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Article 7 BUSINESS PROFITS

1. The profits of an enterprise of a
Contracting State shall be taxable only in
that State unless the enterprise carries on
business in the other Contracting State
through a permanent establishment situ-
ated therein. If the enterprise carries on
business as aforesaid, the profits of the
enterprise may be taxed in the other State

but only so much of them as is attributable

to that permanent establishment.
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A OFEH IS, YEE O Philip Baker &

Richard S. Collier2"#i & L 72, 337 [EH» 6%
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1. Background

A) Introduction
1. Introduction to the IFA discussion of
this topic
2. The problem in outline
3. The UN model
4. Domestic law and treaty law
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B) Development of the Authorised OECD
Approach
1. The pre-2000 history
2. The recent work of OECD WP6
3. The Working Hypothesis and the
AOA, and the different interpretations
of Articles 7(1) to 7(3) MTC
A summary of the AOA
Old thinking and new thinking
The issue of dependent agent PEs

NS g e

The symmetrical application of the
attribution principles
C) An Outline Example

II. The Current Position

A) The general approach to the attribu-

tion of profits to PEs

1. Variation in domestic laws and lack
of consensus in interpretation

2. The absence of guidance and of
litigated disputes

3. Attribution of profits to branches: an
issue for financial institutions only?

4, The abundance of theories

5. The existence of a wide variation in
the extent to which a PE is treated as a
separate enterprise or separate entity

6. Domestic law and treaty law are in
conformity with one another

7. An increase in legislative activity

8. The application of the arm’s length
principle in domestic legislation to PEs

9. The emphasis on accounts maintained
by the PE

10. The widespread acceptance of pre-
sumptive taxation

B) Specific issues considered in the branch

reports

1. The use of the PE concept in domestic

law
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2. Whether the PE is taxable on its
worldwide income

Transfers of inventory

Transfers of machinery

Supplies of intangibles

Interest charges

N g e

Supplies of services, and head office
expenses

8. Dependent agents

9. Special rules for banks and insurance
companies

10. The relief issue and the symmetrical
application of profit attribution

methods
III. The Future

A) Criticisms of the OECD’s recent work
1. The lack of clear underlying princi-
ples
2. The use of KERT functions
3. The failure to agree a consensus,
especially on the methods of capital
allocation
4, The failure to give prominence to
branch books and records
5. The failure to address the conse-
quences of the AOA
6. Criticisms by the business community
B) Constraints on future approaches
1. Constitutional principles and general
rules of tax law
2. Existing case law, guidance and the
MTC commentary
3. Non-discrimination provisions
4, The position under European Commu-
nity law
5. A note on the constraints on future
action
C) Possible reactions to the OECD’s work
1. Acceptance of the AOA
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2. The need for domestic legislation and
the prospect of problems in implementa-
tion
3. Would a change to the Commentary
suffice ?
D) Future options

1. Policy options

2. Implementation options
E) Recommendations

F) Lessons from the OECD process

(2) ’%5, TEA— 7 2IBIZRET SEER
T3, HRIZOWT, 223, ALtBn2-
2P b, WikDAlL, BAESTH D, A
122 5A 40 425N, A2 THEZ IR
LTw3, §7% bbb, PERIFET LF&5I12H

m&m

LT, OECDE7/NWHIRLSH 7 52 2 sHIC X BIR
DELTWD En,
COEEHRT A7, THR2WERIEXT

PABDbETAH L) (FREZHIFIZL Z),

Article 7 BUSINESS PROFITS

2. Subject to the provisions of paragraph
3, where an enterprise of a Contracting
State carries on business in the other
Contracting State through a permanent
establishment situated therein, there

shall in each Contracting State be

attributed to that permanent establish-

ment the profits which it might be

expected to make if it were a distinct

and separate enterprise engaged in the

same or similar activities under the

same or similar conditions and dealing

wholly independently with the enter-

prise of which it is a permanent estab-

lishment.
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IFA Congress Amsterdam 2006

Subject 2: The Attribution of Profits to Permanent Establishments

ISSUES PAPER

1. This paper seeks to highlight some of the major issues identified by the IFA study of
the “Attribution of Profits to Permanent Establishments”.

2. This topic concerns the situation where an enterprise carried on by a resident of one
state operates in a host state through a permanent establishment (“PE”): how should the profits be
attributed to the PE both under the domestic law and under the double taxation convention
(“DTC”) between the state of residence and the host state? This attribution is necessary both in the
host state to determine the profits taxable there, and in the state of residence of the enterprise for
purposes of relief from international double taxation.

3. The branch reports identify few differences between the approach adopted under the
domestic law of the jurisdictions concerned on the one hand, and under their DTCs on the other
(i.e., the profits attributable to a PE for domestic law and tax treaty purposes are generally the
same). The topic focuses therefore on the interpretation and application of the provisions in the
Business Profits Article of relevant DTCs. The vast majority of these provisions are based upon
Article 7(1) to (3) of the OECD MTC which provide as follows:-

“1. The profits of an enterprise of a Contracting State shall be taxable only in that State unless the enterprise
carries on business in the other Contracting State through a permanent establishment situated therein. If the
enterprise carries on business as aforesaid, the profits of the enterprise may be taxed in the other State but only
so much of them as is attributable to that permanent establishment.

2. Subject to the provisions of paragraph 3, where an enterprise of a Contracting State carries on business in the
other Contracting State through a permanent establishment situated therein, there shall in each Contracting
State be attributed to that permanent establishment the profits which it might be expected to make if it were a
distinct and separate enterprise engaged in the same or similar activities under the same or similar conditions
and dealing wholly independently with the enterprise of which it is a permanent establishment.

3. In determining the profits of a permanent establishment, there shall be allowed as deductions expenses which
are incurred for the purposes of the permanent establishment, including executive and general administrative
expenses so incurred, whether in the State in which the permanent establishment is situated or elsewhere.”
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4. The branch reports confirm that there is a wide diversity in the interpretation of these
provisions, though the reports indicate relatively little litigation (other than a small number of
high-profile cases), and no report refers to major difficulties in practice at the present time.

5. The branch reports identify a number of different theories surrounding the topic. For
example, a distinction is sometimes made between the “separate enterprise approach” (under
which the PE is treated as a separate enterprise) and the “single enterprise approach” (under
which the PE and its head office are all part of the same, single enterprise). The difference is
significant: under the single enterprise approach, a profit is only recognised for tax purposes when
there is a transaction with a third party, whilst this is not the case under the separate enterprise
approach (i.e. taxation of notional profits is possible).

6. Within the separate enterprise approach, there are also different theories as to how far
one can construct the PE as a separate enterprise (separate from the remainder of the enterprise of
which it is part). For example, can one assign to the PE the “ownership” of assets and risks which
are in fact owned or borne by the enterprise as a whole? Broadly, the current interpretation of
Article 7, as reflected in the Commentary, is based upon a limited recognition of the PE as a
separate enterprise. There is an important conflict here between the fiscal fiction (under which the
PE is treated as a separate enterprise) on the one hand and the legal fact (according to which the
PE is part of a single enterprise and cannot own assets or bear risk separately from the remainder
of the enterprise) on the other.

7. This topic has recently been the object of attention by the OECD, and four Discussion
Drafts have been published which develop an “Authorised OECD Approach” (“the AOA”). In an
extremely simplified form, the AOA requires the construction of the PE as a “functionally separate
enterprise” with its own functions performed, assets used and risks assumed: the arm’s length
principle (as elaborated in the OECD Transfer Pricing Guidelines) is then applied by analogy to the
dealings between this functionally separate enterprise and the enterprise of which it is part
(although a limitation still exists as regards the credit worthiness of the enterprise). Again,
broadly, the AOA shifts from the interpretation in the current Commentary towards a greater
recognition of the PE as a separate enterprise.

The Primary Issues: The Adoption of the AOA

8. Many of the issues surrounding this subject at the present time concern the possible
adoption of the AOA. There are a number of policy issues to consider in this context.

9. First, the functionally separate enterprise approach assumes that a profit can be
generated on a dealing between the PE and the general enterprise (or its head office), even if there
is no transaction with an outside party, so no “real” profit. Certain countries would regard this as
conflicting with established principles of tax law or even constitutional principles.

10. Secondly, the recognition of notional (internal) payments of interest, royalties or rent
by a PE raises the question as to whether such notional payments (which would be deductible in
computing the profits attributable to the PE) should be subject to withholding tax in the country of
source: and if they are subject to withholding tax, at what rate (is it the domestic rate or the treaty
rate — and if so, which treaty?).

(3/5)

FHB B3 2007 2 153

summ @



summ @

IFA©2006 Subject 2

11. Thirdly, there are technical issues with the AOA, for example in its emphasis on Key
Entrepreneurial Risk Taking (“KERT”) functions.

12. Fourthly, assuming that the AOA is adopted, a major issue is whether it should be
adopted for all businesses, or for financial sector activities only. In recent years, most of the issues
that have arisen with regard to the attribution of profits to PEs have arisen in the financial services
sector. Arguably, extending the AOA beyond this sector imposes major documentation and
transfer pricing issues which did not exist previously and have not previously given rise to any
significant problems.

13. A fifth issue is how far the AOA could be consistent with the UN Model, and could be
adopted by jurisdictions which favour that Model. In particular, Article 7(3) contains wording
which would not be compatible with the AOA:

“3) In the determination of the profits of a permanent establishment, there shall be allowed as deductions
expenses which are incurred for the purposes of the business of the permanent establishment including
executive and general administrative expenses so incurred, whether in the State in which the permanent
establishment is situated or elsewhere. However, no such deduction shall be allowed in respect of amounts, if
any, paid (otherwise than towards reimbursement of actual expenses) by the permanent establishment to the
head office of the enterprise or any of its other offices, by way of royalties, fees or other similar payment in
return for the use of patents or other rights, or by way of commission, for specific services performed or for
management, or, except in the case of a banking enterprise, by way of interest on moneys lent to the permanent
establishment.....”

14. The OECD has developed the AOA; however, it remains to be seen whether it
commands sufficient support to be adopted by all countries. There has been little discussion so far
of what the alternatives might be. On the one hand, is it possible any longer to put the genie back
in the bottle and to leave matters as they were? On the other hand, are there any viable
alternatives to the separate enterprise approach? Is there some form of formulary apportionment,
or a totally novel solution which might replace the arm’s length approach?

Specific Issues
15. The OECD discussion has highlighted two specific issues.

16. First, the attribution of profits where there is an agency permanent establishment.
Where there is a non-independent agent (who habitually exercises authority to conclude contracts
in the name of the enterprise), there will be an agency permanent establishment. The issue which
arises then, is whether there is any profit to attribute to this form of permanent establishment,
when the agent’s remuneration already reflects the remuneration an independent agent would have
derived on an arm’s length basis.

17. The second issue concerns the symmetrical application of the attribution of profits in
both the host state and the state of residence of the enterprise. If the state of residence relieves
international double taxation by the exemption method, then that state will need to attribute profits
to the PE for the purposes of computing the amount of profits to be exempted. On the other hand, if
the state of residence relieves international double taxation by the credit method, then that state
will need to attribute profits to the PE for the purposes of computing the maximum amount of
foreign tax credit.
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18. However, there is a danger that the host state and the residence state might adopt a
different approach to the attribution of profits, and this may lead to unrelieved double taxation.
This possibility has been heightened in the banking sector by the failure of the OECD to agree upon
a single method of capital attribution to a PE, so that the host state and the state of residence may
adopt a different approach to the allocation of capital to the PE. The OECD has suggested a
symmetrical approach under which the state of residence accepts, to a certain extent, the
attribution approach adopted by the host state. It is not fully clear, however, whether this should
apply only to determine the free capital of the PE or also to all dealings between the PE and the
enterprise of which it is a part.

Issues in the Implementation of the AOA

19. A major practical issue arises from the possible implementation of the AOA.

20. Even assuming that the AOA represents a correct interpretation of the current
wording of Article 7, elements of the current Commentary clearly do not support the AOA, but
rather support a limited recognition of the PE as a separate enterprise. Were an international
consensus to develop in favour of adopting the AOA, the question arises whether this could be
implemented simply by changes to the Commentary, or whether it would be necessary to change
the wording of Article 7 itself.

21. The danger is that, if the wording of the Article is not changed, a period of uncertainty
will follow when it is not clear whether the tax administration or judiciary in certain countries
would apply the revised Commentary or not. In a worst option scenario, one might end up with
case law supporting the revised Commentary and the AOA in some countries, but not in others.

Process Issues

22. The recent OECD work on the development of the AOA raises a number of issues
about the process of developing a new consensus in international tax law. Are there lessons that
might be learnt from the process of publication of the Discussion Drafts and the development of the
AOA? What can be learnt from the way the OECD went about this process of developing a new
international consensus?

(5/5)

FABOE 2007 2 155

summ @



summ @

(RMTEH 2)

(1/3)

IFA®2006 Subject 2 - Plenary Session

IFA 60TH CONGRESS - AMSTERDAM

Subject 2: Plenary Session — The attribution of profits to permanent
establishments (PEs)

Summary of discussion
(prepared by and under responsibility of IBFD for IFA Congress participants)

General Reporters: Prof. Philip Baker Q.C. (United Kingdom) and Dr. Richard S.
Collier (United Kingdom)

Chair: Prof. Kees van Raad (Netherlands)

Panel members: Mary Bennett (OECD), Radhakishan Rawal (India), Meinhard Remberg
(Germany) and Prof. Richard J. Vann (Australia)

Secretary: Raffaele Russo (Italy)

The Chair, Prof. Kees van Raad, initiated the plenary session by introducing the
subject matter, namely the interpretation and application of Art. 7(l) to (4) of
the OECD Model Tax Convention (business profits provision).

After briefly describing the introductory example, where an enterprise carried
on by a resident of one state is operated in a host state through a permanent
establishment (PE), Prof. Kees van Raad briefly outlined the current rules for
taxing business profits under the OECD Model. This introduction was followed by
an overview given Raffaele Russo on the history of the business profits
provision, from the 1927 and 1928 Drafts of the League of Nations until the
current 2005 OECD Model and Commentary on Art. 7.

Prof. Richard Vann discussed the current views on Art. 7. In this respect, Prof.
Vann identified the two different interpretations of Art. 7(1l) to (3), namely
the relevant business activity approach (also called single enterprise approach)
and the functionally separate enterprise approach (also called the separate
enterprise approach). Prof. Vann also addressed the various approaches to the
conceptualizations of the separate enterprise and focused on the potential
conflict between the fiscal fiction (under which the PE is treated as a separate
enterprise) and the legal facts (according to which a PE cannot own assets or
bear risk separately from the remainder of the enterprise), when characterizing
the so-called internal dealings.

Prof. Philip Baker presented the main issues and conclusions of the General
Report. Prof. Baker started by highlighting that domestic law and treaty law are
either largely in conformity, but that no consensus was found as to the correct
interpretation of Art. 7. According to Prof. Baker, this lack of consensus is
further emphasized by the absence of guidance, and also by the abundance of
disputes and attribution theories in the countries surveyed. Prof. Baker also
called upon the attention to the widespread use of presumptive taxation and
discussed whether the attribution of profits to branches can be said to be
entirely an issue for financial institutions.
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The panel discussion continued with the presentation of the main issues,
stemming from the future adoption Authorized OECD Approach (AOA). This was
followed by an overview given by Mary Bennett of the ongoing OECD PE profit
attribution project. Mary Bennett started by mentioning that the aim of the OECD
project was in fact to seek to eliminate the current lack of consensus on how to
hypothesize the PE as a distinct and separate enterprise, and to apply the
Transfer Pricing Guidelines by analogy. Mary Bennett went on to briefly describe
the AOCA two-step approach and focused her additional remarks on the first step,
which involves applying principles of the 1995 transfer pricing guidelines by
analogy to perform a factual and functional analysis in order to analyse what is
part of the PE and what is not. Mary Bennett mentioned that the first step
involves addressing the guestion of economic ownership of assets, attributing
adequate free capital to the PE in light of its risks, and attempting to
identify any "dealings" between the PE and the enterprise of which it is a part.
Mary Bennett explained that under the AOA risks should follow functions, the
attribution of assets should follow where the people functions are performed and
finally the attribution of capital should follow risks.

As regards the current state of playof the AOA, Mary Bennett announced that the
OECD/CFA decided in June 2006 to publish by the end of 2006 new versions of
Parts I - III of the Discussion Drafts, to finalize the Part IV draft report on
insurance during the first months of 2007 and to publish during 2007 a draft
implementation package, which will include the changes to the Model and
Commentary. Mary Bennett also mentioned that the KERT terminology will be
retained only for specific sectors and no longer will appear in the general
part. In addition, Mary Bennett stated that the symmetrical application of
profit attribution methods was considered to be an issue more related to Art.
23, and that the proposed changes to the text of Art. 7 would not reflect the
concept of symmetry.

R

The panel discussion continued with the presentation of five examples, which
involved (i) the transfer of inventory, (ii) the transfer of an asset, (iii)
debt financing (including withholding tax on notional payments), (iv) self-
developed intangibles, and (v) head office expenses. Under each example, the
various panel members confronted the current approach and the AOA approach, and
highlighted specific issues.

Following the discussion of the examples, Radhakishan Rawal addressed the extent
the AOA is consistent with the UN Model Convention (2001), and whether it could
be adopted by jurisdictions that follow the UN Model. Taking into account the
wording of Art. 7(3), Radhakishan Rawal considered that it would not be possible
to adopt AOA for treaties based on the UN Model and that such adoption would be
possible only if Art. 7 of such treaties would be amended.

Meinhard Remberg presented the position of the business community on the AOA,
with particular comments concerning the activities of engineering and
construction companies. Meinhard Remberg noted that the integration of
activities gives rise to differences regarding construction and engineering
activities, and that such difference should be considered by the OECD on the
preparation of Part I of the OECD PE project.
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The panel continued with a discussion on the specific issue of the attribution
of profits where there is an Agency PE, namely whether there may be an
additional profit attributable to an Agency PE over and above the arm's length
reward paid to the agent. After Prof. Van Raad outlined the issue in question,
Prof. Baker highlighted several arguments in favour of the nil sum approach,
while Prof. Vann exposed opposing arguments for determining a taxable profit at
the level of the Agency PE. The discussion was followed by a vote by the
delegates.

The final topic addressed future policy and implementation options arising from
an adoption of the AOA by OECD Member States. The panellists discussed the
advantages and disadvantages of adopting the AOA for all businesses, adopting
the ACA only for the financial sector, not adopting the AOA but maintaining the
existing wording of Art. 7 and Commentary, and finally deferred a decision and
continue researching alternative solutions. As regards implementation options,
the panellists discussed the advantages and disadvantages of changing only the
OECD Commentary versus changing the OECD Model and Commentary.

IBFD Reporter: Tiago Cassiano Neves

158 TR 2007 - 2



