Observations on Example 2 

8. Example 2 does not make it sufficiently clear whether the goods are physically located in 

country A or in country B.  

 If the assets are physically located in country B, then we agree with the allocation of a 

funding return to the DAPE. 

 If the assets are physically located in country A, however, we disagree with such an 

allocation. Indeed, we do not believe that, in such a context, Article 7 should trump 

Article 9 and lead to the funding of an asset owned and actually located in country A 

to an entity located in country B. 

9. The logical consequences of Sellco not having the financial capacity to assume the 

inventory and credit risks should lead to these risks being attributed to the group company 

which would effectively support the risk if it materialized (in this example, we assume this is 

Prima). It would appear logical that, in the event part of the inventory is lost or damaged, or in 

the event a sale leads to a bad debt loss, and assuming Sellco does not have the financial 
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capacity to deal with these events, Prima would effectively support the costs. It is difficult to 

split the risk between: 

(i) the functions performed by Sellco 

(ii) the legal ownership and financial capacity to bear the risk held by Prima, and 

(iii) economic ownership of the assets by the DAPE. 

For practical reasons, we are of the opinion that the corresponding compensation should be 

attributed to Prima. As a result of this, a funding return should only be attributed to the DAPE 

if Sellco does not have the financial capacity to assume the risks. 

Observations on Example 4 

10. We believe this example is overly complicated, and do not understand the choice of the 

profit split method between Sellco and Prima to begin with. Indeed, the example clearly states 

that Prima bears the credit risk; as such, the profit split method does not seem appropriate 

here. We therefore suggest this example be removed. 

Observations on Example 5 

11. We do not agree with the construction of the examples. The intangibles used are routine 

intangibles, which can be sufficiently remunerated via the Cost Plus Method. This is equally 

true for all three examples.  

* 

12. We thank you for giving us the opportunity to share with you our comments and would be 

pleased to provide you with any additional detail you would be interested in. 

* 

 

For CMS,  

Bruno Gibert: Partner 

Stéphane Gelin: Partner 

Arnaud Le Boulanger: Partner, Chief Economist 

Xavier Daluzeau: Partner 
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The CFE (Confédération Fiscale Européenne) is the umbrella organisation representing the tax profession in 

Europe. Our members are 26 professional organisations from 21 European countries with more than 200,000 

individual members. Our functions are to safeguard the professional interests of tax advisers, to assure the 

quality of tax services provided by tax advisers, to exchange information about national tax laws and 

professional law and to contribute to the coordination of tax law in Europe. 
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PRELIMINARY VERSION 

Introduction 

This Opinion Statement relates to the OECD Discussion Draft “Additional guidance on the attribution 

of profits to permanent establishments”1 released on 4 July 2016 on BEPS Action 7 ("Preventing the 

artificial avoidance of permanent establishment status"). 

Please note that this a preliminary version. The final version of this Opinion Statement will be 

published on the CFE website in the course of the next days or weeks: http://www.cfe-

eutax.org/node/5544. 

 

Statement 

1. The Confédération Fiscale Européenne welcomes any initiative by the OECD to clarify application 

of a complex exercise such as the attribution of profits to permanent establishments as a result 

of the development of Action 7 of the BEPS Action Plan. 

 

2. However, CFE is of the view that the approach of the Discussion Draft is erroneous, as the Draft 

does not shed light on the fundamental issue, which is, in our view, the coordination of the 

Authorised OECD Approach –AOA-, (which has not been accepted in its entirety by all countries), 

with the results of the work on other parts of the BEPS Action Plan dealing with transfer pricing. 

This is recognised in Paragraph 10 and again in Paragraph 103 of the Discussion Draft. Instead of 

looking for general principles that could apply to most situations, the document just focuses on 

two fact-patterns, those of the Dependent agent PE (DAPE) and Warehouses as fixed places of 

businesses. In the case of DAPE four examples are given, three of which look at a situation where 

the DAPE is an already related enterprise and one (example 3) where an employee of the 

company performs selling activities in the country of the associated enterprise. No examples are 

given of cases where the DAPE is neither an associated enterprise nor an employee (i.e. other 

representative, as mentioned in Paragraph 7 of the Draft). Only one example of Warehouse, 

divided into three different scenarios is given but in this case without the extensive quantitative 

analysis given in the case of DAPE. 

 

3. Even if the Discussion Draft is trying to draw some general conclusions from the commentaries to 

the examples, the approach seems wrong, as the examples given contain some contradictions, 

and the questions have been worded to lead in a certain direction. 

 

4. CFE would very much like, however, to participate in the public consultation, as the Permanent 

Establishment issue and the profits attributed to it are a key issue for almost all businesses with 

an international activity. 

 
 

Further comments: 

 

5. The examples do not seem related to the new threshold PE resulting from Action 7 of the BEPS 

action plan. Most of the cases were already a PE previous to the suggested amendment of Article 

                                                           
1
 http://www.oecd.org/tax/transfer-pricing/BEPS-discussion-draft-on-the-attribution-of-profits-to-permanent-

establishments.pdf  
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5 of the OECD Model Convention. Therefore, they can hardly produce clarification for the new PE 

situations but, instead, for older pre-existing ones. 

 

6. The examples mainly focus on the impact of Actions 8-10 on the AOA corresponding to the new 

Article 7 of the OECD Model Convention incorporated in 2010 which, by the way, has had little 

acceptance in treaty negotiations and has been hardly incorporated in treaty practice. There is a 

total lack of clarification of the impact of the new Actions 8-10 on the attribution of profits to PEs 

that result from Article 7 included in the vast majority of tax treaties and in the OECD Model 

Convention versions prior to 2010. 

 

7. Conclusion for example 1 (paragraphs 37,39) is inconsistent by concept. A PE exists to the extent 

that profits ‘can’ be attributed and in the example the PE exists and no profits result in 

attribution to it. If no significant people functions can be identified in a PE situation no PE should 

arise. If a PE exists, on the contrary, the attribution of profits rules should enable some profit to 

be attributable. 
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Confederation of Swedish Enterprise 
Address: SE-114 82 Stockholm   Visitors: Storgatan 19   Phone: +46 (0)8 553 430 00 

www.swedishenterprise.se 
 

Tax Treaties 
Transfer Pricing and Financial Transactions Division 
OECD Centre on Tax 
Policy and Administration 
2, rue André Pascal 
75775 Paris 
France 
 

Submitted by email: TransferPricing@oecd.org  

Confederation of Swedish Enterprise - Comments on the OECD 
Public Discussion Draft entitled: "BEPS Action 7 Additional 
Guidance on the Attribution of Profits to Permanent 
Establishments" 4 July - 5 September 2016 

___________________________________________________________________________________________________________________________________________________ 

 
The Confederation of Swedish Enterprise is Sweden’s largest business federation 
representing 49 member organizations and 60 000 member companies in Sweden, 
equivalent to more than 90 per cent of the private sector.    
 
The Confederation of Swedish Enterprise is pleased to provide comments on the 
OECD Discussion Draft entitled "BEPS Action 7 Additional Guidance on the 
Attribution of Profits to Permanent Establishments" 4 July - 5 September 2016 
(hereinafter referred to as the Draft).   
 
The Confederation of Swedish Enterprise appreciates the efforts by the OECD to 
provide additional guidance on the attribution of profits to permanent establishments 
(PEs). Unfortunately the Draft falls short in some regards and does not deliver the 
level of guidance we had expected. The scope of the Draft is limited to two 
scenarios, namely dependent agent permanent establishments and warehouses. It 
is said that these two scenarios were found to be of particular need of additional 
guidance. While the guidance for these two scenarios are welcomed, we request 
additional guidance on how the commentary will address PE profit allocation in light 
of other BEPS changes.  
 
We also request information on what the output of the consultation will be since 
there are no draft amendments to the commentary to the Model Tax Convention 
proposed in the Draft. In addition, it would be helpful to have some clarity on the 
relationship between this Draft and the work on the Multilateral Instrument.   
 
One issue identified in the Draft that needs additional attention is the lack of support 
for the Authorized OECD Approach (AOA). Since the AOA has been rejected by the 
UN Committee of Experts on International Cooperation in Tax Matters, we are 
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concerned that the recommendations, which are based solely on the application of 
the AOA, will be of limited use in relation to the many treaties that do not include the 
2010 model article 7. The Confederation of Swedish Enterprise would appreciate 
additional guidance on how such treaties ought to be amended and interpreted, 
following the recommended Action 7 changes to PE thresholds as well as other 
BEPS changes.  
 
For all the examples the question is posed whether there would be a different 
conclusion if another approach than the AOA would be applied. This is difficult to 
answer since it depends on the wording in the treaty being applied and how it is 
interpreted by the tax authority in the PE country. However, the Confederation of 
Swedish Enterprise does see a general risk that the country where the PE is located 
would use the older method in article 7(4) and in doing so apportion some of the 
profit to the PE. This concern is most relevant in example 1, where no additional 
profit is attributed to the PE under the AOA. We believe that the attribution of profits 
in example 1 is correct. It is welcomed that example 1 addresses a concern for 
many businesses that DAPEs created by changes by action point 7 will result in no 
additional profit arising.     
 
We find the functional and factual analysis used in the examples to be reasonable. 
We also find that the order of application of the analysis is conducted in a correct 
manner. The analysis under article 9 should be conducted first, provided that article 
7 is in the 2010 MTC format and the AOA is utilized.  
 
The Confederation of Swedish Enterprise welcomes the examples about 
warehousing. The general conclusion from these are that the PE is entitled to a 
remuneration for the routine functions performed and an appropriate return on 
investment in assets. These examples reinforce the position that limited functions 
and risk carried out and managed by a PE should only receive reward for those 
functions and risks.     
 
In order to keep administrative costs down, the streamlined approach is welcomed. 
It does however require that an investment return based on market rates of 
comparable asset ownership investments is available.  
 
The Confederation of Swedish Enterprise agrees that if the non-resident enterprise 
does not have any personnel operation in the country where the PE is established, 
and the significant people functions are performed by other parties, then those 
people functions should not lead to attribution of risk or assets to the PE.   
 
We believe that a de minimis threshold should be carefully considered, below which 
it is recognized that the cost to both taxpayer and tax administration of registering, 
reporting and accounting for negligible or zero amounts of tax greatly outweigh the 
amount of taxes that would be collected and the BEPS risk, if any, that could arise 
from these activities.  
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On behalf of the Confederation of Swedish Enterprise  
 
 
September 1, 2016 

 
Krister Andersson 
Head of the Tax Policy Department  
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Commentary on the BEPS Public Discussion Draft containing Additional Guidance 
on the Attribution of Profits to Permanent Establishments (Action 7) 

Andrew Cousins, Richard Newby; Duff & Phelps Ltd.1 

We welcome the opportunity to comment on the OECD’s discussion draft containing 
additional guidance on the attribution of profits to permanent establishments, issued 4 
July 2016.  In our response we have followed the numbering of the questions in the 
discussion draft.  

Question 1: Commentators are invited to express their views on whether the order 

in which the analyses are applied under Article 9 of the MTC and Article 7 of the 

MTC can affect the outcome, and what guidance should be provided on the order of 

application. 

There seems no technical reason why the order of performing the analyses under Article 
9 and Article 7 should affect the outcome, so long as the principles outlined and the facts 
are applied consistently under each analysis. 

Practically however, to the extent that the calculation of the arm's length profit of the DAE 
feeds into the analysis of the DAPE to determine the arm's length fee deductible in the 
DAPE regarding the function of the DAE, it would appear more efficient to perform the 
Article 9 analysis before performing the profit attribution analysis to the DAPE under 
Article 7.  

Question 2: Do you agree with the functional and factual analysis performed in 

Example 1 under the AOA? 

The functional and factual analysis performed under the AOA is as defined in the 2010 
paper. The Discussion Draft does not change this but rather applies the existing AOA in 
the context of the new guidance in the OECD Guidelines, in particular the new guidance 

                                                      

1 The opinions and views expressed in this letter are those of the authors and not necessarily those 
of Duff & Phelps or its clients. 
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on risk. The functional and factual analysis in Example 1 appears consistent with the 
approach adopted in the 2010 paper. 

Question 3: Do you agree with the construction of the profits or losses of the DAPE 

in Example 1 under the AOA? 

We agree that there should be no additional profit attributed to the DAPE where there are 
no significant people functions (SPFs) in Sellco relevant to the assumption of risks or the 
attribution of assets to the DAPE.   

Question 4: What would be the conclusion if, because of the wording of Article 7 in 

the applicable tax treaty, an approach other than the AOA applied? If the 

conclusion is different, what would be the differences? 

This question does not lend itself to consideration in the abstract. Reference to the 
wording of the specific tax treaty and the differences from the OECD Model Tax Treaty 
are required to assess what differences in conclusion may result compared with the AOA. 

Question 5: In the types of cases illustrated by Example 1, is it appropriate to 

conclude that, where under the functional and factual analysis under Article 7, the 

dependent agent enterprise does not perform significant people functions on 

behalf of the non-resident enterprise, there will be no profits attributable to the 

DAPE after the payment of an appropriate fee to the DAE under Article 9? 

Logically, if under the AOA SPFs are the determining factor for attribution of risks and 
assets and therefore capital, when there are no SPFs relevant to the assumption of risks 
or the attribution of economic ownership of assets, there are no risks or assets 
attributable and therefore no capital or profit. 

To avoid creating an unnecessary compliance burden on multinationals it may be worth 
clarifying that where there are no relevant assets or risks attributable to the DAPE based 
on SPFs performed by the DAE on behalf of the non-resident enterprise and appropriate 
profit has been allocated under Article 9 there is no need for a DAPE profit attribution 
analysis.  

Question 6: Do commentators agree with the construction of the profits or losses 

of the DAPE in Example 2 under the AOA? 

We agree with the construction of profits/losses in Example 2. 

Question 7: What would be the conclusion if, because of the wording of Article 7 in 

the applicable tax treaty, an approach other than the AOA applied? If the 

conclusion is different, what would be the differences? 

We refer to our response to Question 4 above. 
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Question 8: In your opinion, what would be the consequences if, in the example, 

Sellco does not have the financial capacity to assume the inventory and credit 

risks? In that case, to which party would you allocate those risks? How would it 

affect the fee payable to Sellco and the profits to be attributed to the DAPE? 

This is a transfer pricing issue so the funding return will need to be adjusted to reflect the 
fact that Sellco does not have the financial capacity to assume the risk. In addition to the 
inventory funding return to Prima, Sellco would pay an additional fee to compensate 
Prima for retaining additional capital as a safeguard against further risks arising.  

Presumably the SPFs still require the attribution of risks to the DAPE, if the SPFs remain 
the same. The attribution of capital to the DAPE would therefore follow from this.  Under 
the Article 9 analysis the fee payable to Sellco would reduce, leaving more profit 
attributable to the DAPE under the Article 7 analysis. 

Question 9: What are your views on the fact that in Example 2 the same functions 

that are considered under the Article 9 analysis to allocate risks to Sellco, are also 

taken into account, under Article 7, as the SPF that result in the attribution of 

economic ownership of assets to the DAPE? What is your opinion about the fact 

that, in this example, the inventory and credit risks are allocated to Sellco under 

Article 9 and the economic ownership of inventory and receivables are attributed to 

the DAPE? Does your reading of the current guidance of the 2010 Attribution of 

Profits Report, and in particular with paragraphs 230 to 245, support the 

conclusions of the Example? 

Following the principles of the AOA to their logical end, it is hard to see what other 
conclusion could be reached. The 2010 paper is the first to recognise that the hypothesis 
by which a PE is treated as a functionally separate and independent enterprise is a mere 
fiction. 

Question 10: Do commentators agree with the construction of the profits or losses 

of the DAPE in Example 3 under the AOA? 

We agree with the construction of profits/losses in Example 3. 

Question 11: What would be the conclusion if, because of the wording of Article 7 

in the applicable tax treaty, an approach other than the AOA applied? If the 

conclusion is different, what would be the differences? 

We refer to our response to Question 4 above. 

Question 12: Do commentators agree with the construction of the profits or losses 

of the DAPE in Example 4 under the AOA? 

We agree with the construction of profits/losses in Example 4. 

110



  [Company]  

   6 September 2016 

  Page 4 of 5 

 

 

Question 13: Do commentators agree that the profits or losses in the DAPE over 

and above the fee payable to Sellco arise because the contractual allocation of risk 

to Prima is respected under Article 9, and is not shared with Sellco, whereas under 

Article 7 the risk is partly attributed to Prima's Head Office and partly to the DAPE 

of Prima? In other words, the difference arises from differences between allocation 

of risk between two separate enterprises and attribution of risk within the same 

enterprise? 

We agree with the statement. 

Question 14: Do commentators agree with the construction of the profits or losses 

of the PE in Scenario A of Example 5 under the AOA? 

We agree with the construction of profits/losses in Example 5.  

Question 15: Do commentators agree with the conclusion reached in Scenarios B 

and C of Example 5 under the AOA? 

We agree with the conclusions reached in Scenarios B and C. 

Question 16: In particular, do you agree that there can be an investment return on 

the asset or assets creating or being part of the PE when there are no personnel of 

the non-resident enterprise operating in the PE? 

Under the AOA, yes, there can be such an investment return. 

Question 17: Do you agree with the streamlined approach proposed in this example 

for cases where there are no functions performed in the PE apart from the 

economic ownership of the asset, i.e. attribute profits to the PE commensurate with 

investment in that asset (taking into account appropriate funding costs and the 

compensation payable for investment advice)? How would you identify the 

investment return? 

Yes; no doubt some form of benchmarking would be available for the investment return. 

Question 18: Do you agree that if the non-resident enterprise has no personnel 

operating at the fixed place of business PE, then significant people functions 

performed by other parties on their own account in the jurisdiction of the PE do not 

lead to the attribution of risks or assets to the PE, and no profits would be 

attributable to the PE? If not, please explain the reasons for taking a different view. 

We agree with the analysis. 

Question 19: Under Scenario C, if Wareco were a related enterprise, and if it is 

assumed that the arm's length fee is 110% of its costs, would there be any 

difference to the outcome of the attribution of profits to the PE of WRU? 
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It appears to us that there would be no difference in outcome. 

Question 20: What would be the conclusion if, because of the wording of Article 7 

in the applicable tax treaty, an approach other than the AOA applied? If the 

conclusion is different, what would be the differences? 

We refer to our response to Question 4 above. 

Question 21: Do commentators have suggestions for mechanisms to provide 

additional co-ordination for the application of Article 7 and Article 9 of the MTC to 

determine the profits of a PE, taking into account the considerations expressed 

above? 

The performance of a separate Article 7 and Article 9 analysis in the case of each PE is 
burdensome and complete convergence of the two analyses based on the arm’s length 
principle would be desirable, so as to avoid the need for duplicative and sometimes 
contrary analysis in respect of a single relationship. 

  

Andrew Cousins    Richard Newby 
Director, Transfer Pricing   Managing Director, Transfer Pricing 
Duff and Phelps    Duff and Phelps 
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Prof. Dr. Eleonore Ronge     Wiesbaden, September 4th, 2016 

c/o Hochschule Rhein-Main 

Bleichstr. 44 

65183 Wiesbaden 

 

 

OECD/CTPA 

Tax Treaties, Transfer Pricing and Financial Transactions Division 

 

Re : Public Discussion Draft  BEPS ACTION 7  - Additional guidance in the Attribution of Profits to 

Permanent Establishments 

Dear Madam, 

Dear Sir, 

In the following I would like to comment on the questions raised in the Public Discussion Draft in the 

order mentioned therein. 

Ad question 1 

In some of the cases the Discussion Draft describes Art 9 and Art 7 apply because an associated 

enterprise constitutes a PE for the non-resident enterprise in the other contractual state.  If in these 

cases transfer pricing issues arise in order to determine profits and losses of the PE Art 9 must apply 

first for logical reasons.  This relates, however, only to the determination of the appropriate transfer 

price(s). It does, in my opinion, not imply that the analysis under Art 7 must necessarily adopt other 

conclusions of an analysis under Art 9 like e.g. the allocations of assets and risks. In this  Art 7 and the 

analysis following its principles should prevail over Art 9. 

Ad question 2  

Example 1 seems to be contradictory because the specified activities performed by Sellco for Prima 

can constitute either an independent or a dependent representative under Art 5. Assuming a PE in 

this case seems - at least from a German prospective - doubtful. Nonetheless, if according to the 

facts a PE is assumed, there is in my opinion no room for an analysis according to Art 9 which would 

require transactions between two related companies i.e. an independent agency and no PE. 

Therefore, only an analysis under Art 7 should be applicable. 

The other question is whether a PE needs own personnel or Sellco ´s personnel acting performing 

sales functions for Prima is sufficient. If the latter alternative applies, at least the customer base in 

Country B should be allocated to the PE as Sellco provides in this respect significant people functions. 

It is, therefore, inconsistent that there are no risks or assets attributable to the PE. Accordingly, it 

seems adequate to allocate profit to the PE. On the other hand, I do not think that the „sales 
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commission” to be paid to Sellco should include a share in the profit but a mere refund of costs 

incurred. Otherwise, and as the example shows clearly, the  difference between a PE and an 

independent agency tends to disappear. 

Ad question 3 

See answer to question 2 above. 

Ad question 4  

Under the regulations existing prior to the implementation of the AOA the results should not differ 

substantially. 

Ad question 5  

If at all a PE exists in the case described in the Discussion Draft it will be, as explained above, not 

appropriate to allocate no profit to it. Sellco performs significant people functions in behalf of Prima 

which must be allocated to the PE, in particular, a customer base in Country B. Accordingly, there 

must be a profit share. 

Ad question 6  

I doubt whether it is possible to allocate the inventory risk to Sellco and keep the title in the goods 

with Prima as this risk is linked to the legal/economic ownership in the inventory. If the inventory risk 

is transferred to Sellco the economic ownership in the inventory should pass to Sellco 

simultaneously. Sellco´s financial capacity is irrelevant. 

As regards the credit risk, the risk reflects the possibility that the customer does not pay the 

outstanding purchase price. This risk is in my opinion inevitably borne by the legal owner of the 

underlying receivable and cannot be transferred separately. Sellco´s activities may have an influence 

on the possibility to collect the receivables but this is not sufficient to transfer the credit risk which 

remains with Prima. 

Ad question 7 

No differences to be expected. 

Ad question 8  

There are no consequences to be expected as the financial capacity has no influence on the result. 

Both risks have to be attributed to Prima anyhow, see answer to question 6. Sellco has in my opinion 

no share in the profit and is merely refunded costs incurred with respect to its activities on behalf of 

Prima. 

Ad question 9  

As already explained I find it difficult to apply Art 7 and Art 9 to transactions simultaneously because 

it contradicts the system of Art 5 of the Model Convention. The inventory risk and the credit risk are 

initially with Prima as a result of legal ownership. In addition, I miss an explanation on how the 

economic ownership is transferred to Sellco, respectively to the PE, in the example and possible tax 

effects of such a transfer.   
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As regards the funding return allocated to the PE there is no necessity for it. Furthermore, said 

funding return does not correspond to annot. 235 et seq. of the 2010 Attribution of Profits Report. 

The Report does not provide for such a payment but merely deals with the allocation of free capital 

to a PE. There is no unfortunately no indication in the Discussion Draft on how Prima is funded. 

Ad question 10 

I agree with the conclusions. 

Ad question 11  

In comparison with older German DTC the result would be most likely similar. 

Ad question 12  

I do not agree with the construction of profits or losses of the PE for the reasons explained in the 

answers to questions 6 to 9 above.  

Ad question 13  

The reason lies indeed in the allocation of risk between two separate entities in comparison to the 

allocation of risk within the same entity. The result of the Discussion Draft is not convincing because 

under the arm´s length principle the taxable profit should not depend upon whether or not a related 

person is involved in business transactions. 

Ad question14  

In essence, I agree with the construction of profits and losses of the PE. 

Ad question 15 

Scenario C is a critical case of a PE. It is doubtful whether it should be treated as a PE at all. In any 

case, under German tax law there is no provision dealing with hypothetical „investment income“  in 

connection with real estate which is owned and used by the enterprise itself. There is of course a 

difference comparing ownership of real estate with a tenancy. The financial effect is, however, not 

calculated separately but indirectly part of the overall profit of the entity. 1  

Ad question 16  

Generally speaking, it seems to me that PE without own personnel do not generate substantial profit. 

This is in line with the AOA which allocates profits according to significant people functions. 

Therefore, I feel that, as a rule, own personnel in the PE state should be a requirement for a PE. 

 

 

Ad question 17  

                                                           
1
 Wassermeyer, Doppelbesteuerungsabkommen, Art 6 OECD-MA, annot.97. 
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I do not agree with the Discussion Draft in this respect because it tends to expand the definition of a 

PE to a simple investment in the other contractual state. Germany does not provide for a taxation of 

such hypothetical income at all, there is merely an indirect effect on the overall profit of the 

enterprise. Thus, hypothetical income of this sort can hardly be the basis of taxation. The more so, 

since the complexity of such calculations for the taxpayer and the tax administration will exceed by 

far any positive effects on tax revenues. 

Ad question 18  

As already mentioned, I think that own personnel should be a requirement for the assumption of a 

PE.  In addition, there is hardly a reason for assuming a PE if no profit can be allocated to it.  

If, contrarily to that, significant people functions performed by another party were allocated to a PE, 

it would be consistent to attribute risks and assets to it. There may be compensations/refunds to be 

paid to the other party with respect to costs incurred or services rendered but the profit of the PE 

can then not be nil.  

Ad question 19 

Under the arm´s length principle there should be no difference. 

Ad question 20  

The requirement of own personnel for a PE in the other contractual state was already discussed 

under former versions of the OECD Model Convention and prior to the implementation of the AOA.  

Under older DTC there would of course be no allocation of hypothetical investment income for the 

warehouse. Most likely the profit allocated to the PE would be small or nil in case no own personnel 

is employed by the PE. 

 Ad question 21  

It may be useful to provide for a priority of Art 7 over Art 9 in case of diverging results of profit 

allocation to a PE. Further, it may be useful to provide for arbitration proceedings in case of deviating 

results of profit allocation in the contractual states. 

Yours sincerely, 

Prof. Dr. Eleonore Ronge 
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Submitted by email to: TransferPricing@oecd.org 
 
 

Brussels, 5 September 2016 
 
Dear Mr VanderWolk, 
 
EBIT is grateful for this opportunity to comment on the OECD Public Discussion Draft on 
BEPS Action 7: Additional Guidance on the Attribution of Profits to Permanent 
Establishments (the “Discussion Draft”) dated 5 July 2016.  
 
EBIT has a number of general concerns with the Discussion Draft which are set out below. 
 
● EBIT welcomes the recognition in the Discussion Draft that there may be PEs, especially 

under the lower thresholds recommended in Action 7, to which little or no profit should 
be attributed.  
 

● There has been to date little consistency of approach by tax authorities in relation to 
attribution of profit.  There are different interpretations of the authorised OECD 
approach (AOA) and many authorities adopt methods which could not be described as 
falling within the AOA.  Additional clarity in the AOA and greater and more consistent 
adoption by tax authorities would ease the compliance burden considerably.  Where tax 
authorities do not follow the AOA, fees for intangibles like know-how and software might 
not be deductible in the PE and that no margin would typically be allowed on fees for 
services to the PE.   
 

● The processes for assessing transfer prices under Article 9 and PE profit attribution 
under Article 7 would be more greatly coordinated in the case of a dependent agent PE 
(DAPE) if the compliance activities of the agent and the PE were either handled by the 
same tax authority compliance officer/ team or there were active collaboration between 
respective officers/ teams resulting, where necessary, in a single tax audit.  EBIT has 
experienced separate enquiries and audits being carried out by different officers/ teams 
putting forward conflicting arguments. In one case a transfer pricing audit of a 
subsidiary providing local marketing and support services to its head office concluded 
that the service fee was not arm’s length. Additional income was subsequently attributed 
to the subsidiary by the Tax Officer. Independent of the transfer pricing audit the Tax 
Authority deemed the subsidiary to constitute a DAPE of the head office and apportioned 
some of the profits on local sales derived by head office to the DAPE. As the two audits 
were carried out in isolation, profit apportionment to the DAPE gave no consideration to 
the additional service fee income apportioned to the subsidiary following the transfer 
pricing audit. This resulted in the same profits being taxed twice in the subsidiary 
country with no permitted credit in the head office’s country of residence.   

 
● We do generally agree that the Article 9 analysis should be carried out first and then the 

Article 7 analysis should follow, but in practical terms this has not always taken place. 
That is also vital to the proper operation of intra-country transfer pricing arrangements 
and transactional taxes like VAT as well as cross-border withholding taxes. 
 

● Having a PE with a zero profit attribution is not the same as not having a PE. It can, for 
example, mean we that companies would need to sort out payroll withholding from day 
one for business visitors, and in some territories there would be a presumption that a 
fixed establishment for VAT or other taxes had been created. Therefore, we would urge 
the OECD to discourage territories from speculatively claiming the existence of a PE 
where the ultimate analysis is likely to lead to a low or zero profit attribution to the PE.   
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As the OECD recognises elsewhere, the recording and reporting of the activities of a PE 
creates administrative cost for both MNEs and tax administrations: this is particularly 
burdensome where the profit attributable to the PE is zero or very small.  Consideration 
should therefore be given to establishing a de minimis threshold below which the activity 
of a PE would not need to be reported, and the related administrative burdens and 
exposure to other taxes and reporting obligations avoided. 

 
● This is particularly important where a PE would not have arisen but for a broad 

interpretation of the new anti-fragmentation rules. For example, new paragraph 22.3 of 
the commentary on Article 5 (as set out in the 2015 Final Report on Action 7) gives the 
example of an independent logistics company in State S, operating a warehouse in which 
it maintains a stock of goods belonging to an enterprise of State R. The commentary 
states that in some circumstances the enterprise of State R may have a sufficient level of 
access to the building for the purposes of inspection that this constitutes a fixed place of 
business of that enterprise. That right of inspection may be required for regulatory 
reasons. In most commercial situations – particularly where facts differ from the online 
retailer example in new paragraph 22 - the enterprise of State R could analyse those 
activities as preparatory or auxiliary, such that subparagraph 4(b) of Article 5 exempts it 
from PE status. However, Example B of new paragraph 30.4 of the Commentary appears 
to state that if a subsidiary of RCo is distributing products in State S, and taking delivery 
from the warehouse, then the exceptions of paragraph 4 cannot apply – and a PE exists 
regardless of how minimal the activities are. This seems to apply even in the present case 
where (unlike in paragraph 30.4) RCo does not own or operate the warehouse. The 
Discussion Draft suggests – rightly in our view – that zero profit would be allocated to 
that PE. This is by analogy to Scenario C,  where a return commensurate with economic 
ownership of the warehouse is contemplated, noting that in the present case the 
warehouse is not owned by RCo. Regardless of this, however, PE obligations would have 
been created.    
 

● The practical implications of setting up a branch outside the territory of residence of the 
head office, which may be mandatory in the overseas territory when a PE is created, 
should not be underestimated. Registration and filing/ reporting requirements are often 
quite extensive. In the case of a dependent agent PE (DAPE), the position could be 
greatly simplified if the dependent agent were able to fulfil these administrative 
requirements on behalf of the PE and in the course of its own tax compliance. The 
information could then be shared with the head office’s tax authority under the relevant 
treaty or tax information exchange agreement, etc. 

 
More specifically in relation to the five examples included in the Discussion Draft: 
 
● It is important to note that the overly simplistic ‘binary’ examples set out in the 

Discussion Draft do not reflect the reality of what EBIT members have experienced. 
Many situations are far more complex, with an entity potentially have a large number of 
PEs and a particular dealing constituting a PE of more than one entity. 
 

● A clear distinction should be made in the case of different kinds of warehousing.  Many 
businesses will need to use warehouses for a range of purposes relating to a wide variety 
of inventory risk issues.  Where a warehouse does in these circumstances constitute a PE 
(or contribute to the recognition of an operation as a PE) under the revised thresholds, it 
is a very different profit attribution scenario from that applicable to the type of online 
retailer often referred to in relation to the ‘preparatory and auxiliary’ versus core activity 
dispute. As in Example 1 were there to be a warehouse in Country B, the value 
attributable to warehousing for businesses other than online retailers would tend to be 
considerably lower (the position is further considered in Example 5). 
 

● Further, Example 1 illustrates the recognition of a balancing figure for costs where sales 
revenue is allocated to the DAPE. This is the only way to arrive at the appropriate 
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attribution of profit for the DAPE, but is a problem that we have experienced with some 
tax authorities which don’t have a concept of using such a balancing figure (preferring an 
allocation of local source income minus deductible expenses). 
 

● Example 2 illustrates the situation in which an associated person acts on behalf of the 
non-resident enterprise and performs control functions related to risks contractually 
assumed by the non-resident enterprise. We would not generally expect an associated 
sales agent to control many functions without oversight on a regional or global basis. 
 

● In Example 3, the non-resident enterprise acting as a principal sends an employee to the 
host country to perform activities that give rise to a DAPE. We find it a reasonable 
illustration of the situation in which the functional and factual analysis might attribute to 
the DAPE: inventory risk and receivables risk (significant people functions or SPFs 
performed by the employee), economic ownership of the company vehicle used (place of 
use and paragraph 75 of the 2010 Attribution of Profits Report) and capital to fund the 
risks and assets attributed to the DAPE.  
 

● In Example 4, both the dependent agent and the head office have capacity to decide 
credit terms with customers and both actually perform the decision-making functions. 
The agent actively manages the recovery of customer receivables resulting from the 
decisions to extend credit, but significant decisions on account management are taken by 
head office (which contractually bears the bad debt risk, exercises control over the risk 
and has the financial capacity to assume the risk). On a functional analysis the 
attribution of risks and economic ownership of assets to the DAPE based on the SPFs 
undertaken by the agent on behalf of the head office (but also the head office itself) 
includes a proportion of the decisions that lead to the assumption of credit risk together 
with economic ownership of receivables. That is, in the context of the Article 7 analysis, 
there are considered to be split SPFs and so there is then a split of return on the 
receivables and then also on the fees paid. We believe that splitting SPFs can lead to 
significant complexity. 

 
● Example 5 distinguishes the functioning of a warehouse in which scenarios B and C are 

most relevant to EBIT (Scenario A relating to ownership of inventory by customers). In 
Scenario B, in which the agent’s employees operate the warehouse, a small return on 
inventory may be appropriate as noted above but additional clarity would be welcome to 
confirm that it is not assumed that there would be any allocation of customer revenues to 
the DAPE (a service fee would be more likely). In Scenario C, where the operation of the 
warehouse is carried out by a third party, if there is a DAPE it has no people and the 
profit attributable is likely to be zero on the basis of a risk free return and payment for 
funding costs and investment management services. 

 
EBIT trusts that the above comments are helpful and will be taken into account by the OECD 
in finalising its work in this important area. EBIT is committed to constructive dialogue with 
the OECD and is always happy to discuss. 
 
Yours sincerely,  

European Business Initiative on Taxation – September 2016 
 
For further information on EBIT, please contact its Secretariat via Bob van der Made, 
Telephone: + 31 6 130 96 296; Email: bob.van.der.made@nl.pwc.com).  
 
 
Disclaimer / Copyright: This document contains the collective views of the EBIT business working group and is 
provided to you courtesy of EBIT. PwC acts as EBIT’s secretariat but PwC is not a Member of EBIT. Nothing in this 
document can be construed as an opinion or point of view of any individual member of EBIT or of PwC. Any 
reproduction, in part or in total, of this document, in any form whatsoever, is subject to prior written authorisation of 
EBIT. Such authorisation can be obtained by EBIT’s Secretariat via: bob.van.der.made@nl.pwc.com. EBIT Joint EU 
Transparency Register number: 26231733692-35. For more info on EBIT, please see: www.ebit-businesstax.com/ 
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Tax Treaties, Transfer Pricing and Financial Transactions Division 

Centre for Tax Policy and Administration 

Organisation for Economic Cooperation and Development 

By email 

PROPOSED ADDITIONAL GUIDANCE ON THE ATTRIBUTION OF PROFITS TO 
PERMANENT ESTABLISHMENTS 

4 September 2016 

 

Dear Sir / Madam, 

 

By means of this letter, EY would like to share its comments on the public discussion draft on “BEPS 

Action 7: Additional Guidance on the Attribution of Profits to Permanent Establishments” (the 

Discussion Draft) as released by the OECD on 4 July 2016. We appreciate the opportunity to provide 

comments and to contribute to the public consultation and discussions regarding the guidance on 

the attribution of profits to permanent establishments (PEs). This letter presents the collective view 

of EY’s global international tax network. 

 

Our comments with respect to the Discussion Draft are structured two-fold. First, we provide our 

overarching comments to the Discussion Draft which we consider to be relevant in addressing issues 

that are not covered by the specific questions raised to the public commentators, as well as to frame 

an accurate response to those questions regarding the profit attribution to PEs under the fact 

patterns and examples provided in the Discussion Draft. The second section contains our responses 

to the specific questions raised by the Discussion Draft in connection with the examples provided.  
 
We emphasize  our concerns detailed below about a proliferation of PEs with limited to no profit 
attributed to them. This will create a major compliance burden for both multinational taxpayers and 
tax administrations, while increasing the risk of double taxation. This effect (whether intended or 
not) clearly goes beyond the potential base erosion and profit shifting (BEPS) activities that are the 
focus of the OECD’s BEPS project and creates additional burdens on both the taxpayer and tax 
administration with no corresponding benefit for either party. 

  

If you have comments or questions, please feel free to contact any of the following: 

 

Ronald van den Brekel +31 88 407 9016  ronald.van.den.brekel@nl.ey.com 

Gary J Mills +44 20 79511608  gmills@uk.ey.com 

Thomas Ebertz +49 22 1277924783  thomas.ebertz@de.ey.com 

Ai-Leen Tan  +41 58 2864229  ai-leen.tan@ch.ey.com 

Jose A Bustos  +1 212 7739584  joseantonio.bustos@ey.com 

Craig A Sharon +1 202 3277095  craig.sharon@ey.com 

Victor Bartels +31 88 407  1378  victor.bartels@nl.ey.com 

Hesham Al Khamis +31 88 407 9124  hesham.alkhamis@nl.ey.com 

 

Yours Sincerely, 

On behalf of EY 

 

John Hobster / Ronald van den Brekel
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1. General comments to the Discussion Draft 
 

Zero-profit PEs 

 

It is expected that the lowered PE threshold of Article 5 of the Model Tax Convention (MTC) will 

result in an increase in situations where a taxpayer may have created a PE. The Discussion Draft 

recognizes that in some cases a taxpayer may have a so called “zero- profit” PE i.e. a PE where no 

profits are attributed to because there are no significant people functions performed by the PE. 

Further, the Discussion Draft acknowledges the additional compliance burden on the taxpayer that 

will result from the increased number of PEs, as well as the fact that other tax liabilities could also 

arise in connection with the creation of a zero-profit PE. This increased compliance burden is not 

only limited to the taxpayer, but also creates additional resource constraints on tax administrations 

that have to deal with the increased administrative burden in return for little or no additional taxable 

profits.   

 

Clearly, such an outcome benefits neither the taxpayer nor tax administrations. As such, we urge 

the OECD to consider a pragmatic approach for dealing with zero-profit PEs. One possibility would 

be to provide an exemption to the creation of a PE if it is clear that no profit would be attributable to 

such PE under Article 7 of the MTC. In other words, a zero-profit PE should not be considered a PE, 

and therefore not trigger any filing or other administrative requirements. If this matter will not be 

solved by a further modification to Article 5 of the MTC, we urge the OECD to encourage tax 

administrations to address this by allowing an exemption for zero-profit PEs unilaterally through 

their domestic tax legislation. Such an action does not contradict the focus of the OECD’s overall 

BEPS project and would reduce the barrier on cross-border trade and investment created by the 

lowered threshold for the recognition of PEs under Article 5 of the MTC. 

 

We support the guiding principle that the allocation of profits to PEs should be based on people 

functions only. From a policy perspective, no profit should be attributed to a PE without people 

functions and therefore these situations should be exempted from PE status to prevent the 

proliferation of zero-profit PEs that do not benefit the taxpayer or the tax administration.  

 

Coordinated application of Article 7 and Article 9 of the MTC 

 

We are concerned about the possible negative side effects in the form of double taxation that may 

arise if a tax administration may disagree, or arrive at a different conclusion, when applying a 

singular analysis under either Article 7 or Article 9 of the MTC without considering the overall 

outcome that would result if an analysis under Article 7 and Article 9 of the MTC is performed in 

parallel, e.g. when a tax administration adjusts the profit of an dependent agent entity (DAE) 

without adjusting the profit of the dependent agent PE (DAPE).  

 

Therefore we recommend further guidance be provided to tax administrations to ensure that a 

coordinated application of the analyses under both Article 7 and Article 9 of the MTC must be 

performed when examining a DAPE or DAE. Furthermore, taxpayers should be guaranteed access to 

dispute resolution mechanisms available and that access should not be restricted for reasons such 

as a reversal of burden of proof, or incorrect corporate income tax filing claims that may arise from 

a disagreement as to how Article 7 or Article 9 of the MTC have been applied. 
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Pre-2010 Article 7 of the MTC 

 

The Discussion Draft asked what would be the conclusion if a profit attribution approach other than 

the 2010 Authorized OECD Approach (AOA) is applied. We have understood this to mean the OECD 

approach used pre-2010. As the OECD itself acknowledges that few countries have adopted the 

2010 version and are unlikely to adopt the 2010 version in the future, we believe it is very 

important for the OECD to provide concrete guidance on situations where countries apply pre-2010 

versions of Article 7, including but not limited to clarifying the application of the 2008 version of 

the AOA to pre-2010 versions of Article 7. 

 

Clarification on the goal of the Discussion Draft 

 

It is not entirely clear whether the guidance in the Discussion Draft will be included in further 

commentary to Article 7 of the 2010 MTC, or whether the guidance in the Discussion Draft will be 

incorporated in a future update to the OECD’s 2010 Attribution of Profits Report. As such, 

clarification on this point would be helpful.  

 

Use of examples 

 

Although the use of various examples throughout the Discussion Draft is very useful in illustrating 

how profits should be attributed to DAPEs and fixed place of business PEs, additional guidance 

ought to be provided as well for other PEs not covered by the Discussion Draft. In particular 

examples illustrating how profits should be attributed to: 

• PEs created by the application of the new “anti-fragmentation rule”; 

• DAPEs that provide services under ongoing contracts. In particular, should profits be 

attributed for periods following the period that the initial DAPE was created? The OECD 

should clarify the approach over the period of the service provision and whether the DAPE 

may deemed to have ceased to exist after the initial recognition criteria for the DAPE have 

been met; and 

• DAPEs created by an entity that centrally performs activities on behalf of multiple local 

entities. The current Discussion Draft focuses on a local sales entity (SellCo) acting on 

behalf of a central entity (Prima) and thereby creating a DAPE of the central entity. 

However, multinationals today are also characterized by global organizational structures 

whereby certain activities are performed centrally on behalf of a number of local entities. 

Procurement and key account management are classical examples. Since under the new 

Article 5 those activities may potentially create DAPEs of the local entities in the country 

where the central activity happens, it would be helpful to have an example in the Discussion 

Draft. 

 

Clarification on how the internal dealings were characterized is required, specifically for those 

examples relating to DAPEs. In Example 1, the construction of the profit and loss statements seems 

to presume that the dealing between the DAPE and the head-office is that of a buy-sell transaction 

as the sales in Country B were attributed to the DAPE. However, the facts of Example 1 are such 

that the dealing between the DAPE and head-office could also be seen as the provision of sales 

agent services. Example 1 contains no explanation as to why the dealing should not be seen as the 

provision of sales agent service. For completeness, the OECD should provide more guidance on the 

criteria used to characterize the internal dealing between the DAPE and the head-office since this 
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ultimately affects the construction of the hypothetical profit and loss statement of the DAPE and the 

determination of the most appropriate transfer pricing method. 

 

Application of profit attribution guidance to the financial sector 

 

Paragraphs 19-20 of the final version of the Report on Action 7 indicated “…that there is a need for 

additional guidance on how the rules of Article 7 would apply to PEs resulting from the changes in 

this Report, in particular for PEs outside the financial sector.” Does this mean that the profit 

attribution guidance in the Discussion Draft would also apply to PEs created in a financial sector 

context, or does the OECD take the view that the attribution of profits in a financial sector context is 

sufficiently covered by the 2010 Attribution of Profits Report? 
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2. Response to specific questions  
 

Question 1. Commentators are invited to express their views on whether the order in which the 

analyses are applied under Article 9 of the MTC and Article 7 of the MTC can affect the outcome, and 

what guidance should be provided on the order of application.  

 

We believe an analysis under Article 9 should first be conducted, as the analysis under Article 7 can 

only be concluded after an arm’s length business transaction attributable to the DAPE has been 

determined under Article 9. A key starting point for an Article 9 analysis involves analyzing the 

contractual relation between the DAE and its counterparty. This is a critical component if the 

dealing between the DAPE and the head-office is to be hypothesized properly so that a proper 

analysis under Article 7 can be carried out. We recommend that the OECD provide guidance on this. 

 

Question 2. Do you agree with the functional and factual analysis performed in Example 1 under the 

AOA?  
 

We agree with the functional and factual analysis performed in Example 1 under the AOA subject to 

our general comments above on the need for further clarification on how the dealing has been 

characterized and the basis for allocating sales to the DAPE. 

 

Question 3. Do you agree with the construction of the profits or losses of the DAPE in Example 1 

under the AOA?  

 

We have two questions/observations here: 

(a) Should the external sale be attributed to the DAPE (as a hypothesized entity) as a buy-sell 

dealing between the head-office and the DAPE, or should the external sale be attributed to 

the head-office, such that the DAPE is hypothesized as a sales agent (i.e., just as SellCo)? 

(b) Attributing external sales to the P&L of the DAPE in case of SellCo not performing any 

functions that go beyond a sales agent might tempt tax administrations to attribute more 

than a sales agent remuneration to the DAPE. 

 

Ad (a):  

 

Paragraph 36 of the Discussion Draft states that the external sale is attributable to the DAPE, but no 

criteria supporting the attribution are presented. Although it appears plausible to attribute the 

external sale to the DAPE (given that it is the sales activity of SellCo that gives rise to the DAPE 

under Article 5) it is also equally possible under the right facts and circumstances to hypothesize 

the DAPE as a sales agent (given that the AOA requires hypothesizing the DAPE as a separate 

entity) especially with the lowering of the DAPE bar to include entities simply taking the lead role in 

negotiations. Attributing the external sale to the DAPE may be correct in Examples 2 and 3 (where 

SellCo acts like a buy-sell distributor), but in Example 1, SellCo does not perform any functions that 

go beyond what a sales agent would do in transactions between unrelated parties. In other words, 

SellCo in Example 1 “walks, talks and acts” like a sales agent. In this case, hypothesizing the DAPE 

as a sales agent would be in line with the AOA. If unrelated parties can have sales agent 

arrangements, why should a DAPE not be able to have this arrangement under the AOA? Moreover, 

the 2010 Attribution of Profits Report (paragraph 230 – 245, in particular paragraph 244) does not 

include any reference to a mandatory attribution of the external sale to the DAPE.  

 

The OECD should provide more guidance on the attribution of the external sale to the DAPE, as this 

step is critical for three reasons: 
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• The attribution of the external sale determines the profit and loss construction of the DAPE, 

and hence the construction of profits. It is technically doubtful whether the profit of the 

DAPE can still be zero if the DAPE is hypothesized as a buy-sell entity, while the local agent 

entity is a sales agent. 

• Some countries require a full accounting set-up even for a DAPE. Costs for implementing 

and running a full transactional accounting set-up for a (hypothesized) buy-sell entity are 

significantly higher than for a (hypothesized) sales agent.  

• Characterization of the dealing between the head office and the DAPE is a prerequisite for 

applying the second step in the AOA, i.e., determining which transfer pricing method is the 

most appropriate method for setting the arm’s length price for the dealing. 

 

Ad (b): 

 

The DAPE is hypothesized as a buy-sell entity reporting sales and cost of goods in its (hypothesized) 

profit and loss statement. At the same time, the example states that no assets, risks, and capital are 

attributable to the DAPE. If receivables, payables, or inventory were allocated to the hypothetical 

P&L of the DAPE, tax administrations might be tempted to argue that an additional funding return 

(similar to Example 2) would also need to be allocated to the DAPE which is not absorbed by the 

commission payment (i.e. the payment made to SellCo whereby the expense is then allocated to the 

DAPE), since that commission payment clearly does not include a funding return due to the fact that 

SellCo does not own any assets.  

 

While the end result of the construction of the P&L is correct (i.e. zero-profit), we question whether 

the external sales amount should be allocated to the DAPE. The OECD should provide further 

guidance on the two conceptual issues discussed above.   
 

Question 4. What would be the conclusion if, because of the wording of Article 7 in the applicable tax 

treaty, an approach other than the AOA applied? If the conclusion is different, what would be the 

differences?  

 

It is assumed that the wording of Article 7 referred to here is the pre-2010 version of Article 7 of 

the MTC.  

 

The differences between the pre-2010 version and 2010 version of Article 7 of the MTC are in what 

might constitute a dealing. With the 2010 version of Article 7, and the full application of the AOA, 

this will include any occasion where a real and identifiable event has occurred (paragraph 134 of the 

2010 Attribution of Profits Report). The only limitation to what might constitute a dealing is 

whether the dealing is of economic significance. In other words a threshold is applied. 

 

The pre-2010 version of Article 7 of the MTC places greater restrictions as to what might constitute 

a dealing. This is partly due to an interaction of paragraphs 2 and 3 of the pre-2010 Article 7 which 

inter-alia limit the recognition of a dealing for general management functions and licenses for 

intangibles within an enterprise. 

 

The question is how this difference between the pre-2010 and 2010 version of Article 7 of the MTC 

will affect the facts sets out in Example 1. In our view, much of the analysis for a hypothesized entity 

will remain the same. For the analysis it would be important to understand which dealings are to be 

recognized, but since there are no general management nor intangible dealings, the outcome would 

not be different under the pre-2010 Article 7. Given the number of treaties based on the pre-2010 

Article 7, we recommend the OECD provide explicit guidance on this. 
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Question 5. In the types of cases illustrated by Example 1, is it appropriate to conclude that, where 

under the functional and factual analysis under Article 7, the dependent agent enterprise does not 

perform significant people functions on behalf of the non-resident enterprise, there will be no profits 

attributable to the DAPE after the payment of an appropriate fee to the DAE under Article 9?  

 

If an arm’s length price has been paid to the DAE under Article 9, then we agree that no further 

profits should be attributed to the DAPE in cases illustrated by Example 1. 

 

Question 6. Do commentators agree with the construction of the profits or losses of the DAPE in 

Example 2 under the AOA?  

 

In Example 2, applying the guidance of BEPS Action 8-10 will first result in the commission payment 

due to SellCo already including a reward for the risks deemed to be assumed by SellCo but are 

contractually borne by Prima. This basically extinguishes the profits otherwise attributable to the 

DAPE, except for the funding return. 
 

Example 2 raises three questions: 

(a) Has the DAPE been correctly hypothesized as a buy-sell entity? (see our comments to 

Question 3) 

(b) Has the guidance of BEPS Action 8-10 been applied correctly? 

(c) Has an adequate funding return been calculated? 

 

Ad (a): 

 

Given that SellCo in Example 2 performs additional functions, e.g., it manages inventory levels and 

customer receivables risk, it is correct to hypothesize the DAPE as a buy-sell entity. 

 

Ad (b): 

 

Under the guidance on BEPS Action 8-10, SellCo has to be remunerated for assuming the inventory 

and accounts receivable risks. It is also allocated the financial consequences of these risks 

materializing (i.e. bad debt losses and inventory losses).  

 

Ad (c): 

 

It seems as if the funding return in Example 2 is only calculated based on the inventory allocated to 

the DAPE. As a hypothesized buy-sell entity owning inventory, we would expect that in addition to 

inventory, customer receivables and inter-company payables would be allocated to the DAPE. 

Therefore, the funding return as calculated in Example 2 would also need to take into account the 

total working capital balance (i.e. receivables plus inventory less payables). 
 

Question 7. What would be the conclusion if, because of the wording of Article 7 in the applicable tax 

treaty, an approach other than the AOA applied? If the conclusion is different, what would be the 

differences?  

 

Our response to Question 4 is also applicable to the fact pattern in Example 2. In summary, the 

differences between the pre-2010 and 2010 version of Article 7 of the MTC should not have an 

effect on the fact pattern presented.  
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Question 8. In your opinion, what would be the consequences if, in the example, Sellco does not have 

the financial capacity to assume the inventory and credit risks? In that case, to which party would 

you allocate those risks? How would it affect the fee payable to Sellco and the profits to be attributed 

to the DAPE?  
 

If SellCo does not have the financial capacity to assume these risks, then the party that has the 

capacity to bear and manage those risks under the functional analysis should be allocated those 

risks. Based on an Article 9 analysis, the risk would be allocated to SellCo, assuming SellCo has the 

financial capacity to bear the risk, because Prima does not manage those risks. If SellCo does not 

have the financial capacity to bear these risks, they cannot be allocated to SellCo. As a result, we 

have a situation where neither of the parties can be allocated the risk because one did not have 

control of the risk (Prima), while the other did not have the financial capacity to bear the risk 

(SellCo). However, this is not an Article 7 issue, but an Article 9 issue, addressed in paragraph 1.99 

of the OECD Guidelines. The mere fact that for Article 7 purposes the functions performed by 

SellCo are relevant for the attribution of profit to the DAPE does not mean that the control 

performed by SellCo can be allocated to Prima for Article 9 purposes.  
 

Question 9. What are your views on the fact that in Example 2 the same functions that are 

considered under the Article 9 analysis to allocate risks to Sellco, are also taken into account, under 

Article 7, as the SPF that result in the attribution of economic ownership of assets to the DAPE? 

What is your opinion about the fact that, in this example, the inventory and credit risks are allocated 

to Sellco under Article 9 and the economic ownership of inventory and receivables are attributed to 

the DAPE? Does your reading of the current guidance of the 2010 Attribution of Profits Report, and 

in particular with paragraphs 230 to 245, support the conclusions of the Example?  

 

Paragraphs 230–245 of the 2010 Attribution of Profits Report are related to the possibility of the 

DAE performing significant people functions related to risks and assets which are contractually 

borne by the non-resident enterprise. In those examples, the profit associated with the risks 

managed/controlled by the DAE would have to be allocated to the DAPE, while the DAE would not be 

remunerated for those risks as it does not legally bear the risks. In giving these examples, the OECD 

was assuming that the commission paid to the DAE did not include a remuneration for the risk 

control functions performed by the DAE. In other words, paragraphs 230-245 of the 2010 

Attribution of Profits Report did not yet take into account the guidance for risk allocation under 

Action 8–10.  

 

Any further update to the 2010 Attribution of Profits Report will need to include substantial 

revisions to paragraphs 230–245 to reflect the guidance of BEPS Action 8–10. 

 

Furthermore, although the conclusion that the economic ownership has to be attributed to the DAPE 

might be correct based on the current guidance of the 2010 Attribution of Profits Report, we 

question whether the outcome is desirable from a tax policy perspective. The effect of it is that 

profit – the investment return – is attributed to the source country, without any significant people 

functions performed by the entity itself. As a result, international business – and tax administrations 

- would be confronted with a myriad of PEs, with limited extra benefits for source countries. It would 

be more practical to clarify that no profit can be attributed to a (DA)PE, unless people functions are 

performed by the entity itself. If there are zero profits to be allocated to the DAPE, then taxpayers 

should be exempted from having a PE and the compliance burden associated with it.  
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Question 10. Do commentators agree with the construction of the profits or losses of the DAPE in 

Example 3 under the AOA?  

 

In Example 3, the DAPE is created by virtue of the sales activities performed by an employee, and 

not by a DAE. Similar to Examples 1 and 2, the DAPE is hypothesized as a buy-sell distributor due to 

the functions of the employee being similar to functions performed by SellCo in Example 2.   

 

The main difference between Example 3 and Examples 1 and 2 is that there is no related entity in 

the country which has to be remunerated in line with the Article 9. Hence, there is no interplay 

between Article 7 and Article 9 in Example 3. While in Example 2 the commission payment made by 

Prima to the DAE basically extinguishes the profits attributable to the DAPE (except for the funding 

return), this is not the case in Example 3 where the commission payment to the DAE is replaced by a 

salary payment to the employee creating the DAPE. As the salary payment to the employee is not 

subject to an analysis under Article 9 of the MTC, there will typically be positive or negative profits 

attributable to the DAPE in case of situations similar to Example 3.  

 

Question 11. What would be the conclusion if, because of the wording of Article 7 in the applicable 

tax treaty, an approach other than the AOA applied? If the conclusion is different, what would be the 

differences?  
 

Our response to Questions 4 and 7 is also applicable to the fact pattern in Example 3. In summary, 

the differences between the pre-2010 and 2010 version of Article 7 should not have an effect on 

the fact pattern presented.  

 

Question 12. Do commentators agree with the construction of the profits or losses of the DAPE in 

Example 4 under the AOA?  
 

We believe that the outcome of the analysis in Example 4 is not correct and would also create 

unnecessary practical difficulties. Once it has been established that under article 9 the risk 

allocation to Prima should be accepted, and the related control functions of Prima are performed by 

employees of Prima at the head office only, no profits should be allocated under article 7 to the 

DAPE. The DAPE is not performing any significant people functions. The functions performed by 

SellCo as the DAE have been adequately remunerated under Article 9.  

 

Question 13. Do commentators agree that the profits or losses in the DAPE over and above the fee 

payable to Sellco arise because the contractual allocation of risk to Prima is respected under Article 

9, and is not shared with Sellco, whereas under Article 7 the risk is partly attributed to Prima's Head 

Office and partly to the DAPE of Prima? In other words, the difference arises from differences 

between allocation of risk between two separate enterprises and attribution of risk within the same 

enterprise?  

 

We agree that the profits in example 4 result from a partial attribution of risk to Prima’s DAPE while 

the contractual risk allocation between Prima and SellCo was respected in the first place. However, 

as indicated in the answer to Question 12, we do not agree that this is the correct answer. 

 

Question 14. Do commentators agree with the construction of the profits or losses of the PE in 

Scenario A of Example 5 under the AOA?  

 

We agree that the end result of the construction of the P&L in Scenario A of Example 5 is correct as 

it essentially reflects the reward for the economic ownership of the asset and the routine functions 

performed at the warehouse. However we question if under the AOA, the dealings constructed to 
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compensate WRU for the granting of rights to the intangibles used by the PE, the services in 

analyzing inventory provided to the PE, and the compensation for investment advice, are necessary 

in this fact pattern. 

 

Step 1 of the AOA is to identify the internal dealing between WRU and its PE, and where the 

significant people functions are performed relating to the assets used and risks assumed.  

 

In this case, WRU performs all the significant people functions relating to the business and risk in 

Country A. It is also the legal and economic owner of all intangibles relating to the warehousing 

activity. There are no significant people functions performed in Country W. There is only a 

warehouse that is used by WRU to hold the spare parts of its third party customers through which 

WRU partly carries on its business in Country W. Based on this fact pattern, the internal dealing 

between WRU and its PE should be constructed as the supply of the warehouse (as an economic 

asset of the PE) for WRU to provide inventory holding services to its third party customers, as well 

as the provision of related warehousing services provided by the PE to WRU’s head-office. It would 

then be necessary to price this dealing and attribute to the PE a reward it for its (i) economic 

ownership of the warehouse and (ii) for the routine warehousing services performed. The end result 

of the profits in WRU’s PE will be the same, however the construction of the profit and loss 

statements of WRU’s PE to arrive at this outcome, will differ. 

 

Additionally, we question whether the third party service transaction should be attributed to WRU’s 

PE in this scenario, given that the outsourcing of these services has not been performed by WRU’s 

PE in Country W, but have been performed by WRU’s employees in Country A and therefore properly 

attributed to the head office and not the PE.  

 

Question 15. Do commentators agree with the conclusion reached in Scenarios B and C of Example 5 

under the AOA?  

 

We agree that WRU’s PE should be attributed profits that reflect a return for the warehouse (asset) 

attributed to it and the routine functions it performs for WRU and that in this case, it would be 

correct not to attribute any of the third party fee income to WRU’s PE since all significant people 

functions relating to this have been performed by WRU in Country A. Notwithstanding this, the 

dealing between the WRU and its PE should be clearly identified in step 1 of the AOA analysis. With 

respect to the return for the asset we refer to our answer to question 16 and 17. 
 

Question 16. In particular, do you agree that there can be an investment return on the asset or 

assets creating or being part of the PE when there are no personnel of the non-resident enterprise 

operating in the PE?  

 
Question 17. Do you agree with the streamlined approach proposed in this example for cases where 
there are no functions performed in the PE apart from the economic ownership of the asset, i.e. 
attribute profits to the PE commensurate with investment in that asset (taking into account 
appropriate funding costs and the compensation payable for investment advice)? How would you 
identify the investment return?  

 

We agree that in certain situations, based on the 2010 Attribution of Profits Report, economic 

ownership can be attributed to a PE, e.g. based on the use of tangible assets or the attribution of 

people functions performed by a DAE, without any people functions being performed by the PE. As 

indicated in our response to Question 9, we question whether the outcome is desirable from a tax 

policy perspective. It would be more practical to clarify that no profit can be attributed to a (DA)PE, 

unless people functions are performed by the entity itself. If there are zero profits to be allocated to 
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the DAPE, then taxpayers should be exempted from having a PE and the compliance burden 

associated with it.  

 

Furthermore, paragraph 19 of the 2010 Attribution of Profits Report states that the consequences 

of attributing the economic ownership of assets under Step 1 for determining profits to be 

attributed under Step 2 may depend upon the type of asset and the type of business for which the 

asset is used. For example, economically owning a tangible asset used in a manufacturing process 

does not necessarily mean that the income from selling the goods produced using the asset are 

automatically attributed to the economic owner of the asset. This raises the question as to what 

level of return should be allocated under Article 7 to a PE that only has a mere economic ownership 

of an asset but does not perform any people functions.  
 

Question 18. Do you agree that if the non-resident enterprise has no personnel operating at the fixed 

place of business PE, then significant people functions performed by other parties on their own 

account in the jurisdiction of the PE do not lead to the attribution of risks or assets to the PE, and no 

profits would be attributable to the PE? If not, please explain the reasons for taking a different view.  

 

If there are no personnel operating at the fixed place of business PE, and significant people 

functions are performed by other parties in the jurisdiction of the PE for their own account, then 

these functions should not lead to the attribution of risks or assets nor profits to the PE.  

 

Question 19. Under Scenario C, if Wareco were a related enterprise, and if it is assumed that the 

arm's length fee is 110% of its costs, would there be any difference to the outcome of the attribution 

of profits to the PE of WRU?  

 

This should not make any difference to the profit attribution outcome for the PE. 
 

Question 20. What would the conclusion if, because of the wording of Article 7 in the applicable tax 

treaty, an approach other than the AOA applied? If the conclusion is different, what would be the 

differences?  

 

This concerns Example 5. Much of our answer to Question 4 is applicable here, although in scenario 

A, dealings to compensate the head-office for intangibles and for investment advice, may not be 

recognized under the pre-2010 Article 7. If the dealing would be determined as a warehousing 

service by the PE for the head-office, the dealing could be recognized. This stresses the importance 

of correctly determining what the dealings are, and whether the PE as a hypothesized entity would 

be allocated the sales income (with intangible and investment advice dealings from the head-office) 

or whether the head-office would be allocated the sales income (with the PE providing a service 

dealing). 

 

Paragraph 35 of the commentary confirms that where the services of the PE are the same as 

supplied in the ordinary course of the enterprise’s business or part of it that it will usually be 

appropriate to include a charge at the same rate applied to third party customers. Paragraph 36 

then confirms that arm’s length charges may be made in the attribution calculation where the 

services provide a real advantage to the enterprise and their costs represent a significant part of the 

expenses of the enterprise. These tests are different to that of the 2010 Article 7 threshold and may 

be seen it is suggested as less requiring of an arm’s length price. 
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Question 21. Do commentators have suggestions for mechanisms to provide additional co-ordination 

for the application of Article 7 and Article 9 of the MTC to determine the profits of a PE, taking into 

account the considerations expressed above?  

 

Coordination of the application of Article 7 and Article 9  

 

The OECD should expressly state that tax administrations should not singularly apply either an 

Article 7 or Article 9 analysis upon their examination of the profits to be attributed to a taxpayer, 

but instead a coordinated and parallel examination should be performed. We are concerned about 

the possible negative side effects in the form of double taxation that may arise if a tax 

administration may disagree, or arrive at a different conclusion, when applying a singular analysis 

under either Article 7 or Article 9 and does not consider the overall outcome which would result if 

an analysis under Article 7 and Article 9 is performed in parallel. We envisage such situations 

arising where a tax administration performs an audit on only a dependent agent PE of an enterprise, 

and as a result of that audit, an upwards adjustment to that dependent agent PE’s profits is 

assessed. Meanwhile, the dependent agent entity may have reported an arm’s length reward under 

Article 9 of the MTC, however since the focus of the audit was only on the dependent agent PE the 

enterprise will suffer from the effects of double taxation 

 

Moreover, the OECD must expressly require tax administrations to ensure that taxpayers must not 

suffer double taxation as a result of a tax administration performing a singular analysis either under 

Article 7 or Article 9 without considering the corresponding effect on the other analysis.  

 

In this regard, further guidance must be provided to tax administrations to ensure that upon 

examination of either a dependent agent PE, or the dependent agent enterprise, that a coordinated 

application of both Article 7 and Article 9 analyses must be performed. Furthermore, taxpayers 

should be guaranteed access to all available dispute resolution mechanisms and not be barred from 

dispute resolution for reasons such as a reversal of burden of proof, or incorrect corporate income 

tax filing claims that may arise from a disagreement in the application of either Article 7 or Article 

9. 

 

Zero-profit PEs 

 

As mentioned earlier, the OECD should consider a practical approach to dealing with zero-profit PEs 

to reduce the additional filing requirements and compliance obligations that will be created. We see 

several possibilities to address this: 

• Create a specific exemption to the recognition criteria of PEs in cases where a zero-profit 

PE exists. In other words, a zero-profit PE should not be recognized as a PE, and any 

associated filing or compliance obligations are waived. As the changes made through the 

work under Action 7 has already been completed, and therefore this matter cannot be 

solved by further modification to Article 5, we urge the OECD to encourage tax 

administrations to address the exemption to zero-profit PEs unilaterally through their 

domestic tax legislation. 

• Introduce a mechanism for local tax administrations to allow an existing resident taxpayer 

to specify or “elect” in its tax return that a PE of a related entity has been created in its 

jurisdiction and that the related entity has assessed that no profit is attributable to the PE. 

This election could override a local income tax return obligation for the PE and ensure that 

penalties (non-filing or compliance) would not be applicable if the election is made. 
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• Bilateral efforts between tax administrations should be encouraged to introduce an 

exemption to recognition criteria of DAPE’s which would be created as a result of the 

activities performed by a DAE subject to the DAE being rewarded at arm’s length. Such a 

clause can already be found in the protocol to the current Austria – Germany Income and 

Capital Tax Treaty. 
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Comments on the Discussion Draft on Additional Guidance on the Attribution of Profits 

to Permanent Establishments  

Dear Sir or Madame, 

Thank you for the opportunity to comment on the Discussion Draft on Additional Guidance on 

the Attribution of Profits to Permanent Establishments as of 4 July 2016. We are firmly com-

mitted to the success of the Authorised OECD Approach (“AOA”) on the Attribution of Prof-

its to Permanent Establishments and are pleased to assist in its development. We would like to 

share a few thoughts that are based on our practical experience of advising multinational en-

terprises (MNEs) in matters of the attribution of profits to permanent establishments under the 

AOA and approaches other than the AOA, both with respect to the pre-BEPS and post-BEPS 

versions of Article 5 of the Model Tax Convention (“MTC”).  

Comments 

1. Order of the application of the Articles 7 and 9 MTC analyses 

Question 1: In our view, the outcome cannot be affected by the order in which the analyses are 

conducted. The reasoning behind this is that the functions performed by the dependent agent 

enterprise (“DAE”) are decisive for the functions attributed to the dependent agent permanent 

establishment (“DAPE”) pursuant to para. 232 Part I Attribution of Profits 2010. However, it 

seems recommendable to start with the accurate delineation of the actual transaction between 

the non-resident enterprise and the DAE and the determination of the resulting arm’s length 
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reward to the DAE for the services it provides to the non-resident enterprise, which is tax de-

ductible by the DAPE in an arm’s length situation.  

2. Comments on example 1 (question 2 to question 5) 

Question 2: We agree with the functional and factual analysis performed in example 1 of the 

discussion draft. Under the AOA, the functions performed by Sellco (i.e. DAE) on behalf of 

Prima (i.e. the non-resident enterprise as the principal) are decisive for the functions attributed 

to the DAPE. If Sellco does not perform significant people functions on behalf of Prima, no 

risks, functions or assets could be attributed to the DAPE.  

Question 3: In principle, we agree with the construction of the profits or losses attributed to the 

DAPE in Example 1 of the discussion draft. Assets and risks of Prima should be attributed to 

the DAPE pursuant to para. 232 Part I Attribution of Profits 2010 only if Sellco preforms sig-

nificant people functions on behalf of Prima. Based on the facts and assumption in example 1 

of the discussion draft, Sellco does neither perform significant people functions on behalf of 

Prima related to inventory, marketing intangibles and receivables nor controls the risks associ-

ated with these assets. Thus, the economic ownership of the inventory, marketing intangibles 

and receivables should not be attributed to the DAPE. However, the profits of the DAPE are 

determined by “sales income” less “COGS” and “sales commission to Sellco” according to 

para. 38 of the discussion draft. We do not agree with this construction of the P&L of the 

DAPE, because it implies that the economic ownership of the inventors is transferred to the 

DAPE, what is in contrast to the description in para. 34 of the discussion draft. As a result, 

only the “sales commission” for Sellco should be stated in the P&L of the DAPE (instead of 

“sales income” less “COGS”). 

Question 4: In principle, there should be no difference in the profits or losses of the DAPE 

under the wording of Art. 7(2) of the MTC 2008 as compared to the AOA. This stems from 

our view that the profits and related expenses (i.e. the sales commission to Sellco) should also 

be allocated to the DAPE under the wording of Art. 7(2) of the MTC 2008. As a result, the 

profit of the DAPE should be zero, as well. 

Question 5: The functions performed by Sellco on behalf of Prima are decisive for the deter-

mination of the arm’s length remuneration of Sellco under Art. 9 of the MTC as well as for the 
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attribution of the profits to the DAPE under Art. 7(2) of the MTC under the AOA. If those 

functions being performed by Sellco have been remunerated at arm’s length, there are no prof-

its attributed to the DAPE, i.e. they are zero. We support the clear statement that the profit 

allocation of the AOA follows the “single taxpayer” or “zero sum” approach in this respect. 

3. Comments on example 2 (question 6 to question 9) 

Question 6: We agree with the construction of the profits or losses of the DAPE in example 2 

of the discussion draft, because Sellco (dependent agent) performs significant people functions 

on behalf of Prima (principal), which results in an attribution of the economic ownership of 

the inventory and the inventory risk as well as the economic ownership of the receivables and 

the credit risk to the DAPE. Hence, the sales income obtained is attributed to the DAPE. The 

DAPE has to pay an arm’s length sales commission from this sales income to Sellco consider-

ing its functions performed, assets used and risk assumed. The profit or loss of the DAPE is 

the “sale income” less “COGS” and “sales commission to Sellco”. As a result, the income of 

DAPE after paying the commission fee to Sellco should be zero. However, example 2 does not 

describe who actually takes the decision about the funding and sourcing of the inventory. 

Therefore, we recommend to amend the given facts of example 2 in this respect.  

Question 7: In principle, there are no differences in the conclusions under the wording of Art. 

7(2) of the MTC 2008 compared to the conclusions under the AOA.  

Question 8: If Sellco does not have the financial capacity to assume the inventory risk and the 

credit risk, those risks should be attributed to Prima under Art. 9 of the MTC, according to 

which the commission fee payable to Sellco should be lower. However, Sellco actually per-

forms the significant people functions regarding the inventory and the credit risk. Therefore, 

Art. 7 MTC attributes the inventory risk and the credit risk to the DAPE and not to Prima’s 

Head Office. Thus, profits from “sales income” less “COGS” attributed to the DAPE in exam-

ple 2 of the discussion draft are not directly affected by the financial capacity of Sellco to as-

sume those risks. In consequence the DAPE earns an own profit apart of Sellco’s reduced 

sales commission fee.  

Question 9: We support that the same functions are taken into account under Art. 9 and Art. 7 

of the MTC for the analyses of the allocation of risks to Sellco (applying Art. 9 of the MTC) 
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and the DAPE (applying Art. 7 of the MTC). This treatment results in a consistent application 

of the arm’s length principal and the treatment of the DAPE as a separate and independent 

enterprise. It is our opinion that the attribution of economic ownership of assets under Art. 9 of 

the MTC should follow the allocation of the inventory risk and the credit risk. Therefore, in 

this example the economic ownership of inventory and receivables should be attributed to 

Sellco. Further, our reading of para. 230 to para. 245 of the current guidance of the 2010 At-

tribution of Profits Report supports the conclusion of example 2 of the discussion draft.  

4. Comments to example 3 (question 10 and question 11) 

Question 10: In principle, we agree with the construction of the profits or losses of the DAPE 

in example 3 of the discussion draft under the AOA. However, para. 66 of the discussion draft 

reveals that the DAPE earns an operating margin of 4.5%. According to this it seems that the 

profits of the DAPE have been determined by using the transactional net margin method 

(“TNMM”). This transfer pricing methodology will release the DAPE from the impact of any 

materialized economic risks. This is because Prima guarantees the DAPE a certain arm’s 

length operating margin from the sale of the respective products.  

Question 11: In principle, regarding the wording of Art. 7(2) of the MTC 2008 there should be 

no difference in the profits or losses of the as DAPE compared to the AOA. This is because 

regarding the wording of Art. 7(2) of the MTC 2008 the “sales income” as well as the related 

expenses (COGS, salary of employee, bad debt losses, inventory losses, warehousing costs) 

should be attributed to the DAPE in the same way as under the AOA.  

5. Comments to example 4 (question 12 and question 13) 

Question 12: We agree with the construction of profits and losses in example 4 of the discus-

sion draft, because the DAPE bears the credit risk and as a result the DAPE is the economic 

owner of receivables under Art. 7 of the MTC.   

Question 13: We agree with the conclusion that the difference in the profit allocation under 

Art. 9 and Art. 7 of the MTC is a result of the different risk allocation which itself is a result of 

the split of significant people functions under Art. 7 of the MTC. Besides, example 4 shows 

the complexity of applying the split of significant people functions to the balance sheet. 
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6. Comments to example 5 (question 14 and question 20) 

Question 14: We agree with the construction of the profits or losses of the PE in example 5, 

because the significant people function is the warehousing for which the third party customers 

of WRU would pay a certain fee. As a result, WRU’s PE obtains third-party revenues for the 

warehousing activity. Further, WRU should be compensated for granting rights to use the in-

tangibles used by its PE and the services provided.  

Question 15: We agree with the conclusion that the PE does not obtain third-party revenues for 

the warehousing activity in scenario B or in scenario C. WRU’s PE should only be compen-

sated for its services performed (i.e. operating the warehouse) on a cost-plus basis. The reason-

ing behind this is that, the significant people function is the sale of goods to third-party cus-

tomers, which is performed only by WRU.  

Question 16: We do not agree with the opinion that there can be an investment return on the 

asset or assets creating or being part of the PE when there are no personnel of the non-resident 

enterprise operating the PE, because if no WRU personnel is operating in the PE, all assets 

should be attributed to WRU. Only WRU (or Wareco, which is an unrelated enterprise) per-

forms significant people functions which are relevant for the attribution of assets (economic 

ownership) under the AOA.  

Question 17: If WRU’s PE does not perform any functions, its profit should be zero. The eco-

nomic ownership could belong to the PE only if it performs significant people functions relat-

ing to the warehousing. Thus, profits should be allocated to WRU and does not need to be 

identified for the profit allocation to the PE. 

Question 18: We agree with the conclusion that, in the end, no profits would be attributable to 

the PE, since with because risks and assets can be attributed to the PE under the AOA only if 

the personnel of the non-resident enterprise is operating at the fixed place of business PE.  

Question 19: There should be no differences in the outcome of the allocation of the profits 

between the outcome of the attribution of profits to the PE and WRU. The reasoning behind 

this is that additional profits can attributed to WRU’s PE only if it performs additional func-

tions. 

149



 

    

 

5 September 2016, page 6 

 

 

Question 20: In principle, there should be no difference in the conclusions under the wording 

of Art. 7(2) of the MTC 2008 as compared to the conclusions under the AOA. 

7. Additional co-ordination for the application of Art. 7 and Art. 9 of the MTC 

Question 21: We suggest a harmonization of the risk allocation mechanism for Art. 9 and 

Art. 7 of the MTC in order to provide additional co-ordination in for the determination of the 

profits of a PE and between associated enterprises. 

We are looking forward to the further process and hope that these brief remarks will contribute 

to the further discussion of the topic. 

Yours sincerely, 

Dr. Xaver Ditz Dr. Sven-Eric Bärsch   Dr. Hagen Luckhaupt 
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Dear Sirs 

 

Response from FTI Consulting to the OECD public discussion draft on BEPS Action 7 “Additional 

Guidance on the Attribution of Profits to Permanent Establishments”  

We welcome this opportunity to present our comments on the OECD public discussion draft on 

“Additional Guidance on the Attribution of Profits to Permanent Establishments”.  

Thank you for this opportunity and we hope that our comments are helpful. 

Yours faithfully, 

 

 

Marvin Rust 

 

 

 

Additional Contributors: 

 Ruth Steedman 

 Sara Selvarajah 

 Martin Brooks 

 Julia Rigby 
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Commentary and response on the OECD discussion draft on BEPS Action 7 - “Additional 

Guidance on the Attribution of Profits to Permanent Establishments” [PE’s] 

 

Introduction 

Thank you for this opportunity to respond to the guidance paper on the Attribution of Profits to 

Permanent Establishments. With the exception of one particular question, for which we make 

specific comments, our thoughts set our below are with regard to the topic of the Attribution of 

Profits as a whole. Hence the main body of our comments are made without reference to the 

specific questions and refer to either potential additional material or suggestions as to 

additional practical measures which we would recommend for your consideration in relation to 

this subject matter. It is therefore worth noting at the outset that we do not have any particular 

disagreement with the content of the guidance. 

As requested, our comments do not revisit the changes to the PE definitions that have been 

agreed under Action 7 and published in the 2015 Final Report nor do they seek to address the 

2010 Report on the Attribution of Profits to Permanent Establishments [Report]. 

 

Complexity vs Simplicity 
 

In FTI’s experience the question of the attribution of profits to a PE is one of the most 

challenging areas of international tax, and, as agreed by many commentators, difficult to apply 

in practice.  Difficulties arise because the profit attribution analysis involves the application of 

difficult economic and legal concepts, such as the identification of significant people functions, 

the assumption of risk, economic ownership and apportionment of capital. Arguably, the most 

difficult to apply is the mechanism of hypothesising a PE as a separate enterprise, as although 

being based in a different country, from a commercial, business, legal and economic 

perspectives, that PE forms part of the enterprise as a whole and, in most cases, functions as 

one. Furthermore, the practical consequences that arise from the need to split an enterprise’s 

business into its separate component parts, and then attribute an arm's length return for each 

element, is both time consuming and difficult , such that the results are almost “de facto” 

subjective and therefore likely to be disputed by one or more fiscal authorities.  

FTI’s concern with the guidance as it stands is that whilst the examples are welcome and 

helpful they belie the reality of the difficulties discussed above. We suggest that a statement 

which highlights the dichotomy be included in the text; a suggestion is set out below. 

‘The examples above are necessarily simplified in order to fulfil their purpose of illustrating the 

mechanisms of the AOA in the prescribed circumstances. It is recognised that the 

determination of significant people functions and the subsequent allocation of assets and risks 

and then where necessary the determination of an economic return to these elements is both 

complex and subjective. In all but the simplest scenarios there will be more than one right 

answer that meets the arm’s length standard.’  
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Cost vs Benefit 
 

Due to the complex analysis involved, the practical application of the economic and legal 

principles of the AOA could be very costly and, in certain cases, would be wholly 

disproportionate from a cost perspective in the context of the overall business of the enterprise 

and the resulting profit and tax.  

 

FTI urges the OECD to consider recommending some form of proportionality test designed to 

reduce the compliance burden on smaller and growing businesses where the tax at stake is not 

material, where materiality is considered in terms of tax risk rather than as a proportion of an 

enterprise’s revenue or profits.  

 

Compliance simplification 

 

One example in the discussion draft illustrates a case where there is no additional profit to be 

taxed in a newly-created permanent establishment.  FTI welcomes the acknowledgement that 

such an outcome is feasible. In these circumstances, FTI think that it is important that 

participating countries consider simplification measures to minimise the compliance burden 

that will arise from separate filing of a nil permanent establishment tax return. 

 

Double Taxation Risk 

 

As discussed above, given the complexity and subjective nature of the calculations involved, our 

concern is that tax authorities in different countries may not share the same view of the profits 

attributable to a permanent establishment.  This is likely to lead to a significant increase in 

cases of double taxation and additional compliance costs for business. 

 

Whilst we appreciate the availability of the Mutual Agreement Procedure in cases of double 

taxation, FTI believes that there is too much risk and consequent cost on the taxpayer and 

insufficient risk for the tax authority. To address this, FTI urges the OECD to consider 

recommending some form of entry into an elimination of double taxation agreement procedure 

with certainty of outcome, such as the EU Arbitration Agreement, alongside the filing of a PE 

return or the issuing of a PE tax assessment; providing this greater level of certainty may 

encourage additional inward investment in those countries willing to operate such a measure. 

 

Question 1 
 

Commentators are invited to express their views on whether the order in which the analyses are 

applied under Article 9 of the MTC and Article 7 of the MTC can affect the outcome and what 

guidance should be provided on the order of application 

 

FTI agrees that, as noted in the discussion draft, the issue of the order of application of Article 9 

and Article 7 is likely to arise in limited circumstances, e.g. where an enterprise has in a foreign 

jurisdiction both, a dependent agent PE [DAPE] and a dependent agent enterprise [DAE]. 

However, FTI expects that, following changes to the definition of the DAPE, there will be an 

increase in situations where a DAPE will be deemed to exist and, therefore, guidance on this 

matter will be most welcomed.  
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FTI notes that, in theory, upon the application of the principles in a plain vanilla situation, the 

order in which Article 9 and Article 7 analyses are performed should not affect the final 

outcome, mainly because it is considered that the functions performed by a PE and an 

enterprise could be deemed to be performed either on its own behalf or on behalf of the 

enterprise. FTI believes, however, that in practice, performance of the functional and factual 

analyses will not be straightforward. The main difficulties stem from the fact that while in 

relation to a company, the risks are assumed (and contractually evidenced), with regards to a 

PE, it is a matter of attribution. This difficulty is reflected in both the Report and the Discussion 

Draft. FTI further notes that the examples themselves indicate that where analyses under both 

articles are performed independently from each other, there is the possibility that some of the 

risks could be included more than once. Hence, the independent application of analyses under 

Articles 7 and 9, could lead to overlaps and/or double-counting.  

 

FTI notes that the Report at paragraph 234 states that in calculating the profits attributable to 

the PE, the arm’s length remuneration to the agent should be deducted. This suggests, 

therefore, that analysis under Article 9 should be performed before that in Article 7.  FTI concurs 

and believes that it would be more practical and efficient to perform Article 9 analysis first1; 

performing Article 7 analysis first would necessarily require approximation of the arm’s length 

remuneration to the DAPE, and so would require re-calculating of the actual result.  

 

It is recommended that clear guidance should be provided on the order of application of 

analyses in Articles 7 and 9 in cases of DAPE. Due to the fact that the profits of the DAE should 

be deducted in arriving at the profits of the DAPE, it is considered most efficient and logical to 

apply Article 9 analysis first. FTI feels that the final guidance should be clear on this point so as 

to have the effect of limiting the scope of potential challenges by tax authorities and thus 

minimise instances of double taxation and MAP. Furthermore, such guidance will provide 

certainty and allow enterprises to perform the analysis more efficiently. 

 

It may also be helpful if the guidance were to discuss how much of Article 9 analysis should be 

considered/relied on in performing the Article 7 analysis.  

 

 

End of response. 

                                                           
1
 and this is noted also in paragraph 19 of the Discussion Draft 
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GFIA's response to the OECD Discussion Draft on Additional Guidance on the 
Attribution of Profits to Permanent Establishments 
 
 
 
GFIA is pleased to respond to the OECD's discussion draft on "Additional Guidance on the Attribution of Profits 
to Permanent Establishments" (the "discussion draft").  In general, GFIA supports the objectives of the OECD 
BEPS Action Plan to address weaknesses in the international tax environment.  Accordingly, we support the 
OECD's broad objectives in combating aggressive tax planning aimed at preventing the artificial avoidance of 
Permanent Establishment (“PE”) status.  However, it is critical that any measures adopted by the OECD are 
workable, well targeted, and do not result in unintended consequences that negatively impact the efficiency of 
commercial insurance operations and the availability and cost of insurance coverage for consumers. 
 
The preamble to the discussion draft refers to paragraphs 19-20 of the final Report on Action 7 of the BEPS 
Action Plan (Preventing the Artificial Avoidance of Permanent Establishment Status) which concludes that the 
changes discussed in the final Report do not require substantive modifications to the existing rules and 
guidance concerning the attribution of profits to a PE under Article 7 but that there is a need for additional 
guidance on how the rules of Article 7 would apply to PEs, in particular for PEs outside the financial sector 
(emphasis added).  While the focus of the Additional Guidance is on PEs outside the financial sector, GFIA is 
concerned about the potential impact of certain proposals in the discussion draft on the insurance sector. 
 
As outlined in GFIA's previous submission to the OECD (see Appendix), GFIA’s main concern with the 
proposed PE rules is that, for some insurance business models, PEs would be recognised for tax but not for 
regulatory purposes with no or minimal additional profit being attributed to them. This would result in an 
excessive compliance burden for both insurers and tax authorities. 
 
The discussion draft recognizes (see paragraph 104) that there could be situations where the profits attributed 
to a PE are nil but does not propose a solution to avoid the resulting disproportionate compliance burden for 
insurers. GFIA is disappointed with this situation and disagrees with the suggestion that these PEs may 
nevertheless be justified by the potential existence of “other tax liabilities”. At least in an insurance context, this 
would not be the case.  
 
GFIA reiterates its strong view that only the presence of Key Entrepreneurial Risk-Taking (KERT) functions in a 
jurisdiction should create a PE and the attribution of profits for tax purposes. The 2010 OECD Report on the 
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Attribution of Profits to Permanent Establishments Part IV (Insurance) (“Part IV”) recognizes that the main 
KERT function of insurers is the assumption and management of insurance risk/business (i.e. underwriting). 
The broader definition of PE in the discussion draft could potentially create PEs for insurers with no or minimal 
profit attributed to them in the following situations: 

 The insurer sells and markets insurance products. Part IV recognises that such activities are unlikely to 
be KERT. 

 A related service company performs non-KERT functions (such as back-office processing of 
applications, administrative support, claims handling and investment management). 

 An unrelated third party agent performs non-KERT functions and acts exclusively for an insurer.  
 An agent acts exclusively (or almost exclusively) for the insurer under a Delegated Underwriting 

Authority (DUA) and does not perform any KERT functions (which would be the case if the authority 
under the DUA is strictly limited).  

 A connected agent performs regulated non-KERT activities (eg. sales and distribution) in the same 
jurisdiction as the customer and is rewarded directly by the customer on an arm’s length basis (for 
example, a broker distributes insurance and is compensated through a fee charged to the customer, in 
addition to any fees from the insurer). 

 
GFIA’s view is that insurance distribution networks should not generally give rise to PEs for tax purposes since: 

 distribution activities are compensated by commissions and 
 the commissions are subject to tax in the distribution location.  

 
There is no reason why further income should be attributed to a dependent agent PE if the agent’s enterprise is 
remunerated on an arm's length basis, considering the risks assumed by the dependent agent enterprise.  
Similarly, when a bank distributes insurance, the insurer should be viewed as independent from the bank since 
the bank: 

 distributes products without the authority to negotiate insurance contracts and  
 may also distribute similar products from other competing insurers.   

 
GFIA believes the approach in example 1 of the discussion draft would be very difficult to apply in an insurance 
context, since there is nothing analogous to cost of goods sold (which in example 1 is equal to sales income to 
the head office in Country A to ensure there is no profit attributable to the PE in Country B). If the methodology 
of example 1 was for some reason applied to an agent undertaking non-KERT functions in Country B for an 
insurer, all the premium from writing the business in Country B would be inappropriately attributed to the PE in 
Country B, even though only non-KERT functions were performed in Country B. That would clearly conflict with 
Part IV.  
 
GFIA strongly recommends that the OECD avoid the creation of PEs in the circumstances discussed above, 
particularly since the OECD recognizes that no profit will be attributed to these PEs. This would avoid an 
unnecessary compliance burden on insurers. One way to address this problem would be to add some words to 
the commentary on Article 5 under paragraph 39 to note that the facts and circumstances of the business value 
chain should be considered as part of the determination of whether or not a PE is created.  We strongly 
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recommend adding a reference to Part IV since it provides comprehensive guidance defining and discussing 
the risks, risk management and allocation of risk in the context of the insurance business. 
 
 
GFIA contact  
Peggy McFarland, chair GFIA Taxation Working Group, pmcfarland@clhia.ca  
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
About GFIA  
Through its 41 member associations, the Global Federation of Insurance Associations (GFIA) represents the interests 
of insurers and reinsurers in 60 countries. These companies account for around 87% of total insurance premiums 
worldwide. The GFIA is incorporated in Switzerland and its secretariat is based in Brussels. 
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APPENDIX 
The comments in this appendix were submitted to the OECD on 12 June 2015 

 

GFIA Comments on OECD Revised Discussion Draft on BEPS Action 7 (Prevent 
 the Artificial Avoidance of PE Status)

Introduction 
The Global Federation of Insurance Associations (GFIA) through its 39 member associations represents 
insurers that account for around 87% or more than $4 trillion in total insurance premiums worldwide. GFIA is 
pleased to provide comments on the OECD revised discussion draft on "BEPS Action 7: Preventing the 
Artificial Avoidance of PE Status" (the "discussion draft").  In general, the GFIA supports the objectives of the 
OECD BEPS Action Plan to address weaknesses in the international tax environment.  Accordingly, we support 
the broad objectives of the discussion draft in combating aggressive tax planning aimed at preventing the 
artificial avoidance of Permanent Establishment (“PE”) status.  However, it is critical that any measures 
adopted by the OECD are workable, well targeted, and do not result in unintended consequences that 
negatively impact the efficiency of commercial insurance operations and the availability and cost of insurance 
coverage for consumers. 

General comments 
We welcome and fully support the conclusion of Working Party 1 that no specific rule for insurance operations 
should be introduced.  
 
We welcome the decision to provide additional guidance on the issue of attribution of profits to PEs.  The 
discussion draft notes that follow-up work on attribution of profits issues related to Action 7 will be carried on 
after September 2015 with a view to providing the necessary guidance before the end of 2016, which is the 
deadline for the negotiation of the multilateral instrument that will implement the results of the work on Action 7.  
We recommend that such guidance be released in draft form for public comment, with sufficient time 

(at least 45 days) for public review and consultation.  The need for adequate consultation time is critical 

given the complexity of this subject.  
 
The revised commentary on interpreting Articles 5(5) and 5(6) to deal with commissionaire arrangements 
appears to be written in the context of businesses that sell goods.  In addition, the commentary does not take 
into account the relative importance of the functions performed by the business in question − in particular, no 
recognition is given to where the KERT function (i.e. what drives the profit) is performed. If neither the nature of 
the business nor the importance of the function are taken into account, the outcome will be numerous PEs 
being created with nil or little additional profit being attributed. This would result in a disproportionate burden 
being placed on business. The particular concerns in the insurance context are with respect to: 

■ sales and marketing of insurance 
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■ non-KERT functions performed by an in-house service company, such as back office processing 
of applications, claims handling, investment management, and administrative support.  

With respect to the sales and marketing of insurance, the collection of premiums alone does not necessarily 
create value for the insurer.  The 2010 OECD Report on the Attribution of Profits to Permanent Establishments 
Part IV (Insurance) (“Part IV”) notes that sales and marketing is only one of the functions in the insurance value 
chain.  Paragraph 117 of Part IV recognizes that if the person (i.e. agent) collecting the premiums does not 
make the decision to accept the risks/business associated with the insurance policy, then the collection of 
premiums does not mean that insured risks/business have been accepted by that person.  This is an important 
point since, as recognised under Part IV, the KERT for insurers is the assumption of insurance risk/business 
(see for example paragraphs 931 and 94).  Accordingly, the KERT function rests with the entity which accepts 
and manages the risk/business (ie. the insurer and not the agent).   

Part IV provides comprehensive guidance defining and discussing risks, risk management and the allocation of 
risk in the context of insurance businesses.  Accordingly, given the extensive work that has gone into 
developing Part IV and the limited time remaining to complete the BEPS action plan, we recommend 

referencing the relevant existing guidance in Part IV for insurers in the commentary on Article 5(5) and 

5(6) (for example in paragraph 39). We also suggest that the commentary be extended to ensure that, 

when consideration is given to whether a PE exists, the relative importance of the functions performed 

by the business in question should be taken into account. 

 

GFIA contact  
Peggy McFarland, chair GFIA Taxation Working Group, pmcfarland@clhia.ca  

 

                                                      
1 Paragraph 93 of Part IV states in unequivocal terms:  

All facts and circumstances need to be considered to determine which function assumes insurance risk for the 
enterprise, because the assumption of insurance risk is the key entrepreneurial risk-taking function for an insurance 
enterprise. Other functions performed by an insurance enterprise may be important and valuable functions and 
should be compensated accordingly, but these other functions are not functions that form part of the key 
entrepreneurial risk-taking function. 
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FRANCE 

 

5 September 2016 

 

Dear Mr. VanderWolk, 

 
OECD Public Discussion Draft – BEPS Action 7: Additional Guidance on the Attribution 

of Profits to Permanent Establishments 

 

Grant Thornton International Ltd welcomes the opportunity to comment on the OECD public discussion 

draft entitled BEPS Action 7: Additional Guidance on the Attribution of Profits to Permanent Establishments, issued 

on 4 July 2016.  

We appreciate the work that the OECD has undertaken in the area of permanent establishments. We have 
provided general comments in Appendix A to this letter and specific comments in Appendix B.  
 

If you would like to discuss any of these points in more detail then please contact either myself or Darek 

Domeracki, Manager – Public Policy, Grant Thornton International Ltd (Darek.Domeracki@gti.gt.com; 

M: +44(0)7900706470).  

Yours sincerely 

 

 
Global Leader - tax services 
Francesca.Lagerberg@gti.gt.com 
T: +44 (0)20 7728 3454 
M: +44 (0)7812 138364 
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APPENDIX A  

 

Order of application  

 

Example 1 illustrates the overlap between Article 9 and Article 7 and sets out a process to establish profits 

attributable to the Dependent Agent Permanent Establishment ("DAPE"). The analysis initially focuses on 

the importance of functions to control Economically Significant Risks in Article 9, followed by the 

analysis of relevant Significant People Functions ("SPFs") in Article 7. 

We note that Example 1 appears to be very simplistic and hence not necessarily reflective of practical 

issues surrounding multinational enterprises' business and pricing arrangements. For example, it is 

common in practice for a commissionaire agreement to provide for performance-related remuneration. If 

Sellco performed strongly in the relevant territory, the commission in Example 1 might be 15 instead of 

10. This would turn the profit attributable to the DAPE of Prima in Country B into a loss of 5.    

Some territories may permit the DAPE and the commissionaire to form a tax group or consolidation so 

that the loss in the DAPE could be offset against the profits of the commissionaire. However, in 

territories where domestic laws do not allow this, double taxation could arise within that territory if relief 

for the losses of the DAPE is not available. In addition, some territories may restrict the carry-forward or 

carry-back of losses of the DAPE   

This problem would be exacerbated by the fact that the profits attributed to Country A would remain the 

same and the tax rules in Country A may not permit the offset of the Country B DAPE loss against other 

Country A profits. 

A further example of a potential practical problem would be a situation where the sales commission paid 

Prima to Sellco is subject to a transfer pricing adjustment (increase) in Sellco’ s jurisdiction. If the amount 

of the transfer pricing adjustment was 5, the sales commission would now again be 15, resulting in a loss 

of 5 for the DAPE of Prima. Again, double taxation and/or timing permanent differences could arise as 

already identified above.  In both of the examples above, it can be seen that the OECD's suggested 

approach leads to additional complexities, particularly in Country B, without altering the overall profit 

attributable to that territory.  There may therefore be instances in which it would be appropriate for the 

OECD to permit Contracting States to take a practical approach and not require an attribution of profits 

or losses to a DAPE of Prima where this results in the practical problems identified above.  

Splitting of contracts as a way to avoid PE status  

 

Broadly the report proposes that the principal purpose test ("PPT") is applied when it is reasonable to 

conclude that one of the principal purposes of splitting up the contract is to obtain the benefit of the 12 

months rule in terms of article 5(3). However the OECD does not provide clear guidance for the 

application of the PPT and in our opinion this may lead to uncertainty and an increase in conflict of 

interpretation between treaty parties.  

Furthermore, the wording of the report raises our concern since a transaction motivated by commercial 

purposes may still not pass the PPT if gaining a tax advantage from the transaction was also a secondary 

principal purpose. This is clearly contrary to the freedom of establishment as defined by ECJ. Indeed ECJ 

case law on freedom of establishment allows residents to establish in other EU states and to benefit from 

tax provisions provided that the company has a genuine economic activity. Hence, a subsidiary set up and 

having a genuine economic activity and economic substance in a jurisdiction which has a more efficient or 

competitive tax regime may fall foul of the said PPT inhibiting the freedom of establishment sanctioned 

by EU law. 
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APPENDIX B 

 

Example 1 

 

Do you agree with the functional and factual analysis performed in Example 1 under 

the AOA?  

 

Under the Authorised OECD Approach (the “AOA”), risks of a non-resident enterprise relating to 

inventory, marketing, intangibles or receivables should only be attributed to the DAPE in circumstances 

where relevant SPFs are performed by the DAPE on behalf of the non-resident enterprise. In this 

example there are no risks or assets attributable to Sellco as there are no relevant SPFs performed by 

Sellco on behalf of Prima.  

Based on the facts in Example 1, we agree with the analysis. However, we would welcome further 

guidance on the identification of SPFs, as we consider the existing draft guidance to be very limited. 

We also note that depending on how each case is interpreted, there potentially could be a range of 

outcomes based on the functional and factual analysis. This may lead to inconsistency across multinational 

enterprises. Clear guidance and detailed, comprehensive examples are therefore required.  

Do you agree with the construction of the profits or losses of the DAPE in Example 1 

under the AOA?  

 

Broadly we agree with the construction of the profits or losses of the DAPE in Example 1 under the 

AOA.  

We note, however, that Example 1 is simplified as compared to most business arrangements, and may not 

reflect the complexities most businesses may face when determining how much profit is attributable to the 

DAPE, as explained by our comments in 1 above.  

What would be the conclusion if, because of the wording of Article 7 in the applicable 

tax treaty, an approach other than the AOA applied? If the conclusion is different, what 

would be the differences?  

 

With respect to Example 1, we are of the view that if an approach other than the AOA was to apply, the 

conclusion would unlikely be different. This is due to the simplistic nature of the facts as outlined in 

Example 1. However, for multinational enterprises whose commercial arrangements are more complex, 

the conclusion may be significantly different, as our comments on Example 1 illustrate. 

For example, the wording of Article 7(6) of the UK/India Double Tax Treaty in conjunction with Indian 

domestic laws means that the attribution of head office company costs is very limited in calculating the 

profits attributable to an Indian PE of a UK enterprise.  

Therefore, in Example 1, the amount of the cost of goods sold (“COGS”) of 190 that could be deducted 

against Country B sales income could be heavily restricted. This would result in the potential for 

significant double taxation where the head office territory operates an exemption system of taxation for 

foreign permanent establishments or where credit relief for foreign tax is limited to the head office country 

tax on the same profits that are subject to foreign tax. 

In addition, Article 7(3) of the UK/India treaty contains a distinct and separate rule which states that 

where a PE takes an active part in negotiating, concluding or fulfilling contracts entered into by the 

enterprise, then, notwithstanding that other parts of the enterprise have also participated in those 

transactions, that proportion of profits of the enterprise arising out of those contracts which the 
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contribution of the PE to those transactions bears to that of the enterprise as a whole shall be treated as 

being the profits indirectly attributable to that PE.  

While we note that India is not a full OECD member country, it has a strong working relationship with 

the OECD.  In addition, India is part of the ad hoc group addressing the double tax treaty related 

measures to be implemented by BEPS Action 15: Developing a Multilateral Instrument to Modify Bilateral 

Tax Treaties. 

We would therefore encourage one approach to the attribution of profits across all relevant double tax 

treaties. This will mitigate uncertainty and risk of double taxation where, for example, one tax authority 

argues for an attribution of profit based on the AOA whilst another tax authority may not wish to adopt 

the AOA. This is the current situation in countries which have chosen not to adopt the AOA in practice, 

leading to a lack of consistency between countries and the actual/model treaties.  

Many double tax treaties contain a provision in Article 7 that the same method of attributing profits to a 

PE should be used year-on-year unless there is good and sufficient reason to the contrary (e.g. UK/France 

treaty). The new proposals could affect existing PEs as well as clarify the position for new PEs. On this 

basis, we could seek the OECD’s confirmation that the new proposals are sufficient for this purpose.   

In the types of cases illustrated by Example 1, is it appropriate to conclude that, where 

under the functional and factual analysis under Article 7, the dependent agent 

enterprise does not perform significant people functions on behalf of the non-resident 

enterprise, there will be no profits attributable to the DAPE after the payment of an 

appropriate fee to the DAE under Article 9?  

 

In principle, we agree with the conclusion of Example 1. Particularly, if the transfer pricing is correct for a 

non-resident entity and there are no relevant SPFs performed by the DAPE on behalf of the non-resident 

entity, no further profits should be attributed to the DAPE. As noted above, however, in practice 

multinational enterprises' business arrangements are often more complex than the facts of Example 1.   

Therefore, we do not believe that Example 1 will completely alleviate taxpayers' concerns that the process 

of attributing profits to new PEs which come into existence as result of BEPS Action 7 will be a complex 

and potentially subjective process. 

We consider that multinational enterprises will generally welcome the clarification that some DAPEs 

arising due to BEPS Action 7 should not give rise to additional tax. However, it would still appear that the 

revised definition of a PE will give rise to all of the associated reporting and compliance obligations (and 

potential penalties) even in a situation where there are no attributable profits or further tax.  

Therefore, we consider that the relevant OECD commentary should be amended to provide that 

contracting states should have the option to pursue the existence of a PE and exempt the enterprise of the 

other contracting state from tax filings and other compliance requirements associated with having a PE in 

circumstances where no additional overall attribution of profits arises to the contracting state. This would 

also cover the situations which we have identified in 1 above. 

Example 2 

 

Do commentators agree with the construction of the profits or losses of the DAPE in 

Example 2 under the AOA?  

 

In principle, we agree with the construction of the profits or losses of the DAPE in Example 2 under the 

AOA. 
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What would be the conclusion if, because of the wording of Article 7 in the applicable 

tax treaty, an approach other than the AOA applied? If the conclusion is different, what 

would be the differences?  

 
With respect to Example 2, we are of the view that if an approach other than the AOA was to apply, the 

conclusion would unlikely be different. This is due to the simplistic nature of the facts as outlined in this 

Example. However, for multinational enterprises whose commercial arrangements are more complex, the 

conclusion may be significantly different. We refer to the comments we expressed for Example. 

In your opinion, what would be the consequences if, in the example, Sellco does not 

have the financial capacity to assume the inventory and credit risks? In that case, to 

which party would you allocate those risks? How would it affect the fee payable to 

Sellco and the profits to be attributed to the DAPE?  

 
If SellCo would not have the capacity to take over the risks in the first stage, the remuneration for the legal 

contract between SellCo and Prima needs to be adopted. Therefore, there would be a shift in the profit 

calculation towards Prima. In the second stage, Prima would then need to allocate the calculated profits 

between Prima in Country A and the permanent establishment in Country B. The criteria therefore would 

be the AOA. 

What are your views on the fact that in Example 2 the same functions that are 

considered under the Article 9 analysis to allocate risks to Sellco, are also taken into 

account, under Article 7, as the SPF that result in the attribution of economic 

ownership of assets to the DAPE? What is your opinion about the fact that, in this 

example, the inventory and credit risks are allocated to Sellco under Article 9 and the 

economic ownership of inventory and receivables are attributed to the DAPE? Does 

your reading of the current guidance of the 2010 Attribution of Profits Report, and in 

particular with paragraphs 230 to 245, support the conclusions of the Example?  

 

We do not feel that the current guidance sufficiently supports the conclusions drawn in this Example. The 

example highlights the increased compliance burden that is likely to be faced for many of our clients with 

complex operating models. This simplistic example indicates a minimal tax increase of 2 in Country B.   

Example 3 

 
Do commentators agree with the construction of the profits or losses of the DAPE in 

Example 3 under the AOA?  

 

With respect to Example 3, DAPE is created by the employee and no associated entity is created. 

Therefore, we consider that Article 9 of OECD Model does not apply. The example should be analyzed 

only by the application of AOA. The inventories, the credit risk, the ownership of company vehicle and 

capital are attributed to the DAPE.   

The first step should be to perform a functional analysis to identify and compare significant activities and 

responsibilities undertaken; assets used, such as plant and equipment, the use of valuable intangibles, 

financial assets, etc. The nature of the assets used, such as the age, market value, location, property right 

protections available, etc. 

Functions  

According to the OECD Guidelines, “remuneration in independent transactions typically reflects the 

functions performed by each entity. The functions carried out (taking into account the assets used and the 

risks assumed) will determine to some extent the allocation of risks between the parties, and therefore the 

remuneration each party would expect to receive in arm’s length transactions. In relation to contractual 
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terms, it may be considered whether a purported allocation of risk is consistent with the economic 

substance of the transaction.  

Risks  

Risks usually refers to possible events that may arise while performing the activities, or inherent to them, 

which can be on detriment or benefit of the business. In general, it is to be expected that the entity bearing 

the greatest risk should be entitled to a relatively larger share of the profit earned on the business 

transaction. Therefore, the focus is to analyse which risks affect the different entities and whether those 

risks are significant. The main types of risks to consider include market risks, such as input cost and 

output price fluctuations; risks of loss associated with the investment in and use of property, plant, and 

equipment; risks of the success or failure of investment in research and development; financial risks such 

as those caused by currency exchange rate and interest rate variability; credit risks; and so forth. 

Finally, we note that there are many risks, such as general business cycle risks, over which typically neither 

entity has significant control and, which at arm’s length, could therefore be allocated to one or the other 

entity to a transaction. Analysis is required to determine to what extent each party bears such risks in 

practice.  

Therefore, for a correct attribution of profits (or losses) in Example 3, it is essential that a proper analysis 

of the SPF is carried out, which can be rather simple if applied to certain assets on the one hand, but 

complicated if related to other assets (i.e. intangible assets) on the other hand.  

Furthermore, an employee can be appointed by the company not only to manage a sale activity but also 

other administrative activities that are not connected to the country where they perform the main activity 

(i.e. sale of goods). That situation can influence the SPF analysis and result in a change of profit attribution 

over the principal company. 

Therefore, we agree with the construction of the profits (and losses) under AOA, but we note that such an 

approach can be largely impacted by a more complex situation where an employee develops different 

activities and manages more complex assets. Under such circumstances, a deeper functional and risks 

analysis is required (as well as interaction with other Action plans as Actions 8-10). 

What would be the conclusion if, because of the wording of Article 7 in the applicable 

tax treaty, an approach other than the AOA applied? If the conclusion is different, what 

would be the differences?  

 

On the basis of our above response, the attribution of profits may be influenced by other components that 

are not considered in Example 3, such as royalty flows or administrative functions developed by the 

employees, which may reduce the profits over the employee and shift the profits over the principal 

company. In addition, the determination of Capital to be attributed to the DAPE can be affected by this 

analysis, because DAPE has been attributed a lower level of risk. 

Moreover, the OECD Commentary to paragraph 2 of Article 7 of the OECD Model highlights that the 

AOA determines the profits that are attributable to a permanent establishment. Once the profits that are 

attributable to a permanent establishment have been determined in accordance with paragraph 2, it is 

necessary to determine whether and how such profits should be taxed, considering the domestic law of 

each Country. Therefore, the profits individuated in Example 3 would be subject to the taxation provided 

by the Country where the employee develops his activity, leaving less room for the application of 

international approaches. 

Reference needs to be made to paragraph 15 and 16 of the document. The new text of Article 7 (and the 

2010) report is contained in a limited number of treaties and, while some Countries have declared to use 

the AOA in "full" regardless of which version of Article 7 is present in their treaties, others have expressly 
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declared their reluctance to adopt the new text of article 7. This raises the question of whether the 

conclusions reached can be considered accurate with respect to Article 7 of the previous year (compared 

to 2010) and that of the 2010 report. In our view, all the documents referred to in the Discussion Paper 

would need to be re-analysed. Although it is most likely that the conclusions reached would be the same, 

there is an inherent risk of double taxation in a situation where a Country (eg. head office) follows one 

interpretation, while the other Country (PE) follows another. In this situation, there should be a 

mandatory MAP in place but given the conclusions of Action 14 it is unlikely that the OECD intend to 

implement this.  

Example 4 

 

Do commentators agree with the construction of the profits or losses of the DAPE in 

Example 4 under the AOA? 

 

The intent of Example 4 is to highlight scenarios where SPFs are performed in two jurisdictions and to 

illustrate a comparison of profit and loss scenarios. Despite the intent, the facts demonstrate the 

complexity and assumptions required to conduct this analysis, partly because the contractual arrangement 

allocates risks to SellCo.   

The allocation of the profits/losses in the DAPE is being apportioned via the basis of the respective 

contributions to credit management costs (i.e. SPF) for Country B customers, which equates to 25% for 

the DAPE, which represents the costs incurred by Sellco.  

However, Sellco is compensated for such costs already under Art 9 as reflected in the workings on 

paragraph 74, by way of a cost plus Service Fee and Incentive Fee. Consequently, under this example, 

Country B is being compensated twice for the credit management activities carried out in Sellco – partly in 

Sellco under Art 9 and partly in DAPE under Art 7. 

In total, Country A shows profit of 967 and Country B shows profit of 1,632 (1,210 + 422.5) on the 

transaction, which does not reflect either the contractual risk basis or the SPF activity in either country. 

We would suggest that the appropriate result should be that Sellco is remunerated as per Para 74 based on 

TP principles, and no additional income is attributed to the DAPE on the basis that adequate income has 

been reflected in Country B in Sellco.   

Alternatively, if it is still necessary to reflect income in the DAPE under Art 7, then this income should be 

proportionally taken from the Income of Primco and Sellco, in order to avoid Country B being over 

compensated on the entirety of the transaction, in conflict with the contractual risk arrangements and SPF.  

Consequently, we do not agree that the profits are being allocated on a reasonable basis in the examples 

given. 

Do commentators agree that the profits or losses in the DAPE over and above the fee 

payable to Sellco arise because the contractual allocation of risk to Prima is respected 

under Article 9, and is not shared with Sellco, whereas under Article 7 the risk is partly 

attributed to Prima’s Head Office and partly to the DAPE of Prima? In other words, the 

difference arises from differences between allocation of risk between two separate 

enterprises and attribution of the risk within the same enterprise? 

 

Yes, as noted above, we agree that the profits or losses arise from differences between the allocation of 

risk between two separate enterprises and attribution of risk within the same enterprise, and this leads to 

the inevitable over attribution of profits to Country B in the examples provided.  
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It should be noted however, that it is difficult to analyse the real world commercial effects of such a 

scenario. Other factors may have to be considered in the construction of the profits to the DAPE. 

Example 5 

 

Do commentators agree with the construction of the profits or losses of the PE in 

Scenario A of Example 5 under the AOA? 

 

Whilst we agree with the proposed P&L elements to calculate the service remuneration of WRU’s PE in 

Scenario A, the calculation of the said elements, particularly the “Cost of workforce” should not be limited 

to a direct recharge of ‘costs’ but should also include the value created by the workforce as an asset, taking 

into consideration training and other qualities which WRU could have benefitted from had the workforce 

not been assigned to the PE. 

Broadly, the notion is that employees are merely costs, and add no overall value to the PE as they are not 

“assets” and as such, no taxable profit is attributed. However, our view is that in an increasingly service 

dominated economy, employees could also be considered an “asset” for which an appropriate reward 

needs to be reflected.  

In the case of scenario A, where third party revenue is received, this is reflective of both the location of 

the warehouse, and its service element to deliver appropriate parts/inventory in a timely manner. Hence, 

the arm’s length pricing of the reward by the PE to WRU “for the economic ownership of the asset and 

the routine function performed at the warehouse” should include the overall value to the PE or correlated 

‘loss’ to the non-resident enterprise. Furthermore, in line with paragraph 68 of the 2010 Report on the 

Attribution of Profits to Permanent Establishments, the reward for the “Cost of workforce” should also 

include a discounting factor by way of remuneration for the risk taken over by the PE from negligence of 

employees engaged in the function performed by the PE 

Do commentators agree with the conclusion reached in Scenarios B and C of Example 

5 under the AOA?  

 

We broadly agree with the conclusions reached, however, in applying the AOA the conclusions drawn are 

not clear on what constitutes the “asset” base. As noted in our comments above, the reward for the 

employees should go beyond the mere cost since people are intrinsically an asset to the operation. Hence, 

as the main distinction between Scenarios B and C is the outsourcing of the employees to a third party, 

arguably if the employees are maintained in-house, the reward for maintaining such employees should be 

equivalent to the third party scenario. 

In addition, comparing scenario A to scenarios B & C, although the PE is respectively being compensated 

for operating the warehouse in the former whilst being rewarded as a cost centre in the latter scenarios, in 

our opinion, the risk borne by the PE goes beyond the warehouse asset and should include business 

continuity risk emanating from the maintaining of inventory, employee service and other business 

functions the failure or rewards from which should be adequately compensated to the PE. 

The other area of potential discussion is the difference between third party inventories versus owned 

inventory. Should there be any taxable profit attributed to the jurisdiction holding the owned inventory? 

Perhaps there should on the basis that higher revenues are earned by virtue of having these inventory 

available at short notice.  Currently the examples suggest that an investment return is only attributable 

based on the capital cost of the warehouse, not necessarily the stock on the basis of its working capital. 

Under all scenarios, interest costs and free capital in connection with the warehousing facility (including 

depreciation of asset) should be equal to those allocated to WRU in Scenario A. 
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In particular, do you agree that there can be investment return on the asset or assets 

creating or being part of the PE when there are no personnel of the non-resident 

enterprise operating in the PE? 

 

We agree that there can be, and should be, an investment return on the asset or assets when there are no 

personnel. However, in line with our comment to question 15 the elements constituting the asset base 

should be clarified (i.e. building only, inclusive of parts/inventory or not?, how to price employees as 

assets?) 

Do you agree with the streamlined approach proposed in this example for cases where 

there are no functions performed in the PE apart from the economic owenership of the 

asset i.e. attribute profits to the PE commensurate with investment in that asset 

(taking into account appropriate funding costs and the compensation payable for 

investment advice)? How would you identify the investment return? 

 

Subject to our remarks in the foregoing comments, we agree with the approach. The investment return 

should take into consideration the WACC of the tax payer and comparable yield for identical investments. 

Do you agree that if the non-resident enterprise has no personnel operating at the fixed 

place of business PE, then significant people functions performed by other parties on 

their own account in the jurisdiction of the PE do not lead to the attribution of risks or 

assets to the PE, and no profits would be attributable to the PE? If not, please explain 

the reasons for taking a different view.  

 

Subject to our remarks in the foregoing comments, we agree that the proposed scenario should not lead to 

the attribution to the PE of risks or assets, nor profits, emanating from the significant people functions 

performed by third parties on account of the non-resident enterprise. 

Under Scenario C, if Wareco were a related enterprise, and if it is assumed that the 

arm’s length fee is 110% of its costs, would there be any difference to the outcome of 

the attribution of profits of the WRU? 

 

In our view, the proper application of the AOA should lead to the same outcome. 

What would the conclusion if, because of the wording of Article 7 in the applicable tax 

treaty, an approach other than the AOA applied? If the conclusion is different, what 

would be the differences? 

 

In theory, whatever the methodology applied, the same conclusion should be achieved for the purposes of 

allocating the taxable base between the respective jurisdictions. Hence, the AOA and any other 

methodology, should include an equivalent approach or formula which takes into consideration functions 

performed, risks incurred and assets employed, applying the right weighting for each element as is 

commensurate and akin to the market and economic dynamics of the sphere of operation of the 

enterprise. 
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Comments to the OECD Discussion Draft on 
“Additional Guidance on the Attribution of Profits to Permanent Establishments” 

 
ICC welcomes the opportunity to comment on the Discussion Draft.  The revisions to the 
definition of permanent establishment which follow the publication of the Report on Action 7 
will potentially result in the recognition of huge numbers of new permanent establishments.  
In some cases the profit to be attributed will be very small or even de minimis while in others 
novel questions of the application of the AOA and other relevant principles will arise.  While 
ICC welcomes the additional guidance in cases involving dependent agent permanent 
establishments and warehouses there is concern that these represent only a small proportion 
of the circumstances in which uncertainty will arise. Given that this uncertainty will be an 
impediment to cross-border trade and investment, ICC hopes that this Discussion Draft will 
be only the beginning of the process and that more comprehensive guidance will be 
produced as a matter of urgency. This further process should certainly include additional 
guidance in terms of profit allocation regarding the new fragmentation clause, notably its 
limitation to those activities which constitute complementary functions and are part of a 
cohesive business operation. Clear statements should be included to confirm that profit 
attribution to complementary activities shall only be determined from an activity point of view. 
 
We agree, as noted in paragraph 6, that the basic definition of what is deemed to constitute a 
permanent establishment has not changed, but what is fundamentally new is that a relatively 
high threshold has been removed such that disagreement can now arise in connection with 
very small attributions of profit.  In order to avoid administrative burden for both taxpayers 
and administrations it would be helpful to address small and de minimis cases in the 
guidance.  With this in mind and in response to question 21 raised after paragraph 105, ICC 
suggests that in cases where any attribution of profit would be small (in either relative or 
absolute terms) the guidance might provide for an administrative process whereby the 
permanent establishment would be disregarded for practical purposes.   
 
It is of particular concern, as noted in paragraph 15 et Seq., that the AOA is implemented in 
very few treaties, that a number of OECD and non-OECD countries have expressly rejected 
the new Article 7 and that the implementation of the full AOA has been expressly rejected by 
the UN Committee of Experts on International Cooperation in Tax Matters.  From the 
perspective of the ICC this is an unsatisfactory state of affairs and brings into question 
whether broader guidance, or at least discussion, would be helpful as the existing and 
proposed guidance is based solely on the application of the AOA.  We need to deal with the 
full range of approaches actually applied in practice. 
 
It is very likely that the attribution of profits to permanent establishments will develop rapidly 
in the near future as (i) multinational enterprises adapt their business models to the post-
BEPS environment, (ii) business models continue to evolve with the digital economy and (iii) 
tax administrations reflect on and implement the new practice, not necessarily in consistent 
ways.  It seems appropriate for the development of guidance in this area to be ongoing, at 
least until the law and practice becomes more settled.  The work of the OECD should  
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therefore be taken forward on a continuing basis rather than terminated on publication of the 
final report. It should certain include further alignment of the analyses under Art 9 and Art 7 
of the OECD Model Tax Treaty. 
 
We agree with BIAC that some of the key terms and expressions are not sufficiently defined 
and would benefit from further guidance.  This applies, in particular, to the question as to 
when a party “plays the principal role leading to the conclusion of contracts that are routinely 
concluded without material modification”; as well as to the precise meaning of “preparatory 
and auxiliary activities”. 
 
The examples in the Discussion Draft are very helpful and it is particularly useful that 
computations are included.  However, the examples are at the very simplest end of actual 
business models and it would be very common for there to be many more parties involved in 
the transactions.  The guidance should make it clear that in more complex cases it may be 
necessary to take a pragmatic approach and a taxpayer’s reasonable practical solution 
should be acceptable notwithstanding that other approaches might be possible in theory.  
The questions posed in the Discussion Draft address a somewhat narrow range of 
circumstances and issues and it will be important, as noted above, to maintain a dialogue 
with business as practical problems emerge. The examples as well as the terms and 
expressions seem to include a number of assumptions which are not always clear. Further 
clarification should include being explicit about what assumptions have been made and that 
the assumptions in the examples are solely for explanatory purposes, and are not intended 
to be general rules. 
 
Finally, it would be helpful to reiterate that the lowering of the threshold in relation to the 
definition of permanent establishment is not intended to have any spillover effect on other 
taxes.  VAT, for example, should be addressed by application of the VAT Guidelines and the 
fact that an enterprise might have a new permanent establishment as a result of the revised 
guidance should not, in itself, affect the treatment of any other taxes. 
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The International Chamber of Commerce (ICC) 

Commission on Taxation 

 
ICC is the world business organization, whose mission is to promote open trade and 
investment and help business meet the challenges and opportunities of an increasingly 
integrated world economy. 
 
Founded in 1919, and with interests spanning every sector of private enterprise, ICC’s global 
network comprises over 6 million companies, chambers of commerce and business 
associations in more than 130 countries. ICC members work through national committees in 
their countries to address business concerns and convey ICC views to their respective 
governments. 
 
The fundamental mission of ICC is to promote open international trade and investment and 
help business meet the challenges and opportunities of globalization. ICC conveys 
international business views and priorities through active engagement with the United 
Nations, the World Trade Organization, the Organisation for Economic Co-Operation and 
Development (OECD), the G20 and other intergovernmental forums. 
 
The ICC Commission on Taxation promotes transparent and non-discriminatory treatment of 
foreign investment and earnings that eliminates tax obstacles to cross-border trade and 
investment. The Commission is composed of more than 150 tax experts from companies and 
business associations in approximately 40 countries from different regions of the world and 
all economic sectors. It analyses developments in international fiscal policy and legislation 
and puts forward business views on government and intergovernmental projects affecting 
taxation. Observers include representatives of the International Fiscal Association (IFA), 
International Bar Association (IBA), Business and Industry Advisory Committee to the OECD 
(BIAC), Business Europe and the United Nations Committee of Experts on International 
Cooperation in Tax Matters. 
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IFA Grupo Mexicano, A.C. 

Mexico City, September 5, 2016 

 

Via e-mail 

TransferPricing@oecd.org  
Tax Treaties, Transfer Pricing 
and Financial Transactions Division OECD/CTPA 
 

Dear all, 

 On behalf of IFA Grupo Mexicano, A.C. (Mexican Branch of the International 
Fiscal Association), kindly find below the comments on the Public Discussion Draft 
–“BEPS ACTION 7 – Additional Guidance on the Attribution of Profits to 

Permanent Establishments” (the “Draft”). 
 
I. GUIDANCE ON PARTICULAR FACT PATTERNS RELATED TO 

DEPENDENT AGENT PERMANENT ESTABLISHMENTS (“DAPE”) 
 
1. Commentators are invited to express their views on whether the order 

in which the analyses are applied under Article 9 of the MTC and 

Article 7 of the MTC can affect the outcome, and what guidance should 

be provided on the order of application.  

 
Conceptually speaking and assuming that the factual and functional analysis 

of the Dependent Agent Enterprise (“DAE”) (per Article 9 of the MTC) and of the 
DAPE (per Article 7 of the MTC) were aligned, the outcome would be the same; in 
this case, guidance could be provided in the sense that Step 2 of the Authorized 
OECD Approach (“AOA”) is unnecessary if such alignment is revealed in Step 1. If 
there is no alignment between the factual and functional analysis of the DAE and of 
the DAPE, then the outcome would be affected. In the latter case, the analysis of 
Article 9 should be applied first in order to determine the arm’s length profit of the 
DAE which in turn is the fee deductible in the DAPE, and guidance should be 
provided in that sense. 
 

a. EXAMPLE 1 
 
2. Do you agree with the functional and factual analysis performed in 

Example 1 under the AOA?  
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Yes. We agree with the functional and factual analysis under the AOA, since 
DAE does not undertake significant people functions (“SPF”) relevant to the 
assumption and/or management of risk on behalf of DAPE, nor it determines an 
economic ownership of assets by DAPE (See Paragraph 232 of the 2010 

Attribution of Profits Report). 
 
3. Do you agree with the construction of the profits or losses of the DAPE 

in Example 1 under the AOA?  

 
Yes, because as mentioned in our answer to question 2 there are no SPF 

involved in this example and therefore no risks and/or assets should be attributed 
to DAPE. Under this scenario, it is correct to assess a Cost of Goods Sold 
(“COGS”) in an amount sufficient not to attribute any profits to the DAPE after an 
arm’s length reward is paid to the DAE. 
 
4. What would be the conclusion if, because of the wording of Article 7 in 

the applicable tax treaty, an approach other than the AOA applied? If 

the conclusion is different, what would be the differences?  

 
Under an approach other than the AOA (namely the single taxpayer 

approach), there would be no difference in the conclusion since DAPE is not being 
attributed any assets or risks under the AOA in this example.  
 
5. In the types of cases illustrated by Example 1, is it appropriate to 

conclude that, where under the functional and factual analysis under 

Article 7, the dependent agent enterprise does not perform significant 

people functions on behalf of the non-resident enterprise, there will be 

no profits attributable to the DAPE after the payment of an appropriate 

fee to the DAE under Article 9?  

 
Yes, it is appropriate provided that DAPE is not attributed with the economic 

ownership of assets which would result in a profit under the AOA (see Paragraph 

235 of the 2010 Attribution of Profits Report).  
 

b. EXAMPLE 2 
 
6. Do commentators agree with the construction of the profits or losses 

of the DAPE in Example 2 under the AOA?  

 
Generally we do agree with the construction of profits or losses; however, 

we consider that additional guidelines should be provided in order to avoid a 
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double counting of deductible items or costs upon applying the analysis of the fee 
payable to Sellco under Article 9 of the MTC.  
 
7. What would be the conclusion if, because of the wording of Article 7 in 

the applicable tax treaty, an approach other than the AOA applied? If 

the conclusion is different, what would be the differences?  

 
Under an approach other than the AOA (namely the single taxpayer 

approach), there would not be any attribution of assets or risks to DAPE, since 
those would correspond to Prima. Therefore, DAPE would not be attributed with 
the $2 funding return from Sellco since no economic ownership of assets is 
recognized.  
 
8. In your opinion, what would be the consequences if, in the example, 

Sellco does not have the financial capacity to assume the inventory 

and credit risks? In that case, to which party would you allocate those 

risks? How would it affect the fee payable to Sellco and the profits to 

be attributed to the DAPE?  

 
Per Article 9 of the MTC, risk will be assumed by Prima and therefore fees 

payable to DAE are reduced in proportion to the assumption of risks. The fee 
payable to Sellco would be reduced in order to reflect the new operating margin 
considering the new allocation of risks; on the other hand, the profits to be 
attributed to DAPE would increase in proportion to the risks assumed. 
Nevertheless the source state will still tax the $9 of total profit but allocated in 
different proportions between DAPE and Sellco.  The following chart reflects the 
reasoning that supports our conclusion: 
 

 

Sellco  Sellco 
Adjustment 

DAPE 
Adjustment 

Sales income $30.00 $20.00 $200.00 

COGS $0.00 $0.00 $170.00 

Gross P&L $30.00 $20.00 $30.00 

Opex $8.00 $8.00 $0.00 

Sales commission $0.00 $0.00 $20.00 

Bad debts $4.00 $0.00 $4.00 

Inventory loss $3.00 $0.00 $3.00 
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Warehouse cost $6.00 $6.00 $0.00 

Operating Profit $9.00 $6.00 $3.00 

 
9. (1) What are your views on the fact that in Example 2 the same 

functions that are considered under the Article 9 analysis to allocate 

risks to Sellco, are also taken into account, under Article 7, as the SPF 

that result in the attribution of economic ownership of assets to the 

DAPE? What is your opinion about the fact that, in this example, the 

inventory and credit risks are allocated to Sellco under Article 9 and 

the economic ownership of inventory and receivables are attributed to 

the DAPE? (2) Does your reading of the current guidance of the 2010 

Attribution of Profits Report, and in particular with paragraphs 230 to 

245, support the conclusions of the Example? 

 
(1) We agree on the fact that the same functions are taken into account for 

purposes of Articles 9 and 7 of the MTC since the analysis in the example properly 
analyzes “the actual conduct of the parties” (Article 9) and the SPF involved (Article 
7).  
 

In our opinion because there is an overlap of risk attribution to Sellco under 
Article 9 and thereafter to DAPE under Article 7, clear guidelines should be 
provided to prevent double counting of resulting costs and write offs in both the 
P&L of DAPE and in the fee payable to DAE.  
 

(2) Yes. Paragraph 244 of the 2010 Attribution of Profits Report establishes 
that no presumption of assets and risks should be attributed to the DAPE merely 
by the fact that the same assets and risks were assumed by the DAE on the 
analysis of Article 9 of the MTC. In the case at hand, the SPF were properly 
attributed to the DAPE under the AOA functional and factual analysis.  
 

c. EXAMPLE 3  
 
10. Do commentators agree with the construction of the profits or losses 

of the DAPE in Example 3 under the AOA?  

 
Yes, provided that DAPE acts as a distributor and that, considering the fact 

pattern of the global group operation, the applied transfer methodology is 
appropriate (see Paragraph 185 of the 2010 Attribution of Profits Report) to 
calculate the DAPE’s profitability in an arm’s length basis in accordance with the 
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OECD’s Transfer Pricing Guidelines (“Guidelines”) and considering DAPE as a 
separate and independent enterprise. 
 
11. What would be the conclusion if, because of the wording of Article 7 in 

the applicable tax treaty, an approach other than the AOA applied? If 

the conclusion is different, what would be the differences? 

 
The conclusion would be the same because, in this specific Example, there 

are no internal dealings between DAPE and Prima that could affect the allocation 
of profits in DAPE.  Additionally, the profitability of DAPE, even with the different 
wording of Article 7, should be calculated in an arm’s length basis as if DAPE were 
a separate and independent enterprise. 
 

d. EXAMPLE 4 
 
12. Do commentators agree with the construction of the profits or losses 

of the DAPE in Example 4 under the AOA? 

 

We agree with the construction of the P&L determined under the AOA; 
however, issues arise as to whether the collection of customer receivables by DAE 
translates into SPF of relevance for the DAPE (see Paragraph 1.105 of the 

Guidelines). 
 
13. Do commentators agree that the profits or losses in the DAPE over and 

above the fee payable to Sellco arise because the contractual 

allocation of risk to Prima is respected under Article 9, and is not 

shared with Sellco, whereas under Article 7 the risk is partly attributed 

to Prima’s Head Office and partly to the DAPE of Prima? In other 

words, the difference arises from differences between allocation of risk 

between two separate enterprises and attribution of risk within the 

same enterprise? 

 
The differences arise since the analysis under Article 9 leads to risk being 

assumed entirely by Prima regardless that DAE is also exercising control over the 
risk, situation that does not occur under the AOA analysis because SPF in relation 
to the risk are appropriately shared between Prima and DAPE by the respective 
contributions to the total credit management cost. 

 
We suggest that clear guidance is offered in terms of sharing SPF mirroring 

the guidance provided under Paragraph 1.94 of the Guidelines. 
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II. GUIDANCE ON THE ATTRIBUTION OF PROFITS TO PERMANENT 
ESTABLISHMENTS ARISING FROM ACTIVITIES NOT COVERED BY 
SPECIFC EXCEPTIONS IN ARTICLE 5(4) 

 
a. EXAMPLE 5 

 
14. Do commentators agree with the construction of the profits or losses 

of the PE in Scenario A of Example 5 under the AOA? 

 
We agree with the conclusion of Scenario A of Example 5 under the AOA, 

considering that the nature of the internal dealings between the PE in Country W 
and WRU Head Office in Country A have been clearly identified. 
 

As to the specific construction of profits or losses of the PE in Scenario A, 
since the functional and factual analysis of the assets, risks and functions have 
been appropriately attributed between the PE and the Head Office, there is a need 
to determine how much of WRU’s free capital is needed to cover the assets and 
functions attributed to the PE in Country W (see Part I, Paragraph 107 of the 2010 

Attribution of Profits Report). In this respect, considering that Scenario A lays the 
hypothesis that under Step 1 of the AOA the PE should be remunerated for 
operating the warehouse and that it has the economic ownership of such 
warehouse, we agree with the construction of profits. 
 
15. Do commentators agree with the conclusion reached in Scenarios B 

and C of Example 5 under the AOA? 

 
We agree with the conclusion reached in Scenarios B and C under the AOA 

since the profits are being attributed first, by identifying the assets economically 
owned by the PE in Country W, as well as considering the risks and functions 
performed therein. Then, as it occurred under Scenario A, the dealings between 
the PE and the Head Office should be recognized in determining the attributable 
income and losses of the PE, regardless of the absence of third-party income. 
 

With respect to the conclusion reached in Paragraph 102 in Scenario C of 
Example 5, we agree that additional functions and assumptions of risks to Wareco 
would only affect the profits of WRU’s Head Office and not those of the PE, since 
under the AOA’s first step the attribution of profits depends on the distribution of 
functions and risks and none are being assigned to the PE under this last 
hypothesis. However, if additional SPF were to be carried out by WRU in Country 
W the PE would be involved in that distribution of risks and therefore its profits 
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would be affected (see Part I, Paragraph 26 of the 2010 Attribution of Profits 

Report). 
 
16. In particular, do you agree that there can be an investment return on 

the asset or assets creating or being part of the PE when there are no 

personnel of the non-resident enterprise operating the PE? 

 
Yes, we agree that there can be an investment return on the assets 

attributed to the PE regardless of whether there is personnel or not of the non-
resident enterprise operating the PE. This is because the economic ownership of 
tangible assets is based on their place of use (see Paragraph 75 of the 2010 

Attribution of Profits Report). 
 
17. Do you agree with the streamlined approach proposed in this example 

for cases where there are no functions performed in the PE apart from 

the economic ownership of the asset, i.e. attribute profits to the PE 

commensurate with investment in that asset (taking into account 

appropriate funding costs and the compensation payable for 

investment advice)? How would you identify the investment return?  

 
We agree that the streamlined approach could be a valid alternative for 

determining profits of the PE in absence of SPF in the latter. However, the 
streamlined approach is not recognized in the 2010 Attribution of Profits Report, 
and no additional guidance for its application is provided in this draft. Therefore, 
precise guidelines on the methodology applicable to the streamlined approach in 
cases such as Scenario B and C should be provided. 
 

18. Do you agree that if the non-resident enterprise has no personnel 

operating at the fixed place of business PE, then significant people 

functions performed by other parties on their own account in the 

jurisdiction of the PE do not lead to the attribution of risks or assets to 

the PE, and no profits would be attributable to the PE? If not, please 

explain the reasons for taking a different view. 

 

We agree. Parties performing SPF in the jurisdiction of the PE do not lead to 
the attribution of risks or assets to the PE, provided that such SPF are performed 
on their own account. The foregoing since the key element for determining if SPF 
are relevant to the attribution of profits of a PE is whether the relevant parties are 
performing said functions on behalf of the non-resident enterprise (see Paragraph 

47 of the 2010 Attribution of Profits Report). 
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19. Under Scenario C, if Wareco were a related enterprise, and if it is 

assumed that the arm’s length fee is 110% of its costs, would there be 

any difference to the outcome of the attribution of profits to the PE of 

WRU? 

 

No. There would be no difference to the outcome of the attribution of profits 
to the PE of WRU since the functional and factual analysis of the PE would not be 
affected in any way, as it would otherwise be the case if dealing with a DAPE 
trigged out of the activities performed by Wareco if the latter was a DAE of WRU. 
The only change in the outcome of the operation would pertain to the 
compensation between WRU and Wareco, since it would need to be adjusted if 
such compensation is determined under the analysis of Article 9. 

20. What would be the conclusion if, because of the wording of Article 7 in 

the applicable tax treaty, an approach other than the AOA applied?  If 

the conclusion is different, what would be the differences? 

 

In this particular case, there should be no difference in the conclusion since 
the PE is not being attributed with any risks arising from the performance of SPF, 
and the latter is only attributed profits considering an investment return which is 
recognized under the single taxpayers approach. 

 

* * * 

The participation of IFA Grupo Mexicano, A.C. is made on its own behalf 
exclusively as an IFA Branch, and in no case in the name or on behalf of Central 
IFA or IFA as a whole. 

 We hope you find these comments interesting and useful.  We remain yours 
for any questions or comments you may have. 

Sincerely, 

 

IFA Grupo Mexicano, A.C. 
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Comments 

 

Insurance Europe welcomes the chance to respond to this consultation by the Organisation for Economic Co-

operation and Development (OECD). Although the OECD’s discussion draft mentions the fact that paragraphs 

19-20 of the final report on Action 7 of the base erosion and profit shifting (BEPS) Action Plan indicate that 

Action 7 requires additional guidance on how the rules would apply in particular for permanent 

establishments (PEs) outside of the financial sector, Insurance Europe is concerned by the potential 

impact of certain proposals in the present discussion draft on the insurance sector. 

 

As expressed in previous submissions to the OECD, Insurance Europe’s main concern with the proposed PE 

rules is that, for some insurance business models, PEs would be recognised for tax but not for regulatory 

purposes with nil or minimal additional profit being attributed to them. This would represent a disproportionate 

compliance burden for insurers, as well as for tax authorities. 

 

The discussion draft recognises in paragraph 104 that there will be situations in which the profits attributed to 

the PE will be nil, but fails to propose a solution which would avoid the disproportionate compliance burden 

that will be created for insurers in these cases. Insurance Europe considers that this is a disappointing 

outcome and disagrees with the suggestion that these PEs may nevertheless be justified by the potential 

existence of “other tax liabilities”. At least in an insurance context, this would not be the case.  

 

Insurance Europe maintains its view that only the presence of Key Entrepreneurial Risk-Taking (KERT) 

functions in a jurisdiction should create a PE for tax purposes and be relevant for the attribution of 

profits. The main KERT function of insurers is the assumption and management of insurance risk/business (i.e. 

underwriting). This is recognised by the 2010 OECD Report on the Attribution of Profits to Permanent 

Establishments Part IV (Insurance) (“Part IV”). 

 

The widened definition of PE (i.e. the new approach in respect to the attribution of profits) as presented in the 

discussion draft could however potentially generate new tax PEs for insurers with nil or minimal profit 

attributed to them in the following situations: 

180



 

  

 

 
2 

 

 The insurer sells and markets insurance products. Part IV recognises that such activities are unlikely 

to be KERT. 

 An in-house service company performs non-KERT functions, such as back-office processing of 

applications, administrative support, claims handling and investment management. 

 A third party unconnected agent acts exclusively for an insurer who is performing non-KERT functions.  

 An agent acts (almost) exclusively for the insurer under a Delegated Underwriting Authority (DUA). If 

the authority granted under a DUA is strictly limited, the agent would not undertake KERT functions 

under this authority.  

 A connected agent performs regulated non-KERT activities in the same territory as the customer and 

is rewarded directly, on arm’s length terms, by the customer (e.g. a broker distributes insurance 

products and is rewarded through a fee charged to the customer in addition to any fees charged by 

the provider of the insurance products.) 

 

In general, Insurance Europe’s view is that insurance distribution networks should not give rise to PEs 

for tax purposes because distribution activities are remunerated by commissions and because the profits on 

these commissions are taxed in the distribution location. There is no reason why there should be further 

income attributable to a dependent agent PE if the agent’s enterprise is remunerated at arm’s length, taking 

into account the risks assumed by the dependent agent enterprise.  

 

Similarly, when a banking network distributes insurance products, the insurer should be considered 

independent from the banking network, given that a) the banking network distributes products without 

authority to negotiate insurance contracts and b) the banking network may also distribute similar products 

from other insurance providers, therefore introducing effective competition.   

 

Insurance Europe believes that the approach in example 1 of the discussion draft would be difficult to apply in 

an insurance context where there is nothing analogous to “cost of goods sold” (which appears in Example 1 to 

be payable to Country A to ensure there is no profit in the PE in Country B). If the methodology of Example 1 

is applied to an agent undertaking non-KERT functions, for an insurer in Country B it would mean that all the 

premium from writing the business in Country B would be attributed to the PE in Country B even though the 

functions in that country would be non-KERT. This would clearly conflict with Part IV.  

 

Insurance Europe strongly believes that a solution should be found to avoid the useless generation 

of PEs in the circumstances outlined above, particularly because the OECD recognises that no profit 

will be attributed to these PEs. Such a solution would avoid placing a highly disproportionate compliance 

burden on insurers. A possible way to ensure this would be adding wording to the commentary on Article 5 

(e.g. under paragraph 39) to suggest that the facts and circumstances of the business value chain should be 

taken into account as part of the determination of whether or not a PE is created. Given that Part IV already 

provides a comprehensive guidance which defines and discusses risks, risk management and allocation of risk 

in the context of the insurance businesses, referencing Part IV would seem like a sensible solution. 

 

 
 

 
 
 
 

 
 
 
Insurance Europe is the European insurance and reinsurance federation. Through its 34 member bodies — the national 

insurance associations — Insurance Europe represents all types of insurance and reinsurance undertakings, eg pan-European 

companies, monoliners, mutuals and SMEs. Insurance Europe, which is based in Brussels, represents undertakings that 

account for around 95% of total European premium income. Insurance makes a major contribution to Europe’s economic 

growth and development. European insurers generate premium income of €1 200bn, directly employ over 975 000 people 

and invest nearly €9 800bn in the economy. 
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September 5, 2016 

 
VIA E-MAIL 
 
Tax Treaties, Transfer Pricing and Financial Transactions Division  
OECD Centre for Tax Policy & Administration 
2 rue André-Pascal 
75116 Paris 
France 
TransferPricing@oecd.org  

 
Re: Comment on Discussion Draft on BEPS Action 7 (Additional Guidance on the Attribution 

of Profits to Permanent Establishments) 
 
Dear Sir or Madam, 
 

This letter is submitted on behalf of the International Alliance for Principled Taxation (IAPT or Alliance) 
to provide you with the IAPT’s comments on the July 4, 2016 Discussion Draft on BEPS Action 7 
(Additional Guidance on the Attribution of Profits to Permanent Establishments).  We appreciate the 
opportunity to comment on the Discussion Draft.   

The IAPT is a group of major multinational corporations based both within and outside the EU, and 
representing business sectors as diverse as consumer products, media, telecommunications, oilfield 
services, computer technology, energy, health care, beverages, software, IT systems, publishing, 
management consulting, and electronics. 1   The group’s purpose is to promote the development and 
application of international tax rules and policies based on principles designed to prevent double taxation 
and to provide predictable treatment to businesses operating internationally.  The group participated 
actively as a stakeholder in the discussions leading to the October 2015 final reports from the OECD/G20 
BEPS Project. 

1  The current membership of the IAPT is made up of the following companies: Accenture plc; Adobe Systems, Inc.; 
Anheuser-Busch InBev NV/SA; Cisco Systems, Inc.; The Coca-Cola Company; Exxon Mobil Corporation; Hewlett Packard 
Enterprise Company; Johnson & Johnson; Microsoft Corporation; Procter & Gamble Co.; REXL Group plc; TE Connectivity 
Ltd.; Thomson Reuters Corporation; Transocean Ltd.; Tupperware Brands Corporation; Vodafone Group plc; and Yum! Brands, 
Inc. 
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As we indicated in comments we submitted to the OECD in October 2013, January 2015, and June 2015, 
the IAPT fully supports the OECD initiative to develop clear and consensus guidance on the application 
of existing principles for attributing profits to permanent establishments (i.e., the “Authorised OECD 
Approach” or “AOA”) to the new forms of permanent establishment created under Action 7.  We believe 
such guidance is crucial to the goal of minimizing costly and contentious disputes, and that it should be 
important to governments’ decisions about whether to adopt the changes recommended by Action 7.   

The group’s comments are set forth in the Annex to this letter.  We very much appreciate the willingness 
of the BEPS Project delegates to consider them as they continue their deliberations on the attribution of 
profits to the Action 7 permanent establishments.  I look forward to discussing these comments with the 
delegates at the consultation to be held on October 11th-12th. 

 

 
Sincerely yours on behalf of the Alliance, 

 
Mary C. Bennett 
Baker & McKenzie LLP 
Counsel to the Alliance 
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ANNEX 

IAPT Comments on the July 4, 2016 Discussion Draft on BEPS Action 7 
(Additional Guidance on the Attribution of Profits to Permanent 

Establishments) 

 

I. Executive Summary 

1. As a general introductory comment, we recommend that rather than using the 2010 “full AOA” as 
its exclusive reference point, the final guidance be expanded to include a discussion of the outcomes 
using the more generally applicable 2008 “partial AOA” as the primary reference point, while also 
retaining the discussion of the outcomes under the 2010 “full AOA”.  

2. The IAPT recommends, at least for purposes of providing certainty as to the commitment of 
OECD member countries to a particular interpretation, that the final guidance to be provided on the 
attribution of profits to Action 7 PEs effectively be treated as a supplement to the AOA Reports, and that 
it be the subject of an updated version of Council Recommendation C(2008)106.  We also suggest that a 
mechanism be provided through which non-OECD countries can express publicly their level of 
commitment to applying the AOA (whether the full or partial AOA, as appropriate) in interpreting their 
treaties that contain an Article 7 based on the 2010 or pre-2010 MTC.  As indicated in our June 30th letter, 
we also recommend that countries be allowed under the MLI to adopt the new PE definitions of Action 7 
only with respect to those treaty partners that commit to apply the AOA to PE profit attribution. 

3. We recommend that the final guidance on the application of the AOA to Action 7 PEs address 
PEs arising from purchasing activities, from the application of the anti-fragmentation and 
contract-splitting rules, and from a warehouse owned and operated by an associated enterprise resident in 
the warehouse jurisdiction. 

4. We recommend that the final guidance be expanded to include a more systematic discussion of 
the elements of the AOA.  This should include a discussion under step 1 of the AOA of the dealings 
recognized between the head office and the PEs in the examples provided, including a description of the 
characterization of that dealing and the rationale supporting the selection of that characterization as 
correct, as well as a discussion under step 2 of the AOA of the transfer pricing method selected and the 
identification of comparables.  The final guidance should likewise include a characterization of the 
hypothesized separate entity to facilitate the identification of comparables. 

5. The IAPT has doubts that it should make a difference to the ultimate outcome whether one 
applies first the Article 9 analysis or the Article 7 analysis, but we believe it makes much more sense, and 
is more faithful to the principles of the AOA and of general application of treaties, to do the Article 9 
analysis first.  We further suggest that risks allocated from the foreign enterprise to the local enterprise 
under Article 9 (e.g., from Prima to Sellco in the DAPE examples) should not then be attributed to the 
foreign enterprise’s PE under Article 7, nor can the related assets be treated as economically owned by the 
PE. 
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6. The Examples should articulate their rationale for attributing the economic ownership of tangible 
property. 

7. The Examples should articulate the basis on which transactions with separate enterprises are 
attributed to the PE. 

8. The DAPE examples should articulate what form of new Article 5(5) PE they cover and should 
discuss, one way or the other, whether the new Action 7 DAPEs involve any different considerations in 
relation to applying the AOA than traditional Article 5(5) DAPEs.  

9. The Examples should explain what is meant by “generic” and “not specialized” sales channels 
and should explain the effect on the attribution of marketing intangibles if sales channels do not meet that 
definition.  Moreover, even if the sales channels used by the DAPE (or the dependent agent enterprise 
(DAE) on its behalf) are “specialized” or “non-generic”, the final guidance should clarify that their use 
does not give rise to a marketing intangible attributable to the DAPE if neither the DAPE nor the DAE 
has itself performed the significant people functions relating to the design or selection of those channels 
but if they are simply following instructions provided by the head office / principal. 

10. Consideration should be given to whether Example 2 can properly be viewed as an example of a 
DAPE, or whether instead its facts point to the conclusion that Sellco is acting not as an agent for Prima 
but in a principal to principal relationship with Prima, with the result that there is no DAPE. 

11. In order to provide an administratively convenient way to reduce the compliance burdens arising 
from the new PEs while fully preserving countries’ taxing rights, we recommend consideration of a 
mechanism that would allow foreign enterprises that would otherwise have a PE in a Contracting State 
because of the fact that a related party in that State causes them to have a dependent agent PE or fixed 
place of business PE to elect out of PE status if the related person elects to be taxable in that State on the 
sum of:  (i) the profits that would otherwise be taxable to that related person and (ii) the profits that would 
otherwise be taxable to the PE. 

II. Introductory Comments 

12. The IAPT appreciates the opportunity to provide comments on the discussion draft (DD) on 
additional guidance on the attribution of profits to permanent establishments (PEs).  The development of 
clear and consensus guidance on this issue will be crucial to minimizing the risk of costly disputes and 
will also be important to help governments decide about the desirability of following the Action 7 
recommendations. 

13. Before commenting on the DD’s proposed guidance on the two fact patterns selected for 
discussion, we would like to comment on three general issues:  (i) the version of the “Authorised OECD 
Approach” (AOA) to the attribution of profits to PEs which should be used as the reference point; (ii) the 
format and status of the final guidance to be issued; and (iii) whether the guidance should cover other fact 
patterns as well. 
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A. Version of the AOA to be used as the reference 

14. The IAPT strongly agrees with the conclusion in the Action 7 Final Report that the changes 
proposed there to Article 5 do not require substantive modification to the existing rules and guidance 
concerning the attribution of profits to a PE under Article 7.  The existing guidance represents the 
conclusion of long and serious work on the topic by the OECD, and substitution of a different reference 
point at this stage would create significant uncertainty and potential for conflict. 

15. The DD states that the analysis of the fact patterns it covers is performed by reference to Article 7 
in the 2010 version of the OECD Model Tax Convention (MTC), and under the principles set out in the 
2010 Commentary to the MTC, and the 2010 Report on the Attribution of Profit to Permanent 
Establishments (“the 2010 Attribution of Profits Report”).  The DD goes on to note, however, that 
“(i) relatively few treaties currently include the new version of Article 7 which was included in the OECD 
Model in 2010 [footnote omitted]; (ii) through reservations and positions included in the OECD Model, a 
number of OECD and non-OECD countries have expressly stated their intention not to include the new 
version of Article 7 in their treaties [footnote omitted]; and, (iii) the inclusion of the new version of the 
Article in the UN Model (and, therefore, the implementation of the full AOA with respect to Article 7 of 
the UN Model) has been expressly rejected by the UN Committee of Experts on International 
Cooperation in Tax Matters.” 

16. The DD correctly notes that the version of the AOA it has chosen to use as its exclusive reference 
point (i.e., the so-called “full AOA”) is not applicable to the vast majority of existing tax treaties, and the 
factors the DD cites point to the likelihood that this situation is liable to continue for a long time to come.  
The fact that the multilateral instrument being developed under Action 15 will likely not include a 
provision that would allow participating countries to introduce the 2010 version of Article 7 into their 
treaties simply confirms this point.  As a result, the guidance provided in the DD risks having little 
applicability as a practical matter to most of the new PEs created by the changes introduced under 
Action 7, at least for many years into the future.   

17. This does not mean, however, that the AOA is wholly irrelevant to the treatment of new PEs 
under most bilateral treaties.  A review of the development of the AOA and related MTC changes 
illustrates that the AOA as implemented by the OECD under the pre-2010 version of Article 7 (i.e., the 
version that continues to be found in most treaties in force today) and in accordance with the 2008 
Attribution of Profits Report and the 2008 Commentary on Article 7 is likely to have much broader 
practical applicability, now and for a long time to come.  This version of the AOA as implemented under 
the 2008 MTC is referred to as the “partial AOA”. 

18. When the work on the original 2008 Attribution of Profits Report was completed, the OECD said 
that its guidance “represents a better approach to attributing profits to permanent establishments than has 
previously been available”, but acknowledged that “there are differences between some of the conclusions 
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of the Report and the interpretation of the Article previously given” in the Commentary.2  The OECD 
therefore stated as follows in the 2008 Commentary on Article 7: 

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. 

19. The 2008 Commentary on Article 7 includes most of the fundamental features of the full AOA.  
For example, it:  (i) rejects the force of attraction principle (paragraph 10); (ii) expressly incorporates the 
AOA’s 2-step approach, including hypothesizing the PE as a separate and independent enterprise (based 
upon a functional and factual analysis, taking into account the economically significant activities and 
responsibilities undertaken by the PE), identifying “dealings” between the PE and the rest of the 
enterprise, and pricing those dealings by applying by analogy the arm’s length principle set out in the 
OECD’s Transfer Pricing Guidelines (paragraphs 17-18); (iii) confirms that PE accounts are a starting 
place, but that they must be reviewed to ensure they align with substance and reflect arm’s length pricing 
(paragraphs 16 and 19); (iv) expressly incorporates the Report’s guidance on the attribution of profits to 
dependent agent PEs (DAPEs) (paragraph 26); and (v) incorporates the Report’s guidance on the need for 
a PE to have an adequate amount of “free” capital (paragraphs 44 et seq.).   

20. On the other hand, the 2008 Commentary retains some pre-existing language with which the 2008 
Report was thought to be in conflict.  Examples include the 2008 Commentary’s treatment of intangibles 
(paragraph 34) and to some extent its treatment of services (paragraphs 35-40) and interest (paragraphs 
41-42). 

21. At the same time that the 2008 Commentary was published, which laid out the “partial AOA” to 
be applied under treaties containing the pre-2010 version of Article 7, the OECD also published OECD 
Council Recommendation C(2008)106, which recommended that OECD member countries follow, when 
applying the provisions of such bilateral treaties, the guidance in the 2008 Report to the extent that its 
conclusions do not conflict with the 2008 Commentary on Article 7 (in other words, the “partial AOA”).  
While not legally binding, an OECD Council Recommendation represents a strong political commitment 
on the part of OECD member countries to adhere to the recommendation.3  The Recommendation also 
invited non-OECD member countries whose treaties were drafted on the basis of the pre-2010 MTC to 
take account of the Recommendation’s terms. 

22. In considering how many countries have expressed an intention to follow the partial AOA in 
interpreting their treaties based on the pre-2010 Article 7, it is worth noting that all OECD member 

2   2008 MTC, paragraph 7 of Commentary on Article 7. 
3   The OECD website says with respect to Council Recommendations that ““practice accords them great moral force as 
representing the political will of Member countries and there is an expectation that Member countries will do their utmost to fully 
implement a Recommendation.” 
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countries took that position, with the exception of New Zealand.4  Moreover, 30 non-OECD countries 
provided “positions” on the 2008 MTC.  While many of those indicated they preferred to use a version of 
Article 7 that differed from the 2008 MTC text, only two of the 30 countries (Chile and India) said they 
did not agree with the conclusion that the version of the AOA implemented under the 2008 Commentary 
should be used in interpreting tax treaties that did contain an Article 7 based on the 2008 MTC. 

23. In other words, there are strong grounds for concluding that, at least for the foreseeable future, the 
largest number of treaties under which the AOA might apply are going to be treaties based on the pre-
2010 version of Article 7,5 and that a very significant number of countries (including virtually all OECD 
member countries) have expressed some level of intention to apply the partial AOA in attributing profits 
to PEs under those treaties.   

24. Suggestion:  Under these circumstances, the IAPT believes it would make sense for the 
guidance being developed under Action 7 to use the partial AOA as its primary reference point, while 
also retaining the discussion of the outcomes under the full AOA.  In doing so, the guidance would 
explicitly acknowledge the reality that the interpretations of Article 7 are not divided into “the AOA” and 
an interpretation “prior to the adoption of the AOA”, but instead include interpretations based on the full 
AOA, the partial AOA, and interpretations prior to any form of adoption of the AOA. 

B. Form and status of the guidance 

25. The DD does not address the question of the form the final guidance will take, nor what status it 
will have.  We note that the 2008 and 2010 Reports were developed, like the Transfer Pricing Guidelines, 
as consensus documents and were both the subject of Council Recommendation C(2008)106, reflecting 
the strong political commitment OECD member countries expressed in favor of applying the Reports’ 
guidance in interpreting their treaties based on either the 2008 or 2010 version of MTC Article 7.   

26. Suggestion:  The IAPT recommends, at least for purposes of providing certainty as to the 
commitment of OECD member countries to a particular interpretation, that the final guidance to 
be provided on the attribution of profits to Action 7 PEs should effectively be treated as a 
supplement to the AOA Reports, and should be the subject of an updated version of Council 
Recommendation C(2008)106.  It would also make sense for an appropriate reference to the final 
guidance to be included in updated Commentary to Article 7, including both the current version of 
Article 7 and the pre-2010 version preserved in current editions of the MTC. 

27. The IAPT recognizes that with the participation of so many non-OECD countries in the 
development of the Action 7 guidance through the BEPS Project’s inclusion of non-OECD G20 and other 
countries, particularly under the Inclusive Framework, an OECD Report, Council Recommendation, and 

4   Only New Zealand entered an Observation disagreeing with the 2008 Commentary’s conclusion that the 2008 Report 
represents internationally agreed principles and, to the extent that it does not conflict with the 2008 Commentary, provides 
guidelines for the application of the arm's length principle incorporated in the pre-2010 version of Article 7. 
5   The OECD made the extraordinary decision to retain the 2008 version of Article 7 and its Commentary in an Annex to the new 
Article 7 in the 2010 and later editions of the MTC, precisely because it recognized how important that guidance was likely to be 
the application of many existing bilateral treaties well into the future. 
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MTC Commentary update may not provide an appropriate mechanism for allowing non-OECD countries 
to express their level of commitment to the final guidance’s conclusions.  Nevertheless, it will obviously 
be important to know the positions of those countries, not only to give certainty to taxpayers but also to 
allow those countries’ treaty partners to know what the implications might be of agreeing to include the 
new Action 7 definitions of PE in their treaties with those countries.  In our comment letter on the MLI 
discussion draft submitted on June 30, 2016, the IAPT noted that “it may be worthwhile to allow States to 
introduce the new language only with respect to those treaty partners that commit to apply the Authorized 
OECD Approach (AOA) to PE profit attribution.” 

28. Suggestion:  The IAPT suggests that a mechanism be provided in connection with the final 
guidance through which non-OECD countries can express publicly their level of commitment to 
applying the AOA (whether the full or partial AOA, as appropriate) in interpreting their treaties 
that contain an Article 7 based on the 2010 or pre-2010 MTC.  The expression should relate not 
only to the new AOA guidance being developed under Action 7, but also to the entirety of the full or 
partial AOA.6  It would be useful if the mechanism could take the form of an agreement made in 
connection with the conclusion of the MLI, so that it would be recognized as part of the context in 
which the treaty is to be interpreted under the principles of the Vienna Convention.  As indicated in 
our June 30th letter, we also recommend that countries be allowed under the MLI to adopt the new 
PE definitions of Action 7 only with respect to those treaty partners that commit to apply the AOA 
(whether full or partial AOA, as appropriate to the relevant Article 7) to PE profit attribution. 

C. Coverage of other fact patterns 

29. The DD suggests that new PE scenarios other than the two discussed in the DD are not in need of 
further guidance on how profits would be attributed to them under the AOA.  The IAPT believes, 
however, that there could be value in elucidating the application of the AOA to some other new PE 
scenarios. 

30. For example, among the changes made to Article 5(4) is restricting the scope of the Article 5(4)(d) 
exception (regarding “the maintenance of a fixed place of business solely for the purpose of purchasing 
goods or merchandise or of collecting information, for the enterprise”) to cases where that activity is 
merely preparatory or auxiliary.  Where, however, a treaty contains the pre-2010 version of MTC 
Article 7, paragraph 5 of that Article specifies that “No profits shall be attributed to a permanent 
establishment by reason of the mere purchase by that permanent establishment of goods or merchandise 
for the enterprise.”  Guidance could usefully clarify the continuing relevance of pre-2010 Article 7(5), 
where applicable, notwithstanding the change to Article 5(4). 

31. Even under the 2010 version of Article 7, which allows the attribution of profits to purchasing 
activities, there is reason to consider clarifying the application of the AOA and the arm’s length principle 
to a purchasing office.  In particular, it would be useful to have such guidance dispel any misconception 

6   If countries are not clear about their position vis-à-vis the application of the basic AOA principles, it is likely that significant 
(and otherwise unnecessary) disputes could arise as to whether a PE which exists post-Action 7 would also have existed under the 
pre-Action 7 version of Article 5. 
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that a purchasing office that obtains volume discounts by virtue of activities that relate to a number of 
affiliates (or other parts of the same enterprise) will be attributed all the profit arising from those 
discounts.7  That view conflicts with the guidance issued under Actions 8-10, which indicates that volume 
discounts achieved by a centralized purchasing function are typically shared among those members of the 
affiliated group that contribute to the group synergy producing the discounts.8  The final guidance under 
Action 7 could usefully clarify that point in relation to purchasing offices. 

32. The new anti-fragmentation rule of Article 5(4.1) can cause an enterprise (Company A) to have a 
PE by virtue of carrying on an activity at a location, even if that activity would otherwise be considered 
preparatory or auxiliary, if a closely related enterprise (Company B) carries on an activity at the same or a 
different location which constitutes a PE for that closely related enterprise, the activities in combination 
are not of a preparatory or auxiliary character, and they constitute complementary functions that are part 
of a cohesive business operation.  This is the first time that one enterprise can be treated as having a PE 
due to activities carried on by a separate enterprise.9  In such a situation, guidance could usefully clarify 
that the aggregation of the activities of Company A and Company B that is allowed for purposes of 
determining under Article 5 whether Company A has a PE in the host State will not apply in any way for 
purposes of determining the profits attributable to Company A’s PE under Article 7.  In other words, the 
profits attributable to Company A’s PE must be determined by exclusive reference to a functional and 
factual analysis of Company A by itself, separately from the analysis that might apply to determine the 
profits attributable to Company B’s PE. 

33. Similarly, with respect to the Action 7 change relating to the splitting up of contracts, explanatory 
material contained in the initial October 2014 discussion draft had made it clear that the activities by 
related enterprises under separate contracts were to be aggregated under that rule solely for purposes of 
determining whether the PE time threshold had been met, and not for purposes of attributing profits.10  
This clarification was not repeated in the Action 7 Final Report, but it would be useful to repeat it as part 
of the final guidance on the application of the AOA to Action 7 PEs. 

34. Finally, we recommend that Example 5 be expanded to cover what is a fairly common 
warehousing scenario, namely one where the warehouse in question is owned and operated by an 
associated enterprise resident in the warehouse jurisdiction. 

35. Suggestion:  Accordingly, the IAPT recommends that the final guidance on the application 
of the AOA to Action 7 PEs address PEs arising from purchasing activities, from the application of 

7   See, e.g., Example 1 in paragraph 26 of the October 31, 2014 Discussion Draft on BEPS Action 7:  Preventing the Artificial 
Avoidance of PE Status. 
8   See Transfer Pricing Guidelines, paragraph 1.162. 
9   Prior to Action 7, paragraph 41.1 of the Commentary to Article 5 clearly stated:  “The determination of the existence of a 
permanent establishment under the rules of paragraphs 1 or 5 of the Article must, however, be done separately for each company 
of the group. Thus, the existence in one State of a permanent establishment of one company of the group will not have any 
relevance as to whether another company of the group has itself a permanent establishment in that State.” 
10   See Discussion Draft on BEPS Action 7:  Preventing the Artificial Abuse of PE Status, October 31, 2014, p. 22 (“The time 
periods spent by associated enterprises are merely aggregated for the purpose of deciding whether the 12 month period has been 
exceeded, not for the purpose of attributing the activities of one enterprise to the other.” 
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the anti-fragmentation and contract-splitting rules, and from a warehouse owned and operated by 
an associated enterprise resident in the warehouse jurisdiction. 

III. Comments on the DAPE Examples 

36. The IAPT appreciates the effort reflected in the Discussion Draft to address the AOA implications 
of the two types of fact patterns selected, the DAPE cases and the warehousing cases.  Before 
commenting on the specific examples, we would like to address a couple of points the delegates may wish 
to consider before they finalize these and any other examples in the final guidance. 

37. One point is that the examples provided, while helpful, do not seem to address systematically 
each element of the AOA analysis.  In particular, they do not describe the analysis underlying the 
identification and characterization of the “dealings” recognized between the head office and the DAPE, 
which is a critical element of step 1 of the AOA analysis.11  Thus, Examples 1 through 4 appear to 
implicitly assume that a dealing has taken place in the form of a sale of inventory from the head office to 
the DAPE, without discussing whether or why that is considered the correct characterization of the 
dealing.  There is a similar lack of discussion of the characterization of the dealing in the Example 5 
scenarios.  The IAPT believes it is particularly important under the new Action 7 PEs for taxpayers and 
tax authorities alike to understand the considerations involved in identifying and determining the nature of 
any intra-enterprise dealings relevant to the PE. 

38. Suggestion:  The IAPT recommends that the final guidance should be expanded to include a 
discussion of the dealings recognized between the head office and the PEs in the examples provided, 
including a description of the characterization of that dealing and the rationale supporting the 
selection of that characterization as correct.  The final guidance should likewise include a 
characterization of the hypothesized separate entity to facilitate the identification of comparables. 

39. The second point relates to Question 1 in the DD, which reads: 

Question 1.  Commentators are invited to express their views on whether the 
order in which the analyses are applied under Article 9 of the MTC and Article 
7 of the MTC can affect the outcome, and what guidance should be provided on 
the order of application. 

40. Response:  The IAPT has doubts that it should make a difference to the ultimate outcome 
whether one applies first the Article 9 analysis or the Article 7 analysis, but we believe it makes 
much more sense, and is more faithful to the principles of the AOA and of general application of 
treaties, to do the Article 9 analysis first. 

41. Where the foreign enterprise in question engages in a transaction with a related party that is of 
potential relevance to the attribution of profits to a PE of the enterprise, it is necessary under step 1 of the 
AOA to determine whether to attribute to the PE the rights and obligations arising out of the transaction 

11   See paragraph 172 of 2010 Attribution of Profits Report (“[I]n fully hypothesising the PE, it is necessary to identify and 
determine the nature of its internal ʽdealings’ with the rest of the enterprise of which it is a part.”). 
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between the enterprise of which the PE is a part and the related party.12  It stands to reason that in order to 
be able to do this properly, one must first “accurately delineate” that transaction as is required as part of 
the Article 9 analysis.  One also needs to price that transaction under Article 9 in order to be able to 
complete the portion of the Article 7 analysis that attributes profit to the PE.  Moreover, as a practical 
matter, any issues that may arise as to the proper pricing of that transaction will most likely be resolved 
by the competent authorities of the jurisdictions of residence of the two enterprises (i.e., as an Article 9 
issue), since the enterprise that has the PE may not be able to invoke the assistance of the competent 
authority of the PE jurisdiction, where it is not resident.13   

A. Example 1 

42. Example 1 provides a useful illustration of the principle set out in the AOA, that where a DAPE 
does not perform significant people functions relevant to the assumption and/or management of risk or 
relevant to the determination of economic ownership of assets, the attribution of profits to that DAPE may 
be “eliminated”.14  Of course, this illustrates the point made by many commentators during the Action 7 
consultations, namely that the new PEs might not result in much additional revenue in the host 
jurisdictions; it also reinforces the desirability of finding an administratively convenient way to address 
the compliance burdens created by the new PEs, a point to which we will return below.  Before 
responding to the specific questions posed in the DD with respect to Example 1, we would like to address 
a few points. 

1. Nature of the dealing 

43. First, as noted in our introductory comments, this example does not include a discussion of the 
nature of the dealing between the head office of Prima and its DAPE.  Somewhat confusingly, it 
concludes that the DAPE both cannot be allocated the economic ownership of inventory and must be 
allocated sales income from the sale of the inventory and a cost of goods sold (COGS) amount with 
respect to the inventory.  This may reflect an assumption that the DAPE should be viewed as acting, vis-
à-vis the head office, as a limited risk buy-sell distributor that takes flash title to the goods, but it would 
allow for a more complete understanding of how the AOA is to be applied if there was a clearer 
“delineation” of that dealing and an explanation of how to determine that delineation.  An alternative 
characterization, which seems to have been rejected, is that the DAPE is simply providing a service to the 
head office, on whose behalf the sales are completed, and is entitled to a service fee (which would, in turn, 
be offset by the service fee paid to the dependent agent enterprise (DAE)).  One question that arises with 
respect to the new Action 7 PEs is whether there is any greater likelihood that their dealings may be 
characterized as service dealings rather than buyer-reseller dealings, given that their PE status will no 

12   See paragraph 44 of the 2010 Attribution of Profits Report. 
13   While the foreign enterprise that has the PE will typically not be entitled to invoke the assistance of the competent authority 
of the PE jurisdiction to resolve a transfer pricing issue involving an affiliate in a third jurisdiction under paragraph 1 of a MAP 
article in a treaty between the PE jurisdiction and the third jurisdiction based on the OECD MTC (i.e., because the foreign 
enterprise is not a resident of either of those two jurisdictions), those two competent authorities may be willing to take up the case 
under their treaty’s Article 25(3); see paragraph 55 of the Commentary on Article 25 of the MTC. 
14   See paragraph 233 of the 2010 Attribution of Profits Report. 
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longer necessarily depend on their having “concluded” the sales contracts with third parties.  Accordingly, 
some more guidance into the dealing characterization would be welcome.  That guidance should also 
provide a characterization of the hypothesized separate entity (e.g., as full-fledged distributor, limited risk 
distributor, contract service provider) to facilitate the identification of comparables. 

2. Application of step 2 of the AOA 

44. Second, the example does not really provide a discussion of the application of step 2 of the AOA, 
which involves application of the Transfer Pricing Guidelines by analogy to the pricing of the dealing 
between the head office and the DAPE.  It assumes a profit allocation of zero (i.e., no profit, no loss) 
based on the non-existence of significant people functions at the DAPE and then reverse engineers the 
calculation to arrive at that result by using a plug number for the DAPE’s COGS.  In practice, we would 
expect that a rigorous application of the AOA could involve an analysis of what is the most appropriate 
transfer pricing method to apply to the dealing (e.g., CUP, resale price margin, TNMM) and what 
comparables can be used to apply that method, taking into account the characterization of the 
hypothesized separate entity.  To provide clearer guidance to taxpayers and tax administrations that will 
be trying to apply the AOA systematically, it would be helpful if the example could articulate its profit 
attribution conclusions taking into account those aspects of step 2. 

3. Attribution of economic ownership of inventory as a tangible asset 

45. Third, the example states that economic ownership of the inventory is not attributed to the DAPE, 
seemingly on the grounds that no significant people functions are exercised through the DAPE that are 
relevant to determining the economic ownership of that asset.  It is not clear from the example whether 
the AOA guidance on determining the economic ownership of tangible assets was considered.  That 
guidance states that there was a broad consensus in favor of “applying [place of] use as the basis for 
attributing economic ownership of tangible assets in the absence of circumstances in a particular case that 
warrant a different view”.15  The example does not indicate where the inventory is located.  It may be that 
the example is signaling a conclusion that “place of use” is not the best criterion for attributing economic 
ownership of a tangible asset such as inventory (as opposed to, for example, machinery), and that a more 
general inquiry into significant people functions is appropriate for attributing the economic ownership of 
inventory (e.g., looking to the significant people functions relevant to deciding how much inventory to 
hold or where to store it or how to protect it or what price to sell it).16  If so, it would be useful for the 
example to articulate that rationale, since attribution of the economic ownership of inventory will often be 
an important aspect of applying the AOA to Action 7 DAPEs. 

4. Type of new Article 5(5) DAPE 

46. Fourth, the example, like the other DAPE examples, does not discuss what type of new Action 7 
PE is at issue.  The revisions to Article 5(5) under Action 7 essentially address two new kinds of PEs.  

15   See paragraph 75 of the 2010 Attribution of Profits Report. 
16   We note that the existing DAPE guidance at paragraph 243 of Part I of the 2010 Attribution of Profits Report also implies that 
economic ownership of inventory can be attributed by reference to the location of significant people functions relevant to 
determining the economic ownership of the inventory. 
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One is what we’ll call a “marketing services firm” DAPE, relating to a dependent agent that does not 
necessarily “conclude” contracts but “habitually plays the principal role leading to the conclusion of 
contracts that are routinely concluded without material modification by the enterprise”.  The second is 
what we’ll call a “commissionaire” DAPE, relating to a dependent agent that concludes contracts not “in 
the name of the enterprise” but “for the transfer of the ownership of, or for the granting of the right to use, 
property owned by that enterprise or that the enterprise has the right to use, or for the provision of 
services by that enterprise”.  The “marketing services firm” type of DAPE could conceivably be viewed 
as involving less significant people functions than might have been involved in pre-Action 7 DAPEs (e.g., 
because it is the head office, rather than the DAPE, that makes the ultimate decision whether or not to 
conclude the sale, with whatever risks may flow from that decision).  The “commissionaire” type of 
DAPE could also conceivably be viewed as involving somewhat different risks from pre-Action 7 PEs 
(e.g., risks vis-à-vis incurring contractual obligations to commissionaire and vis-à-vis assuming credit risk 
relating to commissionaire’s obligation, versus risks vis-à-vis incurring contractual obligations to third 
party customers and vis-à-vis assuming credit risk relating to third party customers’ obligations).  Since 
the purpose of the new guidance is to provide insight into how the AOA will be applied to the new Action 
7 PEs, it would be useful if the final guidance would discuss, one way or the other, whether the new 
Action 7 DAPEs involve any different considerations in relation to applying the AOA than traditional 
Article 5(5) DAPEs. 

5. Attribution of marketing intangibles 

47. Fifth, Example 1 says there are no marketing intangibles attributable to the DAPE because there 
are no significant people functions performed by Sellco on behalf of Prima in Country B relevant to the 
attribution of economic ownership of such intangibles.  The facts indicate that Sellco carries out the 
marketing strategy set by Prima, is reimbursed by Prima for all its local advertising expenses, and that the 
sales channels used are “generic and not specialised”.  Two issues are left unclear through these 
conclusions.   

48. One relates to the unclear meaning of the reference to sales channels that are “generic and not 
specialised”.  Besides the basic ambiguity about the meaning of these terms, their use raises the question 
of whether a marketing intangible might be deemed attributable to the DAPE if Sellco carried out a 
marketing strategy set by Prima that involved the use of a “specialized” sales channel.  It would be 
helpful if the final guidance clarified the meaning of the terms “generic” and “not specialized” in relation 
to sales channels and clarified the effect of using sales channels that do not meet that description.  
Moreover, even if the sales channels used are “specialized” or “non-generic”, the final guidance should 
clarify that their use does not give rise to a marketing intangible attributable to the DAPE if Sellco has not 
itself performed the significant people functions relating to the design or selection of those channels but is 
simply following instructions provided by Prima.     

49. The other issue relates to the question of whether the analysis would differ at all if under the 
relevant treaty the reference point for application of the AOA was the 2008 partial AOA rather than the 
2010 full AOA.  Under the partial AOA, paragraph 34 of the 2008 Commentary on MTC Article 7 carries 
forward the pre-AOA concept that “it may be extremely difficult to allocate “ownership” of the intangible 
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right solely to one part of the enterprise.”  That paragraph further states that it may “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”.  Because of the many countries that are likely to be applying the partial AOA, 
rather than the full AOA, it would be helpful if the final guidance could clarify what impact, if any, 
application of the partial AOA would have on the attribution of economic ownership of the marketing 
intangible in this example.  This aligns with our recommendation above that the final guidance use the 
2008 partial AOA as its primary reference point.  

6. Responses to DD questions on Example 1 

Question 2.  Do you agree with the functional and factual analysis performed 
in Example 1 under the AOA? 

50. Response:  While the functional and factual analysis performed in Example 1 generally seems 
reasonable, we have questions, as outlined above, concerning:  (i) whether the Example properly 
characterizes the dealing between Prima’s head office and the DAPE; (ii) the basis on which the Example 
attributes economic ownership of the inventory to Prima’s head office; (iii) whether the Example 
adequately considers the type of new Article 5(5) DAPE at issue; (iv) the basis on which the Example 
attributes economic ownership of marketing intangibles to Prima’s head office; and (v) how the 
hypothesized separate entity under the AOA is characterized for purposes of facilitating the identification 
of comparables. 

Question 3:  Do you agree with the construction of the profits or losses of the 
DAPE in Example 1 under the AOA? 

51. Response:  While we agree with the Example’s conclusion that the DAPE has zero profits, we 
have questions, as outlined above, concerning the lack of any discussion of the elements of step 2 of the 
AOA relating to the selection of the most appropriate transfer pricing method and the selection of 
comparables, and instead the use of a “reverse engineering” approach to arrive at the profit attribution 
conclusion. 

Question 4:  What would be the conclusion if, because of the wording of 
Article 7 in the applicable tax treaty, an approach other than the AOA applied? 
If the conclusion is different, what would be the differences?   

52. Response:  As outlined above, we believe it would be helpful if the Example clarified the 
difference, if any, in the conclusion that would be reached under the 2008 partial AOA versus the 2010 
full AOA.  We do not believe it is possible to give a definitive answer on whether or how the conclusion 
might differ under a treaty where a non-AOA approach applied. 

Question 5:  In the types of cases illustrated by Example 1, is it appropriate to 
conclude that, where under the functional and factual analysis under Article 7, 
the dependent agent enterprise does not perform significant people functions on 
behalf of the non-resident enterprise, there will be no profits attributable to the 
DAPE after the payment of an appropriate fee to the DAE under Article 9? 
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53. Response:  Yes, it is appropriate.  As noted above, it is fully in line with the DAPE guidance in 
the AOA.17  The objective of the AOA is to determine the profits that would be attributable to a PE if it 
were a separate and independent enterprise engaged in the same or similar activities under the same or 
similar conditions,18 applying by analogy the principles of the Transfer Pricing Guidelines.  The Transfer 
Pricing Guidelines state the basic principle that in arm’s length transactions between independent 
enterprises, compensation will usually reflect the functions that each enterprise performs (taking into 
account assets used and risks assumed).  Where a foreign enterprise has no presence of its own in a host 
jurisdiction but is operating exclusively through a separate enterprise there, the arm’s length requirements 
of Article 9 will require the separate enterprise to be fully compensated for the functions it performs 
(taking into account its assets used and its risks assumed).  Once the functions performed in the 
jurisdiction have been fully compensated, the only possibility for there to be remaining profit in the 
DAPE arises if the foreign enterprise can be viewed as using assets of its own or assuming risks of its 
own through the activities performed on its behalf through the DAE.  If the DAE is not performing in the 
host jurisdiction significant people functions that are relevant to determining the economic ownership of 
the foreign enterprise’s assets or to assuming and/or managing risks of the foreign enterprise, the 
fundamental premise of the arm’s length principle is that there is nothing more to compensate there, so 
the profits attributable to the DAPE are appropriately calculated at zero. 

7. Suggestions regarding Example 1 

54. Based on the foregoing, the IAPT has the following suggestions regarding Example 1: 

• As a basic part of step 1 of the AOA, the Example should provide a description of the 
dealing between Prima’s head office and the DAPE, as well as the manner in which the 
nature of that dealing is determined, as well as a characterization of the hypothesized 
separate entity. 

• As a basic part of step 2 of the AOA, the Example should articulate the selection of the 
most appropriate transfer pricing method for pricing the dealing between the DAPE 
and the head office and the need to identify comparables for the application of that 
method. 

• The Example should articulate its rationale for attributing economic ownership of the 
inventory, including if applicable its basis for concluding that the attribution should not 
follow the AOA’s general presumption in favor of attributing tangible assets to the place 
where they are being used. 

• The Example should identify the particular type of Action 7 DAPE at issue (i.e., 
“marketing services firm” or “commissionaire”) and should discuss, one way or the 
other, whether the new Action 7 DAPEs involve any different considerations in relation 
to applying the AOA than traditional Article 5(5) DAPEs. 

17   See paragraph 233 of the 2010 Attribution of Profits Report. 
18   In other words, it is necessary to identify the nature of the hypothesized separate enterprise. 

196



• The Example should clarify what is meant by the terms “generic” and “not specialized” 
sales channels and what would be the effect on the attribution of economic ownership of 
marketing intangibles if the sales channels used did not meet those definitions.  
Moreover, even if the sales channels used are “specialized” or “non-generic”, the final 
guidance should clarify that their use does not give rise to a marketing intangible 
attributable to the DAPE if Sellco has not itself performed the significant people 
functions relating to the design or selection of those channels but is simply following 
instructions provided by Prima.  

• The Example should, in line with our general recommendation for the final guidance to 
describe the application of the partial AOA as well as the full AOA, indicate the impact, 
if any, application of the partial AOA would have on the attribution of economic 
ownership of the marketing intangible.   

B. Example 2 

55. Example 2 provides a useful basis for exploring the interaction between the analyses required by 
Articles 9 and 7 in cases where the DAE is an associated enterprise to the foreign enterprise.  Before 
responding to the specific questions posed in the DD with respect to Example 2, we would like to address 
a few points.  Most of these points relate to the fact that the Article 9 analysis in the Example results in 
the allocation of inventory and credit risk (and associated costs) from Prima to Sellco, notwithstanding the 
contractual allocation of those risks to Prima and Prima’s legal ownership of the inventory and customer 
receivables. 

1. Existence of a PE 

56. The Article 9 analysis which results in the allocation of inventory and credit risk to Sellco in 
Example 2 is an illustration of the requirement under the Transfer Pricing Guidelines to accurately 
delineate the “actual transaction” between Prima and Sellco and to determine its “factual substance”.19  
The example stipulates that Sellco will bear the economic downside of having assumed the inventory and 
credit risk, including the realization of bad debt losses and inventory losses.  The Example also stipulates 
that Prima is entitled to a funding return with respect to the inventory. 

57. It is difficult to understand this analysis other than one which is concluding that the actual 
transaction, in substance, between Prima and Sellco is not one in which Prima is engaging the services of 
Sellco to aid in the sale of Prima’s inventory to third parties, but instead one in which Prima has sold its 
inventory on credit to Sellco and Sellco is in turn attempting to sell that inventory to customers on credit 
and is holding customer receivables on its own account.  That characterization is the most obvious one to 
explain how Sellco could actually realize and bear losses from inventory obsolescence or non-recovery of 
customer debt (i.e., because Sellco would actually have to have money at stake, in the form of its 
inventory purchase obligation to Prima, in order to realize and bear losses from those events).  In other 
words, in conducting selling activities in Country B, Sellco is not acting as an agent on behalf of Prima 

19   See Transfer Pricing Guidelines, paragraph 1.46. 
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but is acting as a buy-sell distributor on its own behalf.  If this characterization holds true for purposes 
beyond the application of Article 9 (and we believe it should and will, at least in any jurisdiction that 
recognizes the concept of substance over form as a feature of its tax law), this would mean that a 
necessary condition for the finding of a PE under Article 5(5), namely that Sellco be acting “on behalf of” 
Prima, is not present.  The fact that the nature of Sellco’s activities may be such that they would create a 
DAPE for Prima if Sellco were acting for Prima is irrelevant if those activities are being conducted on 
behalf of Sellco itself. 

58. Accordingly, we recommend that consideration be given to whether Example 2 can properly be 
viewed as an example of a DAPE, or whether instead its facts point to the conclusion that Sellco is acting 
not as an agent for Prima but in a principal-to-principal relationship with Prima.   

59. We note that acceptance of the reality of the actual transaction as outlined above would have a 
number of other consequences throughout the Example.  For example, in the profit and loss statement 
shown at paragraph 44 of the DD to illustrate the results of the Article 9 analysis, Prima’s sales income 
should not necessarily be the 200 of revenue obtained from sales to third party customers, but instead a 
(presumably lower) amount at which it would have sold the inventory to Sellco for the latter’s resale to 
customers.  Similarly, Sellco’s income should not be reflected as “sales commission” but should instead 
be based on the 200 of revenue obtained from sales to third party customers, and it should have a COGS 
charge.20  In effect, we are suggesting that the Article 9 analysis should lead to a general conclusion for 
tax purposes that Sellco is the beneficial owner of the inventory and of the customer receivables, and that 
Prima’s asset is in the form of a receivable from Sellco.  In other words, the accurate “delineation” of the 
transaction between Prima and Sellco amounts to a true recharacterization of the transaction, which 
implies a shifting of tax ownership of the inventory from Prima to Sellco with all the consequences that 
flow from that. 

60. Notwithstanding that we believe, based on this analysis, that there is a good basis for concluding 
that no DAPE exists in Example 2, our further comments below will proceed on the assumption set forth 
in the DD that there is a DAPE. 

2. Nature of the dealing 

61. Example 2 does not discuss the nature of the dealing between Prima’s head office and the DAPE.  
Like Example 1, it appears to implicitly assume that the DAPE has purchased the inventory from the head 
office and is then the recipient of the sales revenue from the inventory’s onward sale to the third party 
customers.  As noted above, we believe the third party sales revenue belongs to Sellco, not Prima, and 
that Prima’s revenue is in the form of sales revenue from the sale of the inventory (on credit) to Sellco, 
and in the form of interest income from that extension of credit.  The question that arises is whether that 

20 We note that the alternative approach adopted by the Example, which shows Sellco as receiving commission income offset by 
“inventory losses” and “bad debt losses” (both presumably in the form of payments back to Prima, since the Example presumes 
that Sellco has no investment of its own in the inventory or customer receivables) could result, depending on the facts, in a 
negative commission.  To say the least, that would be a highly unusual form of sales agency arrangement, and any effort to find 
comparables in order to complete the pricing part of the Article 9 analysis would most likely end up having to rely upon more 
common transactions in an economically equivalent form, namely sales of inventory upon credit between a manufacturer and a 
distributor. 
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income is attributable to the head office or to the DAPE, and if to the DAPE, what the nature of the 
dealing, if any, is between the DAPE and the head office.  For example, it is conceivable that one could 
conclude that there has been no dealing between the head office and the DAPE, and that the head office 
has directly sold its inventory on credit to Sellco; this could be consistent with an observation of where 
within Prima functions are carried out relating to the determination of the terms of the deal with Sellco.  
In any event, we believe it would be helpful for Example 2 to discuss the nature of the dealing, if any, 
taking place between the head office and the DAPE and the manner in which that dealing has been 
identified and its nature determined.  The guidance should also characterize the hypothesized separate 
enterprise in order to facilitate the identification of comparables. 

3. Attribution of economic ownership of assets  

62. As indicated by our discussion immediately above, we believe that the Article 9 analysis, which 
attributed inventory risk away from Prima to Sellco, necessarily implied a conclusion that Sellco should 
be treated as the owner of the inventory for tax purposes (i.e., as having purchased the inventory from 
Prima on credit), including for purposes of any Article 7 analysis.   This would mean that Sellco is acting 
as a distributor rather than an agent, and that the asset of Prima for which the location of the economic 
ownership must be determined under Article 7 is a receivable from Sellco, not the inventory.  In 
determining the location of the economic ownership of that asset, the relevant significant people functions 
would seem to be those relating to the decision-making about the nature of the relationship entered into in 
substance between Prima and Sellco (e.g., the decision to give Sellco the responsibility to warehouse the 
inventory and to determine the appropriate inventory levels, and to have Sellco make payments to Prima 
only once the inventory was either sold or “lost”, such as through obsolescence).  The facts suggest that 
those significant people functions took place at Prima’s head office, which clearly points toward 
attributing economic ownership of that Sellco obligation to the head office, not to the DAPE. 

63. If one continued to assume that it was necessary under Article 7 to treat Prima as still owning the 
inventory and to determine the location of that asset as between the head office and the DAPE, we would 
have the same questions as under Example 1 regarding the criteria to be used to attribute the economic 
ownership of that tangible asset (i.e., does one look to significant people functions, or to “place of use”). 

4. Interaction of analyses under Articles 9 and 7 and impact on attribution of risk 

64. As indicated above in our response to Question 1, we believe it makes much more sense, and is 
more faithful to the principles of the AOA and of general application of treaties, to do the Article 9 
analysis before doing the Article 7 analysis.  Where, as here, the Article 9 analysis results in the allocation 
of certain risks away from Prima to Sellco, those risks should not be treated as risks of Prima to be 
potentially allocated to the DAPE under the Article 7 analysis.  We understand the second sentence of 
footnote 10 of the DD to be consistent with that conclusion. 

65. Even if, for argument’s sake, the Article 7 analysis was conducted first, and the inventory and 
credit risks in Example 2 were attributed to the DAPE under that analysis, those risks would then have to 
be allocated away from the DAPE to Sellco if a subsequent Article 9 analysis was conducted between the 
DAPE and Sellco.  Either way, the DAPE cannot be attributed profit attributable to the bearing of those 
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risks where the Article 9 analysis concludes that they must be treated as belonging to Sellco.  Any initial 
Article 7 analysis that might have been conducted on the assumption that the risks were allocable to the 
DAPE would have to be amended to reflect the Article 9 reallocation of those risks to Sellco; this 
illustrates how conducting the Article 9 analysis first is the more efficient approach. 

5. Determining whether Prima’s transaction(s) with separate enterprises are 
allocable to the head office or the DAPE 

66. An essential part of step 1 of the AOA is “the attribution to the PE as appropriate of the rights and 
obligations arising out of transactions between the enterprise of which the PE is a part and separate 
enterprises”.21  This means, for example, that one must determine whether Prima’s transaction with Sellco 
is attributable to Prima’s head office or the DAPE.  For this purpose, we believe it is necessary to take 
into account the characterization of that transaction as determined by the Article 9 analysis (i.e., the 
extension of funding to Sellco for its acquisition of the inventory, as part of a sale of that inventory to 
Sellco) and to determine, through a functional and factual analysis, whether the head office or the DAPE 
should be hypothesized to have undertaken Prima’s rights and obligations arising from that transaction.22  
When properly viewed from that perspective, the transaction with Sellco is one that the head office 
entered into, given that the head office manufactured and then transferred the inventory and determined 
the conditions under which Sellco could fund its acquisition of the inventory.  Accordingly, the 
transaction with Sellco should be attributed to the head office, not to the DAPE. 

67. Example 2 does not discuss the step 1 process by which it attributes transactions with separate 
enterprises to either the head office or the DAPE, but it deems the economic ownership of the inventory 
and receivables as attributable to the DAPE and likewise attributes to the DAPE the sales revenue from 
third parties and the funding return from Sellco.  It attributes to the head office revenue from a notional 
internal sale of the inventory to the DAPE.  As indicated by our discussion above, we believe this is 
incorrect, that the actual transaction with Sellco was in fact a sale upon credit directly from the head 
office, and that the third party sales revenue belongs to Sellco, not to Prima.  In other words, a correct 
interpretation of the facts of Example 2 would show that the DAPE did not engage in any transactions 
with separate enterprises, nor in any dealings with the head office. 

6. Responses to DD questions on Example 2 

Question 6:  Do commentators agree with the construction of the profits or 
losses of the DAPE in Example 2 under the AOA? 

68. Response:  No, for the reasons outlined above, we believe that the Example is incorrect in 
allocating to the DAPE the inventory and inventory risk, the customer receivables and credit risk, the 
sales revenue from third parties, and the funding return.  Assuming that the Article 9 analysis is correct, 
the funding return is appropriately allocable to the head office, and all the other items are appropriately 
allocable to Sellco.   Under our interpretation, the head office P&L should show sales revenue from a sale 
of the inventory to Sellco (at a price which will take into account the fact that Sellco will bear inventory 

21   See paragraph 44 of the 2010 Attribution of Profits Report. 
22   See paragraphs 45 and 98 of the 2010 Attribution of Profits Report. 
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risk and warehousing costs and will carry out certain advertising), interest income from an extension of 
credit to Sellco, and a COGS amount.  Sellco’s P&L should show third party sales revenue of 200, as well 
as a COGS amount and expenses in the nature of advertising expenses, inventory losses, bad debt losses, 
any other operating expenses, and interest expense to Prima.  The DAPE’s P&L should not show any 
entries. 

Question 7:  What would be the conclusion if, because of the wording of 
Article 7 in the applicable tax treaty, an approach other than the AOA applied? 
If the conclusion is different, what would be the differences? 

69. Response:  As outlined above, we believe it would be helpful if the Example clarified the 
difference, if any, in the conclusion that would be reached under the 2008 partial AOA versus the 2010 
full AOA.  We do not believe it is possible to give a definitive answer on whether or how the conclusion 
might differ under a treaty where a non-AOA approach applied. 

Question 8:  In your opinion, what would be the consequences if, in the 
example, Sellco does not have the financial capacity to assume the inventory 
and credit risks? In that case, to which party would you allocate those risks? 
How would it affect the fee payable to Sellco and the profits to be attributed to 
the DAPE? 

70. Response:  If Sellco did not have the financial capacity to assume the inventory and credit risks, 
we assume the risks could not be reallocated to Sellco under Article 9.  The Final Report  on Actions 8-10 
does not provide clear guidance on how to allocate the risk if neither party to a transaction both exercises 
control over the risk and has the financial capacity to assume the risk, other than to say that:  “As such a 
situation is not likely to occur in transactions between third parties, a rigorous analysis of the facts and 
circumstances of the case will need to be performed, in order to identify the underlying reasons and 
actions that led to this situation.  Based on that assessment, the tax administrations will determine what 
adjustments to the transaction are needed for the transaction to result in an arm’s length outcome.  An 
assessment of the commercial rationality of the transaction based on Section D.2 may be necessary.”23  If 
the result of that analysis showed that the original transaction should be respected, and that the risks 
should remain with Prima, we assume that the results of the Action 7 analysis would be similar to those 
shown for Example 3 (i.e., that Sellco should be compensated for its service functions, and that the PE’s 
profit should reflect the attribution of risk and economic ownership of assets to it based on the significant 
people functions performed on its behalf). 

Question 9:  What are your views on the fact that in Example 2 the same 
functions that are considered under the Article 9 analysis to allocate risks to 
Sellco, are also taken into account, under Article 7, as the SPF that result in 
the attribution of economic ownership of assets to the DAPE? What is your 
opinion about the fact that, in this example, the inventory and credit risks are 
allocated to Sellco under Article 9 and the economic ownership of inventory 
and receivables are attributed to the DAPE? Does your reading of the current 

23   Transfer Pricing Guidelines, paragraph 1.99 (2016). 
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guidance of the 2010 Attribution of Profits Report, and in particular with 
paragraphs 230 to 245, support the conclusions of the Example? 

71. Response:  As explained above, we disagree with the conclusions in the Example that attribute 
inventory and inventory risks, receivables and credit risk, to the DAPE when the Article 9 analysis shows 
that the inventory and credit risks belong with Sellco.  In our view, those risks, as well as tax ownership 
of the inventory and customer receivables, should be allocable exclusively to Sellco if the Article 9 
analysis is correct.  We do not see anything in paragraphs 230 to 245 of the 2010 Attribution of Profits 
Report that would support those conclusions of the Example that attribute the same risks to both Sellco 
(under Article 9) and the DAPE (under Article 7) and that separately allocate the risks stemming from 
investment in assets and the economic ownership of those assets.  Indeed, we read the guidance in those 
paragraphs as specifically requiring an inquiry into whether significant people functions relevant to the 
assumption and/or subsequent management of risk are carried out by the dependent agent enterprise 
(Sellco) “on behalf of” of the non-resident enterprise (Prima).24  Where the Article 9 analysis confirms 
that Sellco’s functions relating to the assumption of inventory and credit risk are carried out on its own 
behalf (i.e., where those risks are properly allocable to Sellco, rather than Prima), the existing AOA 
guidance does not support treating those risks or the associated assets as attributable to a DAPE of Prima. 

7. Suggestions regarding Example 2 

72. Based on the foregoing, the IAPT has the following suggestions regarding Example 2: 

• Consideration should be given to whether Example 2 can properly be viewed as an 
example of a DAPE, or whether instead its facts point to the conclusion that Sellco is 
acting not as an agent for Prima but in a principal to principal relationship with Prima, 
with the result that no DAPE exists. 

• Example 2 should discuss the nature of the dealing, if any, taking place between the 
head office and the DAPE and the manner in which that dealing has been identified and 
its nature determined.  It should also characterize the hypothesized separate enterprise, 
if one is found to exist. 

• The Example should recognize that, consistent with the Article 9 analysis, the asset of 
Prima for which the location of the economic ownership must be determined under 
Article 7 is a receivable from Sellco, not the inventory, and that the economic ownership 
of that Sellco obligation should be attributed to the head office, not to the DAPE, based 
on the performance of relevant significant people functions there. 

• The Example should not allocate to the DAPE the risks attributable under Article 9 to 
Sellco.   

• The Example should include a discussion of Prima’s transactions with separate 
enterprises and where and how those transactions are attributed as between the head 

24   See paragraph 242 of Part I of the 2010 Attribution of Profits Report. 
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office and the DAPE; such transactions attributable to the head office should not be 
attributed to the DAPE. 

C. Example 3 

73. Before responding to the specific questions posed in the DD with respect to Example 3, we would 
like to address a few points.   

1. Nature of the dealing 

74.  As in the case of the other examples, it would be helpful if Example 3 discussed more explicitly 
the nature of the dealing(s) it posits between the head office and the DAPE.  The Example clearly implies 
that there has been a notional sale of the inventory from the head office to DAPE (through its reference to 
DAPE COGS of 158 and head office sales income of 158), suggesting that the DAPE should be 
characterized as a distributor.  The Example does not address the question of whether there is a dealing 
between the head office and the DAPE in relation to the head office’s development of a marketing 
strategy and advertising content for the goods to be sold by the DAPE, or for the protection of the 
Group’s marketing intangibles.   

2. Allocation of advertising expenses 

75. The Example appears to assume, without explaining why, that the head office, rather than the 
DAPE, should bear the cost of reimbursing the Employee for the advertising expenses he incurs in 
placing local advertising for the products being sold by the DAPE.  It would be useful to understand why 
that cost should be allocable to the head office rather than to the DAPE in its capacity as a deemed 
distributor, as determined under step 1 (i.e., why a manufacturer would agree to bear advertising expense 
for the onward sale by a distributor of inventory the distributor had purchased from the manufacturer).   

3. Application of step 2 of the AOA 

76. As in the case of other examples, Example 3 does not really provide a discussion of the 
application of step 2 of the AOA, which involves application of the Transfer Pricing Guidelines by 
analogy to the pricing of the dealing between the head office and the DAPE.  It assumes a profit 
allocation of 9 (based on giving the DAPE an operating margin of 4.5% on sales of 200) and then reverse 
engineers the calculation to arrive at that result by using a plug number for the DAPE’s COGS.  While 
this may appropriately imply a proper application of a TNMM analysis, in practice, we would expect that 
a rigorous application of the AOA could involve an analysis of what is the most appropriate transfer 
pricing method to apply to the dealing (e.g., CUP, resale price margin, TNMM) and what comparables 
can be used to apply that method, taking into account the DAPE’s characterization as a deemed 
distributor.  To provide clearer guidance to taxpayers and tax administrations that will be trying to apply 
the AOA systematically, it would be helpful if the example could articulate its profit attribution 
conclusions taking into account those aspects of step 2. 
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4. Responses to DD questions on Example 3 

Question 10:  Do commentators agree with the construction of the profits or 
losses of the DAPE in Example 3 under the AOA? 

77. Response:  Subject to the comments above concerning the desirability of better articulating both 
the dealing(s) between the head office and DAPE and the application of step 2 of the AOA, we believe 
the construction of the profits of the DAPE in Example 3 under the AOA is a reasonable one. 

Question 11:  What would be the conclusion if, because of the wording of 
Article 7 in the applicable tax treaty, an approach other than the AOA applied? 
If the conclusion is different, what would be the differences? 

78. Response:  As outlined above, we believe it would be helpful if the Example clarified the 
difference, if any, in the conclusion that would be reached under the 2008 partial AOA versus the 2010 
full AOA.  We do not believe it is possible to give a definitive answer on whether or how the conclusion 
might differ under a treaty where a non-AOA approach applied. 

5. Suggestions regarding Example 3 

79. Based on the foregoing, the IAPT has the following suggestions regarding Example 3: 

• The Example should discuss more explicitly the nature of the dealing(s) it posits between the 
head office and the DAPE and should characterize the DAPE once hypothesized as a 
separate enterprise. 

• The Example should explain why the advertising cost has been allocated to the head office 
rather than the DAPE. 

• The Example should articulate the manner in which it applies step 2 of the AOA, including 
its selection of the most appropriate transfer pricing method and the identification of 
comparables. 

D. Example 4 

80. Before responding to the specific questions posed in the DD with respect to Example 4, we would 
like to address a few points. 

1. Issues regarding Article 9 analysis 

81. While we appreciate that the importance of the DD relates to its Article 7 analyses, Example 4 
raises an issue relating to the Article 9 analysis we would like to note.  According to the Example, Prima 
both exercises control over the credit risk and has the financial capacity to bear that risk.  As a result, the 
contractual allocation of the risk to Prima is respected under paragraph 1.94 of the Transfer Pricing 
Guidelines.  The Example states that the service fee (cost plus 10%) paid by Prima to Sellco is arm’s 
length compensation for Sellco’s credit risk management services for Prima.  The Example goes on, 
however, to describe a highly unusual “incentive” fee of 40% of the upside and downside realization of 
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the credit risk relative to expected losses25 and states that this, too, is assumed to be an arm’s length 
amount.26 

82. It is not entirely clear how both the cost plus service fee and the contingent incentive fee can be 
arm’s length compensation for the same credit management services.  In effect, the incentive fee 
contractual arrangement appears to be a partial allocation of the credit risk itself to Sellco.  Scenario B, 
which shows a negative incentive fee to Sellco (i.e., a net payment from Sellco to Prima) as a result of 
high bad debt losses, particularly clearly illustrates the effect of Sellco bearing a significant portion of the 
credit risk.  Based on the facts in the Example, we believe a better interpretation would be that Prima and 
Sellco have contractually agreed to share the credit risk, and the Example suggests that the Article 9 
analysis respects that sharing of the risk.   

83. The Example states that this sharing of the potential upside and downside by Sellco is in 
accordance with the contractual arrangements “and the principles of paragraph 1.105 of the Guidelines”.  
The latter paragraph provides that where a party contributes to the control of risk but does not assume the 
risk, “compensation which takes the form of a sharing in the potential upside and downside, 
commensurate with that contribution to control, may be appropriate.”  There are two points to note about 
this statement.  First, because Sellco through the contractual incentive fee arrangement has in effect  
partially assumed the credit risk, the incentive fee represents its contractual compensation for the partial 
assumption of that risk.  As in the case of Example 2, it will be important to ensure that risk that is 
properly allocated to Sellco under the Article 9 analysis is not again allocated to the DAPE in performing 
the Article 7 analysis.  Second, if the contractual arrangement between Prima and Sellco had not included 
this contingent incentive fee, we do not believe it would be proper for the Example to imply that the 
principles of paragraph 1.105 of the Guidelines would necessarily require that form of compensation in 
order to satisfy the arm’s length requirement.  While paragraph 1.105 indicates that sharing of the upside 
and downside potential on risk “may”  be an appropriate form of compensation to a party that contributes 
to the control but does not contractually assume the risk, that paragraph does not mandate such a form of 
compensation.  The Example should be worded carefully so as not to imply that a profit split with respect 
to the credit risk is effectively required in such cases. 

2. Nature of the dealing 

84. Once again, the Example does not describe the nature of the dealing(s) between the head office 
and the DAPE, although it posits that the DAPE should be attributed 25% of the credit risk and 
appropriate receivables asset, based on the fact that the credit management costs for the Country B 
receivables were incurred 75% by Prima’s head office and 25% by Sellco.  Is the assumption that the 
DAPE has acquired 100% of the receivables upon its sale of the inventory to customers and has factored 

25   We question the appropriateness of including such an unusual contractual provision in guidance which is supposed to be of 
general applicability. 
26   While we appreciate that the numbers in the examples are merely for illustrative purposes, it is interesting to note that the 
incentive fee gives Sellco 40% of the upside potential on the receivables, whereas Sellco has incurred only 25% of the credit 
management costs on those receivables and the Article 7 analysis attributes to the DAPE only 25% of the credit return on them. 
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75% of them to Prima’s head office?  It would be useful if the Example would more clearly articulate the 
nature of the dealing(s) between the two Prima locations and the rationale for that characterization.   

3. Relationship between sharing of costs and sharing of return on risk 

85. The Article 7 analysis in the Example attributes to the DAPE 25% of the risk return on the 
receivables and 25% of the fee to Sellco and the bad debts, but for unexplained reasons it attributes to the 
DAPE zero percent of the credit risk management costs incurred by Prima’s head office.  It would seem 
that the DAPE should be attributed 25% of all the credit risk management costs incurred with respect to 
the Country B receivables, including those incurred by Prima’s head office.  It would be useful if the 
Example could explain the reasoning for the lack of allocation of those costs to the DAPE. 

4. Application of step 2 of the AOA 

86. The Example isolates attribution of profit from credit risk and receivables, rather than also 
showing how the entirety of the DAPE’s profit would be calculated.  While this may be understandable 
for purposes of making an isolated point about the differences between the analyses under Articles 9 
and 7, it would generally be preferable for the Examples to apply step 2 systematically and thoroughly. 

5. Responses to DD questions regarding Example 4 

Question 12:  Do commentators agree with the construction of the profits or 
losses of the DAPE in Example 4 under the AOA?  

87. Response:  As outlined above, we have questions about the appropriateness of using credit 
management functions performed by Sellco to both allocate some of the credit risk to Sellco under 
Article 9 and also attribute additional credit risk return to the DAPE under Article 7.  We also have 
questions about the lack of allocation of head office credit management costs to the DAPE and about how 
the determination of DAPE profit on a particular slice of its activities interacts with the determination of 
DAPE profit on the balance of its activities. 

Question 13:  Do commentators agree that the profits or losses in the DAPE 
over and above the fee payable to Sellco arise because the contractual 
allocation of risk to Prima is respected under Article 9, and is not shared with 
Sellco, whereas under Article 7 the risk is partly attributed to Prima’s Head 
Office and partly to the DAPE of Prima?  In other words, the difference arises 
from differences between allocation of risk between two separate enterprises 
and attribution of risk within the same enterprise? 

88. Response:  As indicated above, our interpretation of the facts is that the incentive fee arrangement 
does constitute a partial contractual allocation of the risk to Sellco.  If the Article 9 analysis had not in 
fact resulted in any allocation of the risk to Sellco, we do agree that Article 7 could result in a partial 
attribution of the risk to the DAPE based on the significant people functions in relation to credit risk 
management carried out by Sellco in Country B.   
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6. Suggestions regarding Example 4 

89. Based on the foregoing, we have the following suggestions regarding Example 4: 

• The Article 9 analysis should be revised to recognize that the credit risk has been 
partially contractually allocated to Sellco (and that Sellco is effectively acting as a 
factoring entity with respect to that portion of the receivables) and to ensure that the 
Example does not imply such a profit split approach to the compensation of Sellco’s 
control functions is mandated in order to satisfy the arm’s length principle. 

• The credit risk contractually allocated to Sellco (and respected under the Article 9 
analysis) should not also be treated as attributable to the DAPE under the Article 7 
analysis. 

• The nature of the dealing between the DAPE and the head office (e.g., a factoring of the 
DAPE’s receivables) should be articulated. 

• The DAPE should be allocated a share of the head office credit management costs 
attributable to the receivables deemed economically owned by the DAPE. 

• The Example should illustrate how the determination of profit attributable to the 
DAPE’s assumption of credit risk interacts with the determination of profit attributable 
to the remainder of the DAPE’s activities. 

IV. Comments on the Article 5(4) Examples 

90. Before responding to the specific questions posed in the DD with respect to Example 5, we would 
like to address a few points. 

1. Attribution of economic ownership of the warehouse 

91. The DD indicates that economic ownership of the warehouse is attributed to the PE in Country B, 
using the “place of use” criterion from paragraph 75 of the 2010 Attribution of Profits Report.  This is 
true notwithstanding the fact that all significant people functions relating to the warehouse, including the 
analysis of the commercial need for the warehouse, its location, and its configuration, the determination 
of how the warehouse should be operated, the recommendation of levels of inventory to be maintained by 
customers and replenishment policies, etc., are performed by WRU at its head office in Country A.  Given 
the strength of the significant people functions relating to the warehouse carried on in Country A, it could 
be useful for the Example to explain why this is not a case where a criterion other than “place of use” is 
appropriate for attributing economic ownership of the warehouse (particularly given the attribution of 
economic ownership of inventory according to significant people functions under Example 1). 

2. Nature of the dealing 

92. The DD hints at a number of dealings between the PE and the head office in the Example 5 
scenarios (e.g., head office’s provision of investment advice to the PE upon the PE’s acquisition of the 
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warehouse, head office’s provision of advisory services in analyzing inventory usage and recommending 
replenishment policies, head office’s provision of rights to use intangible assets in the warehouse 
facilities).  It would be useful if the Example would explicitly identify each of these as “dealings”.  The 
head office also provides a workforce to the PE in Scenarios A and B, but the Example sidesteps the 
question of whether this is a compensable dealing; it appears to simply allocate the cost of the workforce 
to the PE.  Here, too, greater clarity on the characterization of the dealing, if any, and on the 
characterization of the hypothesized separate enterprise would be useful. 

3. Need for an example where warehouse is owned and operated by an affiliate 

93. As indicated above, we believe it would be very useful for the final guidance to include an 
example of the fairly common situation whether a foreign enterprise stores its goods at a warehouse 
owned and operated by a related local enterprise.  If a PE could exist in such a case (i.e., if the local 
enterprise’s warehouse premises could be considered a fixed place of business of the foreign enterprise), 
questions similar to those addressed under Example 1 could arise (e.g., can there be any profit attributable 
to the PE when the foreign enterprise has no presence of its own in the host jurisdiction (other than 
inventory) and the local enterprise is not performing any significant people functions that would attract 
the economic ownership of foreign enterprise assets or the assumption of foreign enterprise risk to the PE 
location?).  Such an example could address, for example, how to attribute the economic ownership of the 
inventory and the assumption of inventory risk. 

A. Example 5, Scenario A:  Warehousing as the core business 

1. Treatment of service fee 

94. Scenario A indicates (appropriately, we believe) that the PE should be deemed to pay a service 
fee to the head office for services related to inventory usage and replenishment, and for investment advice.  
It does not discuss how the service fees were calculated nor whether there would be any difference in the 
calculation as between treaties under which the 2010 full AOA applies and those under which the 2008 
partial AOA applies (i.e., whether the result would be different between applying the principles of 
Chapter VII of the Transfer Pricing Guidelines or the guidance found in paragraphs 35-38 of the 2008 
Commentary on Article 7).   

2. Treatment of know-how / software remuneration 

95. Scenario A also indicates (again, appropriately, we believe) that the PE should be deemed to pay 
an amount to the head office as compensation for the use of the know-how and software related to the 
efficient operation of the warehouse.27  Here again, it would be useful if the final guidance addressed the 
question of whether there would be any difference between applying the 2008 partial AOA and the 2010 
full AOA (i.e., between applying the principles of Chapter VI of the Transfer Pricing Guidelines and the 
guidance found at paragraph 34 of the 2008 Commentary on Article 7). 

27    Paragraph 93 of the DD refers to the provision of know-how and software as a service, but a more appropriate 
characterization might be a license. 
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3. Interest expense 

96. The Example indicates (again, appropriately, we believe) that the PE should be entitled to a 
deduction for interest expense.  It does not discuss how the PE’s interest expense would be determined.  It 
would be helpful if the final guidance gave some explanation of how to determine the PE’s interest 
expense. 

4. Responses to DD questions regarding Example 5, Scenario A 

Question 14:  Do commentators agree with the construction of the profits or 
losses of the PE in Scenario A of Example 5 under the AOA? 

97. Response:  The construction of the PE’s profit in Scenario A appears to be a reasonable 
application of the 2010 full AOA.  As indicated above, it would be useful to expand the Example to 
include a discussion of the potential impact of the 2008 partial AOA. 

B. Example 5, Scenarios B (Warehousing as an internal function of the business) 
and C (Warehousing as an internal function of the business carried out by a 
separate enterprise) 

1.  Responses to DD questions regarding Example 5, Scenarios B and C 

Question 15:  Do commentators agree with the conclusion reached in Scenarios 
B and C of Example 5 under the AOA? 

98. Response:  The (very brief) conclusions regarding the profits attributable to the PE in Scenarios B 
and C seem reasonable, assuming it to be correct that economic ownership of the warehouse is 
attributable to the PE and not to the head office. 

Question 16:  In particular, do you agree that there can be an investment 
return on the asset or assets creating or being part of the PE when there are no 
personnel of the non-resident enterprise operating in the PE? 

99. Response:  We do agree with that conclusion, provided it has been appropriately determined that 
economic ownership of the asset is attributable to the PE. 

Question 17:  Do you agree with the streamlined approach proposed in this 
example for cases where there are no functions performed in the PE apart from 
the economic ownership of the asset, i.e. attribute profits to the PE 
commensurate with investment in that asset (taking into account appropriate 
funding costs and the compensation payable for investment advice)? How 
would you identify the investment return? 

100. Response:  That seems to be an appropriate approach.  The return could conceivably be 
determined by reference to rental income for comparable property. 

Question 18:  Do you agree that if the non-resident enterprise has no personnel 
operating at the fixed place of business PE, then significant people functions 
performed by other parties on their own account in the jurisdiction of the PE 
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do not lead to the attribution of risks or assets to the PE, and no profits would 
be attributable to the PE? If not, please explain the reasons for taking a 
different view. 

101. Response:  We do agree, for the same reasons as articulated in response to Question 5, above. 

Question 19:  Under Scenario C, if Wareco were a related enterprise, and if it is 
assumed that the arm’s length fee is 110% of its costs, would there be any 
difference to the outcome of the attribution of profits to the PE of WRU? 

102. Response:  No. 

Question 20:  What would the conclusion if, because of the wording of Article 7 
in the applicable tax treaty, an approach other than the AOA applied? If the 
conclusion is different, what would be the differences? 

103. Response:  As indicated above, we believe it would be useful if the Example could indicate 
whether there would be any difference, particularly to the calculation of the PE’s deemed payments to the 
head office for services and intangibles, between the application of the 2010 full AOA and the 2008 
partial AOA.  We do not believe it is possible to give a definitive answer on whether or how the 
conclusion might differ under a treaty where a non-AOA approach applied. 

2. Suggestions regarding Example 5 

104. Based on the foregoing, we have the following suggestions regarding Example 5:   

• The Example should address the reasoning for the attribution of economic ownership of 
the warehouse to the PE. 

• The Example should provide greater clarity concerning the identification and 
characterization of dealings between the PE and head office. 

• The Example should be expanded to include a scenario where a related local enterprise 
owns and operates the warehouse for the foreign enterprise.   

• The Example should be expanded to discuss whether there would be any difference in 
the calculation of the PE’s deductions in relation to services and intangibles provided by 
the head office between treaties under which the 2010 full AOA applies and treaties 
under which the 2008 partial AOA applies. 

• The Example should give some explanation of how to compute the PE’s interest 
deduction. 

V. Exploring Additional Approaches to Coordinate the Application of Article 7 and Article 9 
of the MTC 

Question 21:  Do commentators have suggestions for mechanisms to provide 
additional co-ordination for the application of Article 7 and Article 9 of the 
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MTC to determine the profits of a PE, taking into account the considerations 
expressed above? 

105. Response:  The IAPT very much welcomes the DD’s invitation to suggest mechanisms to provide 
additional coordination for the application of Articles 7 and 9.  It is our belief that widespread adoption of 
the Action 7 recommendations will lead to a great many additional PEs for MNE groups operating around 
the world, and that many of these PEs will have little or no profit attributable to them, as is illustrated by 
several of the examples in the DD.  Finding an administratively convenient way to deal with such cases 
would be to the benefit of both tax administrations and taxpayers in reducing the compliance burdens of 
both.  

106. Paragraph 246 of the 2010 Attribution of Profits Report cited as one such mechanism an approach 
whereby the host jurisdiction could “actually collect tax only from the dependent agent enterprise even 
though the amount of tax is calculated by reference to the activities of both the dependent agent enterprise 
and the dependent agent PE.  In practice what this means is taxing the dependent agent enterprise not only 
on the profits attributable to the people functions it performs on behalf of the non-resident enterprise (and 
its own assets and risks assumed), but also on the reward for the free capital which is properly attributable 
to the PE of the non-resident enterprise.”  This type of approach has been successfully implemented in 
practice by some countries.28 

107. We would recommend consideration of a mechanism that would allow foreign enterprises that 
would otherwise have a PE in a Contracting State because of the fact that a related party in that State 
causes them to have a dependent agent PE or fixed place of business PE to elect out of PE status if the 
related person elects to be taxable in that State on the sum of:  (i) the profits that would otherwise be 
taxable to that related person and (ii) the profits that would otherwise be taxable to the PE.  We believe 
such a mechanism could be introduced through an appropriate treaty provision or competent authority 
agreement between the parties to a bilateral tax treaty, which could include a concept along the following 
lines: 

Notwithstanding the provisions of Article 5, activities conducted in a Contracting State 
by a person that is closely related to an enterprise or through a fixed place of business 
of any such person shall be deemed not to cause such enterprise to have a permanent 
establishment in that State if the enterprise and the person jointly make a binding 
election pursuant to which the profits of such person which may be taxed in that State 
shall be equal to the sum of the profits such person would have and the profits that 
would be attributable to any such permanent establishment of the enterprise in the 
absence of such election.  It is understood that the enterprise and person that make the 
binding election provided under this paragraph shall ensure that the conditions 
established between them produce a result that is consistent with the effect of the 
election, and it is further understood that such conditions shall be considered to be 
consistent with conditions that are made or imposed between independent enterprises 

28  See, e.g., IRS press release IR-INT-1999-13, regarding the competent authority agreement between the United States and 
Mexico to ignore the existence of a Mexican PE in certain cases in the maquila industry, where the taxpayers agreed that the 
Mexican maquila enterprise would pay tax to Mexico not only on its own arm’s length profit but also on an amount determined 
by reference to what the profits of the U.S. enterprise’s Mexican PE would have been. 
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for purposes of the provisions of the domestic law of each Contracting State and 
Article 9 of this Convention. 

108. A mechanism of this sort would allow a nonresident enterprise that would otherwise be treated as 
having a PE in a host State to avoid being treated as having such a PE (and thus avoid the need to comply 
with host State tax and reporting obligations) in certain circumstances and provided that certain 
conditions are met.  It would similarly allow the local tax administration to deal exclusively with its 
resident enterprise in obtaining all the tax to which it is entitled based on the combined features of the 
local enterprise and PE in its jurisdiction. 

109. For this result to apply, the provision would require the resident enterprise and the nonresident 
enterprise to enter into: 

• A binding election that provides the resident enterprise agrees to recognize profits, if any, 
equal to the sum of the profits that would be attributable to the PE of the nonresident 
enterprise that would exist in the absence of the binding election, based upon the functions 
undertaken on that nonresident enterprise’s account (taking into account assets and risks 
attributed to the PE, and the necessary “free” capital to support them), plus the arm’s length 
profits, if any, the resident enterprise would have in the absence of the binding election, based 
upon the functions undertaken by that resident enterprise on its own account (taking into 
account its own assets and risks). 

• Intercompany arrangements that provide that where the binding election is made, the resident 
enterprise shall charge the nonresident enterprise, and the nonresident enterprise shall pay, an 
amount such that the total profits recognized by the resident enterprise are equal to the arm’s 
length profits, if any, the resident enterprise would recognize in the absence of the election 
plus the profits, if any, that would be attributable to the PE the nonresident enterprise would 
have in the absence of the election.  While the latter amount depends under the AOA on 
assets, risks, and capital deemed owned, assumed, or contributed respectively to the PE, such 
intercompany arrangement would not need to delineate such deemed assets, risk, or capital. 

110. This mechanism would result in the nonresident enterprise having no PE, no filing obligation, and 
no corporate income tax liability in the host State arising from the activities conducted on the nonresident 
enterprise’s account by the resident enterprise or at its premises.  The nonresident would be entitled to 
deduct the amounts accrued under the intercompany arrangement with the resident discussed above.  The 
mechanism would not eliminate a PE, filing obligation, or corporate income tax liability in a host State 
arising from a nonresident enterprise’s own activities or operations in that State unrelated to a PE arising 
from a resident enterprise’s activities or premises. 

111. This is just one suggestion of a possible mechanism that could be used to achieve administrative 
simplification, while at the same time guaranteeing the host State its ability to collect the full amount of 
corporate tax due to it on the profits of its resident enterprise and the PE.  We would be glad to work with 
delegates to consider modified or alternative versions to address their concerns. 

* * * * * 
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