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Dear Mr. VanderWolk, 
 

Discussion Draft 2: attribution of profit to permanent establishments 
 

Introductory Comments 
 
PricewaterhouseCoopers International Limited on behalf of its network of member firms (PwC) 
welcomes the opportunity to comment on the OECD’s second Public Discussion Draft on Additional 
Guidance on the Attribution of Profits to Permanent Establishments (DD2 or the paper). 
 
The DD2 takes a change in direction from the OECD’s first Public Discussion Draft on Additional 
Guidance on the Attribution of Profits to Permanent Establishments (DD1) published for comments in 
July 2016. In doing so, it provides general guidance and high level qualitative examples on the 
attribution of profits to a Permanent Establishment (PEs) created as a result of the widened definition 
of a PE following OECD’s Base Erosion and Profit Shifting (BEPS) Action 7 – Preventing the Artificial 
Avoidance of Permanent Establishment Status.    
 
By changing to an approach setting forth general principles, taxpayers and tax administrators are left 
with a high level of subjectivity regarding the proper attribution of profits to PEs created under the 
expanded definition of a PE set forth in Action 7.  This increases the prospects for inconsistent 
determinations and a higher potential for controversy and double taxation.  We recommend that you 
reconsider the abandonment of the numerical examples included in DD1, reinstating them with 
modifications to address the comments received, together with an overlay of the general principles 
contained in DD2 
 
In addition, the DD2 provides some insights into the underlying principles for the application of 
Article 7 and the interaction between Article 7 Model Tax Convention (MTC) and Article 9 MTC. 
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However a number of key questions or collateral issues based on the guidance and examples proposed 
are still to be addressed as highlighted in this letter. 
We have set out our comments in the following sections in line with the key aspects set out in the DD2, 
being general principles, administrative approaches to enhance simplification, and the four examples. 
 
However, one overriding consideration is whether it is the right time to finalise this now. Further 
consideration of PEs and business models in a more digitized economy will be taking place over the 
coming months. Would any guidance agreed now be suitable for use if the concept of a PE were to be 
broadened in relation to digital presence? If there is sufficient uncertainty, wouldn't it be better to 
again postpone this and agree an integral approach after spring 2018?  
 

Attribution of profits to permanent establishments resulting from 
changes in line with BEPS Action 7 

 
Over circa 17 paragraphs the paper sets out additional general guidance in relation to the attribution of 
profits to PEs following the proposed change to Article 5 MTC in line with Action 7.  
 
Overall we find that the additional guidance provided does not materially advance the guidance 
already provided in the commentary to Article 7 MTC and the OECD’s 2010 Report on the Attribution 
of Profits to Permanent Establishments (PE Report).  There are some specific observations that we 
would like to highlight, as follows: 
 

(a) BEPS Action 7 - No fundamental changes to the principles and the application of Article 7 
MTC 

 

 We agree with paragraphs 8 and 19 of DD2 that the profits attributed to a PE resulting from 
changes to Article 5(5) and 5(6) are not necessarily the entire profits of these contracts, and 
could be minimal or zero.  This is in line with the current “No force of attraction” principle as 
detailed in section 12 of the commentary of Article 7 Paragraph 1.  As noted in our previous 
DD1 response, question 5, we would expect that in practice the actual profits allocated to PEs, 
created under the changes to Article 5(5) and 5(6) when intermediaries already exist and are 
compensated at arm’s length under Article 9 MTC, would be minimal-to-no additional profits 
in the PE.  The DD2 does not clarify when this may be the case and effectively leaves all 
interpretations open.  We would welcome further examples of such PEs where distinctions in 
factual circumstances would make it clear when minimal-to-no additional profits would be 
realised compared to those that would create significant additional profits. 

 

 We agree with paragraph 9 of DD2 that there should be no fundamental changes proposed to 
the principles and application of Article 7 of the MTC i.e. that profits attributable to a PE are 
those that the PE would have reported if it were a separate and independent enterprise 
engaged in the same or similar activities under the same or similar conditions.  We also 
welcome the comment that the fundamental standard applies regardless of whether the 
relevant treaty adopts the Authorised OECD Approach (AOA) or not. 
 

(b) Article 7 MTC vs. Article 9 MTC – Priority Order 
 

 DD2 paragraphs 10 through 12 clarify that the priority order of analysis between Article 9 and 
Article 7 MTC should be inconsequential to the level of total profits to be taxed in the host 
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country.  Although we welcome this comment, from a practical perspective and in line with our 
comments on DD1, responses to question 1, there is a practical and administrative preference 
for an Article 9 analysis to take place in priority.  Paragraph 234 of Part I1 and paragraph 112 of 
Part III2 of the PE Report also makes it clear that an Article 9 MTC analysis is expected before 
an Article 7 MTC analysis.  As such we would ask that the OECD acknowledges that the profits 
of the associated enterprises under Article 9 MTC should be determined first before that of the 
head office and PE under Article 7 MTC. If such guidance were not provided, it would be 
beneficial to expand the examples in DD2 to reflect how the priority order of applying Article 9 
MTC and Article 7 MTC does not impact the level of total profits to be taxed in the host 
country. In particular, the current examples in DD2 seem to take the approach of applying 
Article 9 before Article 7 as Article 7 is being applied by considering the arm’s length 
compensation of relevant affiliated enterprises by applying Article 9. Therefore, we would 
welcome if these examples are expanded by an illustration of how one may approach the 
application of Article 7 before Article 9, while demonstrating that the order of applying the two 
articles is not influencing the level of total profits to be taxed in the host country. We note that 
the inconsequential outcome is stated by reference to the level of total profits in the host 
country (e.g. total profits of the dependent agent and DA PE) rather than the DA PE so one 
may assume that the DA PE attributed profits might be impacted by the order of applying the 
two articles. Given these points, we consider that if no clear preference is expressed for the 
order of applying the two articles, it would be recommended to further expand the examples to 
discuss both approaches and reflect the relevant impact on the total profits in the source state 
and in particular the profits to be attributed to the PE.  
 

 Nevertheless under paragraph 12 it is recommended that jurisdictions apply a consistent 
priority approach of Article 9 versus Article 7 MTC within their jurisdiction which, at their 
discretion, may be made public to help provide certainty to taxpayers.  The absence of a 
consistent international priority approach however is not in line with the BEPS objective of 
international coherence and will likely lead to increased international disputes e.g. where the 
non-resident state applies Article 9 in priority, but the source state applies Article 7, 
potentially leading to different conclusions for the PE and corporate taxpayer across the two 
jurisdictions.  Where this point is particularly poignant is for example where there are varying 
tax regimes for PEs versus corporates or collateral tax impacts.  Please refer to our comments 
to question 1 of the first discussion draft for further details on this point. 

 
(c) The impact of BEPS Actions 8-10 recommendations on PE profit attribution principles 

 

 The paper, in paragraph 17, confirms that there is an overlap of “risk control functions” under 
Article 9 MTC and the proposed new Commentary on the 2017 update to that following 
Actions 8-10 (as reflected in the OECD’s 2017 Transfer Pricing Guidelines or TPG), with the 

                                                             
1 Paragraph 234 Part I of the PE Report reads “In calculating the profits attributable to the dependent agent PE it would be 
necessary to determine and deduct an arm’s length reward to the dependent agent enterprise for the services it provides to the 
non-resident enterprise (taking in to account its assets and its risks if any).  Issues arise as to whether there would remain any 
profits to be attributed to the dependent agent PE after an arm’s length reward has been given to the dependent agent 
enterprise.” 
2 Paragraph 112 of Part III of the PE Report reads “Where, for example, one enterprise is acting as agent for a second enterprise 
and the activities of the first enterprise create a dependent agent PE as defined in Article 5(5), it will first be necessary to apply 
the guidance in Section C under Article 9 to establish the arm’s length price of the transactions between the first enterprise and 
the agent enterprise (where the agent is an associated enterprise), and then to apply the guidance in Section D on Article 7 to 
attribute an arm’s length amount of profits to the dependent agent PE.” 
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concept of Significant People Functions (SPF) under Article 7 MTC, but stops short in 
reconciling these two concepts.  This is further complicated in paragraph 19 where it is stated 
that the profits attributable to a PE may be positive, nil or negative even when an arm’s 
length compensation has been paid to the intermediary in the source state, which 
suggests that there are key differences between the BEPS Action 8-10 and the Article 7 MTC 
approach.  
 

 Conceptually, and to avoid double tax, it should not be possible to have an Article 9 MTC 
conclusion following BEPS Action 8-10 that differs to an Article 7 MTC analysis in relation to 
the allocation of risks.  We would therefore welcome further guidance and examples to 
highlight when the application of these two principles, risk control functions and SPFs may 
lead to deviating conclusions (i.e. a positive or negative PE profit attribution).   
 

 In paragraph 18 it is stated that risks that have already been attributed under Article 9 MTC 
cannot also be allocated under Article 7 MTC.  This will ultimately depend on the priority 
order of analysis between Article 9 MTC and Article 7 MTC (see comments above).  If the 
Article 9 MTC analysis is first undertaken then conceptually there should be no additional 
risks and therefore profits to attribute to the PE.  If the Article 7 MTC analysis is undertaken 
first then it should be made clear that although under Step 1 of the AOA risks (etc.) will be 
allocated to the PE in order to determine the dealings between the enterprise and the PE, 
under Step 2 of the AOA the amount of profits attributed to the PE will be reduced by the 
amount of profits already allocated to the relevant intermediary so that in effect the risks (and 
therefore profits) are not allocated more than once.  We would therefore ask for further clarity 
on how the OECD intends that in practice risks are not allocated more than once.  

 

Administrative approaches to enhance simplification  
 
Although we acknowledge that the compliance requirements of taxpayers are subject to domestic 
regulations, we would welcome research and recommendations by the OECD in this area to encourage 
international harmony and ease the administrative burden for all types of PEs, in particular 
Dependent Agent PEs (DA PEs), where the level of administrative burden in the source state 
significantly outweighs the local nexus when a DA PE is created. To illustrate, take for example an 
enterprise distributing products in over 50 jurisdictions through the use of an intermediary whose 
distribution activities are priced at arm’s length under Article 9 MTC which would now also create DA 
PEs i.e. an additional tax presence and compliance obligation in each3 jurisdiction under the expanded 
definition following BEPS Action 7.   
 
Although in paragraph 21 the paper does move one step forward from the current PE Report by 
actively encouraging jurisdictions to adopt simplification procedures4, we do not consider this 
recommendation strong enough in order to provide the administrative simplification needed for 
taxpayers (and tax authorities) alike.  
 

                                                             
3 For simplicity in the example we have not brought in to consideration the Multilateral Instrument (MLI) signatory positions at 
this stage. 
4 The wording in the current PE Report at paragraph 246 of Part I is “Nothing in the authorised OECD approach would prevent 
countries from using administratively convenient ways of recognising the existence of a dependent agent PE and collecting the 
appropriate amount of tax resulting from the activity of the dependent agent”. 
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We welcome the comment that the compliance burden in the event of a DA PE cannot be deemed 
insignificant which is consistent with the current guidance in section 246 (footer number 12) of Part  I 
of the PE Report.  
 
The paper also recognises the option of tax authorities to collect the tax payable of the PE from the 
intermediary in the host country which again is consistent with paragraph 246 of Part I of the PE 
report.  The paper does not however consider the collateral tax issues of doing so e.g. domestic issues 
such as VAT, determination of who is the taxpayer for double tax relief, loss relief and issues that arise 
if the home country doesn’t agree with the allocation (i.e. due to the amalgamation of the PE and 
intermediary profits in the intermediary’s tax return the home country may challenge the perceived 
overcompensation of the intermediary).  
 
We would in particular welcome recommendations for administrative simplicity where a PE is created 
under the new Article 5 but no profits are attributable to the PE when taking into account the transfer 
pricing of the intermediary.  This is because the potential administrative, financial, and in some cases 
even criminal domestic consequences of non-compliance (i.e. not filing a nil tax PE return with the 
local tax authorities) as well as the tax, reporting and regulatory burdens are significantly out of line 
with benefits to be gained by jurisdictions from nil tax PE returns. In line with our comments above, 
prioritising the Article 9 analysis would be one means of ensuring international consistency while 
alleviating the compliance burden for taxpayers, since, in most cases, there will be little or no residual 
income attributable to the PE created by the intermediary. 
 

Examples  
 
Our overall comment in relation to the four new examples provided is that they require significantly 
more detail in order to be able to appropriately apply the AOA two-step approach and therefore to 
clearly understand how in practice the AOA is expected to be applied to PEs created under Action 7.   
 
Based on the information and analysis provided in the examples, we note the following specific points: 
 

(a) The AOA two-step Approach – the significance of Step 1 
 

 As you are aware the attribution of profits to a PE under the AOA is broken into a two-step 
chronological analysis:   

 
- Step 1 requires a functional and factual analysis, i.e. identification of SPFs, leading to the 

attribution to the PE of rights and obligations, assets, risks, other functions of the PE, 
recognition of dealings, and finally the attribution of capital, and then   

- Step 2 requires the arm’s length pricing of dealings to be evaluated based on a 
comparability analysis and via application of the arm’s length principles. 

 

 The analysis of the examples in the DD2 provides limited-to-no information on Step 1 of the 
APA but instead focuses on Step 2. However a clear factual and functional analysis and 
identification of SPFs and dealings under Step 1 is vital and must be undertaken before profits 
can be attributed appropriately to the dealings under Step 2.   
 

 For each example therefore we would welcome a clear and complete analysis of the Step 1 AOA 
to set the context in which the Step 2 analysis is undertaken. 



 
 
 
 

6 of 9 
 
 

 

 We also acknowledge that not all jurisdictions apply the AOA, but that the Guidance and 
examples are being developed for the purposes of application by all jurisdictions regardless of 
local AOA adoption.  As such the guidance and examples should indicate how the allocation of 
profits would differ under the AOA, non AOA and if one country applies AOA and another 
country does not, and what the appropriate dispute resolution would be in such cases. 

 
(b) Attributing revenues to the PE  

 

 We would advise that there is not a direct read across between the creation of a DA PE under 
Article 5 MTC and the allocation of the third party sales revenues to the PE (in the case of sales 
and marketing DA PEs) under Article 7 MTC and would request for this to be clarified in the 
guidance and examples for the reasons listed below.  
 

 First, the creation of a DA PE does not mean that a jurisdiction automatically has the right to 
tax over the entirety of the revenues generated in the source state as this would impede the 
arm’s length analysis of the dealings and is likely to lead to an over-allocation of costs and/or 
revenues to a PE.  Take for an example a DA PE where it has been determined that the dealing 
is priced at arm’s length based on a mark-up of 10% of the costs of €10k attributed to the PE 
resulting in a profit in the PE of €1k.  This analysis differs drastically when compared to a 
dealing whereby all the third party revenues of say €55k are attributed to the PE thus meaning 
that the costs attributed to the PE is the balancing number of €50k in order for the PE to earn 
a suitable 10% mark up on costs i.e. a profit of €5k in line with the arm’s length pricing 
determined. 

 

 Second, the Article 5 MTC conditions for a DA PE are based on specific functional and 
temporal criteria, whereas the allocation of the rights and obligations arising from 
transactions with other enterprises under Article 7 MTC is based on where the significant 
people functions are undertaken to assume and/or subsequently manage particular risks and 
economically own particular assets5.   

 

 Third, examples 1 and 2 automatically allocate revenues to the DA PE based on the third party 
revenues.  This is inconsistent with two other bodies of regulations.  First, international 
accountancy principles, where specific thresholds must be met in order to be considered the 
“principal” of the sale (or purchase) and be allocated the revenues (or costs) of the third party 
contract.  Second, the Transfer Pricing Guidelines (TPG), where it may still be the case that the 
arm’s length pricing of the DA PE under the AOA, based on the functions performed, risks 
assumed and assets owned, is in the form of a commission (or even total costs plus a margin 
for a sales and marketing service provider), rather than attributing the full revenues of the 
contract (as noted in the example above).   

 

 Finally, although we note that there are differences in the relevant industries, paragraph 16 of 
Part  III (Special considerations for Global Trading) of the PE report specifically acknowledges 
that a sales agent (in this case, a financial broker) would earn a commission income and not 
the full revenues associated with the contract.   

 

                                                             
5 Paragraph 45 and 98 of Part  I, OECD PE Report, July 2010 
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(c) Comparability analysis 
 

 All of the examples suggest that suitable comparables will be available in the source State S to 
price the relevant dealing.  In practical terms such local comparables are unlikely to be 
available and per Chapter III (Comparability Analysis) of the TPG such stringent geographic 
comparability criteria is not necessary.  We assume therefore that it is not the intention of the 
DD2 to introduce a more stringent comparability standard than under Chapter III TPG and 
would ask for this to be made clear in the guidance and examples. 

 
(d) Suggested calculation scheme of DD2 
 

 The examples suggest that the hypothetical dealings may be priced based on the arm’s length 
standard but provide no guidance on how to undertake this analysis practically, or even 
theoretically.  To elaborate, the examples do not consider the interrelatedness of revenues and 
costs in a transfer pricing context (for example a routine service provider may earn 
intercompany revenues based on their full costs plus a routine mark-up).  In addition, the 
examples do not include the necessary quantitative information to illustrate how, after the 
allocation of profits to the PE and a deduction for the arm’s length remuneration of the 
intermediary, a profit would be realised by the permanent establishment. 

 
(e) Other comments 

 

 Under the new PE thresholds, where an intermediary relationship exists, the main risks that 
may be reallocated following the creation of a PE are the credit and inventory risks. This is 
dependent on the factual and functional analysis under Step 1 of the AOA.  The critical goals of 
greater clarity and reduced subjectivity would be served through the inclusion and 
enhancement of the examples included in DD1 which further explored the allocation of these 
risks and the resulting financial outcome based on the framework set out in paragraphs 24 and 
25 of and reiterated in paragraphs 241 to 245 of Part I of the PE report6.   

 

 Example 3 mixes the criteria for the creation of a fixed place of business (FPOB) PE with that 
of a DA PE as it states that the procurement of widgets is not of a preparatory or auxiliary 
manner.   We understand that you have not requested comments on Article 5 MTC. However 
we would ask that any examples provided evaluate the threshold criteria of FPOB PE and DA 
PEs separately to avoid misunderstanding. 
 

 In example 3 it is mentioned that Article 9 MTC may be applied in determining the amounts of 
the expenses of the DA PE or the arm’s length remuneration of BuyCo (the procurement 
intermediary).  We would however expect that Article 9 MTC could also be applied in 
determining the amount of the revenues attributable to the DA PE under this example, being 
the amount that an effective buy/sell agent would recognise if it had the same functional 
profile of BuyCo, and we would welcome further practical guidance in this respect. 

 

 In Example 4, the creation of two separate PEs allows taking into account possible varying 
taxation rates in different regions of a jurisdiction. This concept creates the situation where a 

                                                             
6 In these paragraphs it is stated that the allocation of inventory risk and credit risk is based on the location where the “active 
decision-making” in relation to these risks is carried out. 
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cohesive business operation needs to be considered collectively in the context of Article 5 
MTC, but independently for the purposes of Article 7 MTC. The implications of this have not 
been explored further in the paper, either in example 4 or at paragraphs 41 and 42 of the 
general guidance.  This is an opportunity for the OECD to provide further recommendations to 
enhance administrative simplification and international cohesion and as aforementioned we 
would welcome any such recommendations.   

 
In summary, we wonder if it would be advisable to postpone finalising this until after 
recommendations on PEs and mere digital presence are made in spring 2018. Otherwise, we would 
welcome significant further clarity and quantification of the DD2 additional guidance and examples in 
order to minimise misinterpretation and misunderstanding leading to significant uncertainties in both 
the application of the new Article 5 of the MTC (although we have been specifically not asked to 
comment on this) and the remuneration of the PE under the unchanged Article 7 of the MTC.  The DA 
PE examples do not make much progress from the previous guidance in paragraphs 46-48 and 241-
245 of Part I of the PE Report.  Finally, we would like to reemphasise that paragraph 9 of the PE 
Report stipulates that the purpose of the AOA is to set a “limit on the amount of attributable profits 
that may be taxed in a host country”.  Our fear however based on the examples provided in DD2 is that 
this objective of the PE Report is not being met. 
 
For any clarification on this response, please contact the undersigned or any of the contacts below.  We 
look forward to discussing any questions you have on the point we raise above.  We would welcome the 
opportunity to contribute to the discussion and to speak at the public consultation meeting to be held 
in November 2017. 
 
Yours faithfully, 

 
 
 
Stef van Weeghel, Global Tax Policy Leader 
 
Stef.van.weeghell@pwc.com 
T: +31 (0) 887 926 763 
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