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BEPS MONITORING GROUP 

Comments on BEPS Action 7: Preventing Artificial Avoidance of PE Status 

This report is published by the BEPS Monitoring Group (BMG). The BMG is a group 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. This paper has 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.  

This paper has been prepared by Sol Picciotto and Jeffery Kadet, with comments and input 

from Tulio Rosembuj, Cristián Garate, Maria Villanueva and Yansheng Zhu. 

We are grateful for the opportunity to contribute these comments, and would be happy also to 

participate in the public consultation on this issue. 

1. GENERAL REMARKS 

1. A central technique in BEPS strategies is to devise corporate structures which take 

advantage of the separate entity principle by fragmenting business functions and activities 

among affiliates to minimise taxable presence in high tax countries. This Action Point is 

therefore a key one in tackling BEPS. The proposals in the discussion draft are important, as 

they include changes to the text of the Model Convention. They involve a welcome shift 

away from stubborn adherence to the separate entity principle. The approaches suggested are 

not new, but in many respects return to original understandings, which have been retained or 

revived in some countries, although they entail a change of direction for the OECD as a 

whole. They could provide a basis for more effective solutions to some of the BEPS problems 

caused by exploitation of corporate fragmentation. 

2. Regrettably, however, the proposals in the discussion draft are minimalist, and would deal 

with only a few specific types of abuse. First, they would restore the right for a country to tax 

a firm’s income from sales in that country if it has an affiliate or agent there which habitually 

deals with customers in a way which results in the conclusion of contracts. However, this 

would not affect firms with local affiliates which support sales but without involvement in 

contracts. Secondly, an anti-fragmentation rule is proposed, but only in relation to pre-sales-

related activities, such as storage, display or delivery. These proposed changes would 

therefore not affect other types of structures which fragment functions such as manufacturing, 

purchasing, design, marketing and customer support. The submission by the Trade Union 

Advisory Committee (TUAC) gives a very apposite example which seems typical of the trend 

in the past ten years or so towards corporate restructuring based on functional fragmentation, 

largely for tax reasons. Moreover, the current proposals would have limited application to 

services. They seem designed especially for richer countries with consumer markets, and are 

of less relevance to developing countries, which are more affected by contract manufacturing, 

as well as provision of services with little physical presence. 

3. We may focus specifically on the common case of stripped-risk contract manufacturers as 

an excellent example. One way to deal with this would be for the Commentary to make clear 

that where decisions are made locally in a country by personnel of any group member or 

agent that affect the commercial risks borne by any group member, then that group member 

will be considered to maintain a `place of management’ within that country within the 

meaning of Paragraph 2 of Article 5. The only exception that the Commentary should provide 

is for any situation where the entity assuming the risk is also the employer of the relevant 
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management personnel supervising the local decision-maker and is tax resident and fully 

taxable on a current basis in the country where the management personnel reside and perform 

their employment roles. Hence, this exception would not apply where the group member was 

tax resident in a territorial-basis country and claimed that the relevant earnings were exempt 

due to being earned outside the country of tax residence. This approach could apply as well to 

any other arrangements that involve locally based personnel making decisions, the risk for 

which is assumed by any other group member. 

4. The cautious approach which has been adopted, which was already evident in the terms of 

reference for Action 7 in the Action Plan, is no doubt due to the difficulties of reaching a 

broad consensus on more ambitious proposals. However, this creates its own risks. Countries 

would still be able to adopt their own preferred solutions. The UK has now proposed a 

Diverted Profits Tax, which would attribute a PE if any activities take place in the UK ‘in 

connection with’ the supply of goods and services there, in a way which it is ‘reasonable to 

assume’ is designed to ensure that no PE is created. This clearly goes beyond the limited 

proposals in the current DD. Other alternatives which also go beyond what is proposed, e.g. 

to deal with contract manufacturing, are already employed by some countries, even in the 

OECD (e.g. Australia, Spain).
1
 The failure to deal more comprehensively with fragmentation 

of functions will place further strain on transfer pricing rules which unfortunately remain 

subjective and resource-intensive to administer. In relation to services, unless an adequate 

solution can be found for a new definition of business presence many, especially developing 

countries, will resort to taxation of fees paid to foreign service providers (as some already 

do). The result will be an increase in competing tax claims on companies, as well as conflicts 

between countries. 

5. Hence, in our view a more ambitious approach should be adopted, to reach an international 

consensus on this important issue. This should entail a reconsideration not only of paragraphs 

4, 5 and 6 of article 5, but also paragraph 7, and of its relationship to article 9. These 

provisions lie at the heart of the problem of BEPS. They have been interpreted in recent years 

so as to harden a separate entity principle, although neither of them requires related entities to 

be treated as if they were independent. Article 5(7) simply creates a presumption that the fact 

that two companies are under common control shall not ‘of itself’ constitute one a PE of the 

other, hence in appropriate circumstances it may; while article 9 empowers tax authorities to 

adjust the accounts of a company which is an associated enterprise, to prevent profit shifting. 

Interpreting these provisions as a creating a requirement to treat related entities as 

independent facilitates (indeed encourages) the tax avoidance strategies now described as 

BEPS.  

6. The need for a reconsideration of article 5(7) is now evident. The Commentaries to the 

OECD MC on this paragraph extensively discuss the problems it poses both for e-commerce 

and for services. The unsatisfactory nature of the view taken on e-commerce by the OECD a 

decade ago, embodied in the Commentary on article 5(7), has resulted in the inclusion of 

Action 1 in the BEPS project, to address the issue of the digitalized economy. Yet the report 

on Action 1 published in September deferred consideration of solutions, including revision of 

the PE definition, while expressing the hope that work done on the other action points would 

resolve most if not all of the problems. In our view, more could be done under the present 

action now. For example, Paragraph 40 of the Commentary under article 5 now provides, in 

part: 

                                                 
1
 See Adolfo Martín Jiménez, Preventing the Artificial Avoidance of PE Status. UN Tax Committee, 2014, 

especially section 5.3.2 on Spain.  
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Even the fact that the trade or business carried on by the subsidiary company is 

managed by the parent company does not constitute the subsidiary company a 

permanent establishment of the parent company. 

Additional guidance could be provided, immediately after this sentence, such as the 

following: 

Where, however, the conduct of the trade or business carried on by the subsidiary is 

an integral part of the trade or business carried on by the parent company or of any 

other associated enterprise similarly managed by the parent company or any other 

associated enterprise, then the subsidiary company can be a permanent establishment 

of the parent company or any other relevant associated enterprise. In particular, this 

will be the case where the trade or business of the subsidiary involves complementary 

functions that are part of a cohesive business operation conducted by the parent 

company or any other associated enterprise. 

7. The relatively limited nature of the proposals in this discussion draft means that significant 

work would remain. Such work should clearly extend to the field of services, since 

digitalisation has greatly expanded the ability of companies to provide cross-border services 

without the physical presence needed for a PE. Indeed, fragmentation is particularly 

characteristic of businesses in service sectors, or for which provision of services is a major 

element. Although often organised through fragmented corporate structures, they generally 

entail a cohesive business, which should justify their treatment as a unitary one for PE 

purposes. The UN Committee of Tax Experts is currently considering taxation of cross-

border services. That body may provide a more suitable forum to consider these wider issues, 

if they seem to go beyond the scope of the BEPS project. 

8. While in our view it is essential to move away from the separate entity principle, and to do 

so more decisively than is proposed in this discussion draft, it is also important to take into 

account the implications of this. An extension of the concept of a PE would result in an 

increase in the allocation of income to the source country even though the firm concerned has 

relatively low direct expenses there, the bulk of the costs being incurred within the home 

office, and/or other branches. This concern about whether a country will fully allow direct 

and indirect expenses physically incurred outside its borders is often a reason indeed for a 

company to form a separate affiliate to be responsible for a new operation or specific project, 

which would allow the charging of relevant costs under transfer pricing rules and with fully 

documented inter-entity transactions and agreements, all of which are subject to normal inter-

company transfer pricing rules. This is of course in contrast to the more nebulous charging of 

direct expenses and allocation of indirect expenses to a PE’s gross income (or determination 

of an arm’s length charge for functions performed by the home office or other branches 

where the 2010 amendments to Article 7 apply).  

9. This move away from the separate entity principle, and other changes being considered 

that would expand the role of the profit split method, also have important implications for the 

amendments adopted by the OECD in 2010 to Article 7. However, these changes have so far 

been included in few tax treaties even between OECD countries, and have been rejected by 

some OECD and most non-OECD countries. In our view some of these changes should be 

reconsidered. In particular, where activities of one or more associated companies conducted 

on behalf of a company making sales or providing services cause that company to have a PE 

in a particular country, a profit split approach may be the most appropriate method to 

determine not only the relative profits of the several companies, but also the profits to be 

reported by the PE. Note that apportionment of profits is still permitted under Article 7(4) of 

the UN Model treaty, which is in force in many treaties, especially with developing countries.  
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10. The discussion draft rightly states that the issue of definition of a PE needs to be 

considered in conjunction with other action points, including those on transfer pricing. Since 

a number of states are likely to seek to adopt an expanded PE definition, both taking 

advantage of and going beyond what is proposed here, it seems to us all the more important 

to develop PE gross income recognition methodologies and expense allocation approaches 

which ensure that PE net income is calculated and taxed according to where economic 

activities take place and value creation occurs. Indeed, where a gross income recognition 

methodology cannot be reasonably applied, a profit split method or other profit 

apportionment method would be used. The reasons which led the OECD to withdraw that 

method were stated in Paragraph 41 of the Commentary on Article 7: 

For the Committee, methods other than an apportionment of total profits of an 

enterprise can be applied even in the most difficult cases. The Committee therefore 

decided to delete that provision because its application had become very exceptional 

and because of concerns that it was extremely difficult to ensure that the result of its 

application would be in accordance with the arm’s length principle. 

Given the fast growing recognition that the profit split method will be of increasing 

importance amongst associated enterprises, the same recognition must now be reflected in the 

re-inclusion of paragraph 4 in the OECD Model, and in amended language to the 

Commentary on Article 7. We have made more detailed proposals for implementation of the 

profit split method in our submission on Action 10 The Use of Profit Splits in the Context of 

Global Value Chains. 

2. COMMENTS ON SPECIFIC PROPOSALS 

A. Artificial avoidance of PE status through commissionnaire arrangements and similar 

strategies. 

1. As with other Action Plan reports (e.g. those on hybrids) these proposals create 

unnecessary difficulties and serious complexities because they assume the separate entity 

principle, and hence attempt to provide definitions applicable to both related and unrelated 

enterprises. The example in paragraph 7 (based of course on an actual case) concerns related 

enterprises. Yet the wording of article 5(5) is directed at independent entities, hence it refers 

to `acting on behalf of an enterprise’. An integrated firm can fragment its overall sales 

activities into `parallel’ functions, such as marketing or customer support, which can be 

assigned to affiliates so that no one affiliate acts ‘on behalf of’ another, although they are 

managed in an integrated way. A number of activities involving engagement with customers 

relate to sales. From an economic and business perspective, there is a big difference between 

keeping these in-house (i.e. carrying them out through an affiliate) or contracting them out to 

truly unrelated suppliers. Hence, where a firm decides that it is more profitable to carry out 

such activities in a jurisdiction through an affiliate, it is justifiable to treat this as a taxable 

presence for the firm as a whole, and not only for that specific function. Conversely, where it 

decides to contract out, a taxable presence should only be justifiable in a narrower range of 

cases. 

2. In our view, as mentioned in the previous section, a more comprehensive approach should 

be adopted to deal with the problem of fragmentation of functions by the same firm among 

several affiliates. Under such an approach, there should be a presumption that an associated 

enterprise constitutes a PE for its parent, at least if it is engaged in related activities. This 

should not be limited to where there is an involvement with negotiation of contracts, but 

should apply if the activities ‘constitute complementary functions that are part of a cohesive 
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business operation’, to use the term proposed for the anti-fragmentation rule in Options I and 

J. 

3. This would simplify the definitional problems caused by attempting to specify the degree 

of involvement in contracts which justifies treating an independent entity as a dependent 

agent. Of the options presented, our preference is for Option C. Taking the various 

components of the alternatives separately: 

(i) we see no reason to limit the provision to contracts for the provision of property or 

services as proposed in Options A and B;  

(ii) the formulation ‘engages with specific persons in a way that results in the 

conclusion of contracts’ is better than `concludes contracts, or negotiates the material 

elements of contracts’ suggested in Options B and D;  

(iii) we prefer the formulation ‘contracts which, by virtue of the legal relationship 

between that person and the enterprise, are on the account and risk of’ to ‘contracts in 

the name of’ as proposed in Options A and B;  

(iv) the wording for article 5(6) appears to be identical in all four Options. 

B. Artificial avoidance of PE status through the specific activity exemptions 

1. As outlined in section 1, we consider that the key issue to be addressed in this Action Point 

is the fragmentation of functions among different affiliates. Hence, we welcome the proposal 

in subsection B.4 to deal with this specifically through a new treaty provision. This is an 

important advance compared to previous reports on this subject, which considered that the 

problem was adequately dealt with in paragraph 27.1 of the Commentaries, and by domestic 

anti-abuse rules. The proposals for a new paragraph 4.1 begin to move away from the 

reinforcement of the separate entity principle which has characterised OECD work for too 

long, and towards a more realistic appreciation of the reality of integrated operations of 

multinational corporations. However, we regret the limited scope that has been given to the 

proposed anti-fragmentation rule by restricting it to the sales-related functions in article 5(4). 

2. In our view, it is clearly desirable to adopt Proposal E, to make it clear that all the activities 

currently listed in Article 5(4) are subject to the condition of being preparatory or auxiliary. 

This should be done in conjunction with the anti-fragmentation rule put forward in Option J, 

to deny the application of the exceptions of paragraph 4 where complementary business 

activities are carried on by associated enterprises, at the same or different locations, even if 

none of those places alone constitutes a PE, but the combined activities go beyond what is 

preparatory or auxiliary.  

3. Consideration of these specific activity exemptions reveals the limitations of the proposals 

concerning dependent agents. Even if activities of storage, display, delivery or collection of 

information are regarded as involving a PE, they would still be treated as separate unless the 

entities performing them can be said to be involved also with the conclusion of contracts. 

Although some types of marketing activities may be considered to contribute to the 

conclusion of contracts, most of these delivery-related activities would not. Hence, many 

firms could to continue to fragment activities, so that the attribution of profit among them 

would continue to depend on transfer pricing rules. As is pointed out in the extract from the 

UN Commentary to article 5 quoted in paragraph 19, under current transfer pricing rules it 

may be that little income would be attributed to functions such as delivery. Internet-based 

sales are closely integrated with and dependent on the firm’s ability to deliver quickly and 

provide good customer support. (The significant attention that Amazon has been receiving is 

an excellent example of this.) Yet a firm could continue to attribute substantial income to a 
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sales affiliate, which can easily be located in a low-tax country, and only low profit margins 

to the sales-related activities. This is inconsistent with the aims of the BEPS project to ensure 

taxation ‘where economic activities take place and value is created’. 

4. We therefore strongly suggest that guidance be provided stating that all sales-related local 

activities will cause there to be a permanent establishment of any associated enterprise. These 

local activities should include (i) any local activities supporting an associated company’s 

sales, leases, licenses or provision of services, and (ii) post-transaction services paid for by 

any affiliated enterprise. Under this standard, for example, after-sale services contracted 

directly by the enterprise performing the local activities with unrelated customers would not 

cause any permanent establishment of any associated enterprise. Where the same services are 

contracted for and/or paid for by any associated enterprise rather than by customers, then they 

would cause a permanent establishment of the associated enterprise. 

C. Splitting-up of contracts 

1. This is an overdue recognition of the need to deal with another type of fragmentation, 

separation of work by the same firm into contracts with different affiliates. This should be 

dealt with by a modification of article 5(3) as proposed in Option K, and not through an anti-

abuse rule, which is the view the OECD has taken in the past. As shown by the draft example 

proposed in Option L, application of an anti-abuse rule would tend to be limited to 

circumstances where the main motive is tax avoidance, allowing firms to make business and 

legal arguments, often spurious, which may be agreed to by tax authorities having little 

understanding of actual business and legal needs. Work done at the same site by a firm, even 

if through different affiliates, should in principle be aggregated for the purposes of 

determining taxable presence. 

D. Insurance 

1. We consider that it would be a desirable step for the OECD Model to include a provision 

similar to that in the UN Model, as proposed in Option M. As the draft explains, many 

treaties already include such a provision, and it has been found suitable.  

E. Profit attribution to PEs and interaction with Action Points on Transfer Pricing 

1. The discussion draft correctly points out that the issue of definition of a PE must be 

considered in conjunction with methods for allocation of profits. Certainly, as long as the 

OECD continues to emphasise the independent entity principle, transfer pricing rules will 

continue to bear much of the strain. However, it is important to address the question of 

taxable presence on its own merits. As we pointed out in section 1, a shift away from the 

separate entity principle is desirable and necessary, but it should involve coordinated actions 

for apportionment of both income and costs. Transfer pricing methods should move away 

from attribution of profits according to artificial concepts such as risk, and move towards 

apportionment based on concrete factors which better represent the extent of real activities. 

We have provided more extensive proposals on how this should be done in our comments on 

Action 10, The Use of Profit Splits in the Context of Global Value Chains. 


