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BEPS MONITORING GROUP 

Comments on BEPS Action 7: Revised Discussion Draft on  

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 Cristián Garate, Markus Henn, Annet Oguttu, James Stewart, and Maria Villanueva. 

We are grateful for the opportunity to contribute these comments. 

SUMMARY 

We are concerned that this revised discussion draft (RDD) seems to have given too much 

weight to the quantity of comments received on the initial draft, failing to take into account 

that since the vast majority came from the same community of MNEs and their paid tax 

advisers, it is hardly surprising that they tend to agree. In particular the RDD picks out the 

comments which defended ‘the fundamental concept of the independence of legal entities’, 

without mentioning our submission pointing out that it flies in the face of business reality to 

claim that associated entities within a multinational corporate group operate as independent 

parties, a view which is supported by economic theory and practice, and by most independent 

commentators.  

We welcome that nevertheless a majority of the Working Party agreed to the proposed anti-

fragmentation rule, although it has been given very limited scope. Indeed, the Working Party 

has interpreted its mandate very narrowly, focusing essentially on commissionaire 

arrangements and sales-related activity, so that its proposals will only deal with a few types 

of corporate fragmentation, those related to delivery of goods to customers. The proposals on 

commissionaire arrangements leave unclear whether they will apply even to activities such as 

marketing, while failing to deal with many other types of functional fragmentation which 

facilitate BEPS.  

The RDD does not deal at all with the reality of the modern world in which real value is 

created through scientific research and the development and testing of products and services, 

in continuous processes of innovation and improvement. This is not just a ‘digital economy’ 

issue. Spending on innovation is key to the success of many businesses today. This must be 

reflected in Article 5 with sufficient nuance that MNEs will not continue to undervalue for 

source countries the value that is truly created within their borders. 

The report also does not deal with the key issue of attribution of profits, which has been 

deferred to be dealt with after the G20 deadline for the BEPS project, perhaps in conjunction 

with the continued work on the Digital Economy. The weakness of these proposals is 

confirmed by the introduction by some OECD countries (e.g. Australia, UK) of unilateral 

measures to tax ‘diverted profits’. Developing countries should also take measures to protect 

their tax base, e.g. through withholding taxes on fees for services, but these are blunt 

instruments (applying to gross payments rather than profits). An internationally coordinated 

approach would clearly be far better both for business and revenue authorities. 
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The BEPS project is in our view seriously weakened by this failure to reconsider the 

permanent establishment concept to provide a definition of taxable presence more suited to 

the 21
st
 century. 

1. GENERAL REMARKS 

A. Nature of the Consultations. 

1. This revised discussion draft (RDD) results from a review by Working Party 1 of the 

proposals in the initial discussion draft, ‘in light of’ the written comments submitted on that 

draft and the discussions at the public consultation meeting. We are concerned that undue 

consideration may have been given to the quantity of submissions supporting some of the 

options or proposals, without taking account of the source of the submissions. This gives the 

appearance that the process has been captured by vested interests. It is notable that out of 

almost one hundred comments received, it seems that only four were not from tax advisers, 

industry associations, or specific MNEs, all parties with a vested interest in minimising 

change from the status quo. The discussions at the public consultation were similarly 

dominated by participants representing vested interests, with only a handful of independent 

commentators.  

For example, the RDD states that ‘The vast majority of commentators who expressed a 

preference for one of the options supported Option B (more than twice as many 

commentators than for the three other options combined)’ (para. 17). It is hardly surprising 

that the ‘vast majority’ of comments would tend to agree, if they come from the same 

community of MNEs and their paid tax advisers and tax planners. The existence of a shared 

perspective is also evident as regards the independent entity principle, in relation to which the 

RDD reports that ‘It was argued that the proposed changes disregarded the fundamental 

concept of the independence of legal entities and seemed to assume a level of coordination 

among associated enterprises that might not correspond to reality’ (para. 20). We and other 

independent commentators
1
 pointed out that it is rather the ‘fundamental concept’ of 

supposed independence of MNE affiliates which does not ‘correspond to reality’, but this 

view is not mentioned in the RDD. Yet it is fanciful to suggest that associated entities within 

a multinational corporate group operate in reality as independent entities. It is regrettable if 

credence is given to such views simply because they are put forward by a large number of 

MNEs and their paid tax planners and advisers, whose speciality is creating artificial 

structures to take advantage of the independent entity fiction. 

In relation to the proposal for an anti-fragmentation rule the RDD at least mentions that ‘a 

few commentators supported the idea’ and that one (ourselves) ‘argued that the proposal did 

not go far enough’, but again seems to stress the numerical weight of submissions, which 

inevitably were opposed. We are however heartened that WP 1 nevertheless by majority 

decided to support a version of this proposal, although it has been given very limited scope of 

application.  

This treatment of the comments received seems to result from the way this and indeed most 

of the consultations have been designed. The intention seems to be essentially to test the 

reaction of the MNE and tax advice and tax planning communities, and give the members of 

                                                 
1
 For example Prof. Edward Kleinbard’s comment on the BEPS project: ‘I wish them the best, but I think that 

they've made their lives very hard for themselves by insisting on the arm's length principle as an untouchable 

sort of axiom... The multinationals exist for the purpose of being integrated, for the purpose of creating synergy 

that would not be obtainable through a series of arms' length contracts. It’s nonsensical to chase a model that is 

inconsistent with both reality and with the best economic theory of the firm’. Tax Foundation blog 15 May 

2015, http://taxfoundation.org/blog/making-sense-profit-shifting-edward-kleinbard  

http://taxfoundation.org/blog/making-sense-profit-shifting-edward-kleinbard
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these communities an opportunity to marshal their objections. The effect is that much of the 

process is dominated by vested interests. In this way proposals, which may already be 

relatively modest or even timid in order to achieve consensus among governments, are further 

watered down when subjected to a withering hail of concerted attacks from these 

communities. It is noticeable that there have been very few submissions from independent 

commentators such as academics.  

While we appreciate the open and transparent way the public consultations have been 

conducted, the evaluation of the responses should take into consideration that they have been 

dominated by vested interests.  

B. Scope of this Action Point. 

We remain concerned that Working Party 1 has interpreted its mandate far too narrowly. The 

BEPS Action Plan stated that it should  

Develop changes to the definition of PE to prevent the artificial avoidance of PE 

status in relation to BEPS, including through the use of commissionnaire 

arrangements and the specific activity exemptions. Work on these issues will also 

address related profit attribution issues.[our emphasis]  

These proposals deal only with the commissionnaire problem and a modification of the 

specific activity exceptions. The central issue of what should be considered taxable presence 

in the 21
st
 century economy has not been tackled, but deferred. The draft also contains 

nothing on the the profit attribution issues, which have been deferred for further work beyond 

the G20 deadline (RDD p. 7). It seems that this may be done in conjunction with the work of 

the Task Force on the Digital Economy on Action 1, which has also been deferred until the 

work on other action points (including this Action 7) is complete. We see at least two 

problems with this. 

Firstly, the need to reconsider the question of taxable presence and the PE definition goes 

beyond both cross-border sales and the Digital Economy sector. As pointed out both in our 

submission and some others, notably that from TUAC, fragmentation of corporate structures 

which seems tax motivated (and in any case results in significant tax avoidance) is far from 

confined to downstream activities (contracting and customer delivery). Production activities 

have also been fragmented, in ways which allow attribution of disproportionate profits to 

affiliates with lower effective tax rates. Outsourcing manufacturing (factoryless production) 

gives further scope for the artificial switching of profit. Also, the report on the Digital 

Economy published last September showed that digitisation has effects across all sectors, to a 

greater or lesser extent. Digitisation is part of a wider shift to immaterial production, as 

companies increasingly supply services and not only physical products. The requirement of 

physical presence for 6 or 12 months under the existing PE concept has clearly become 

increasingly inadequate with this shift to services. This has been a particular problem for 

developing countries, but is now affecting many more, as shown by the concerns regarding 

internet-based multinationals. Deferring the issue to be considered in the context of the 

Digital Economy Task Force might result only in proposals to deal with supposedly special 

cases. There is a clear need for a wider reconsideration of articles 5 and 7, which should be 

done by WP 1. 

Secondly, the failure to tackle this issue promptly will further exacerbate the likelihood of 

unilateral measures by states. As we pointed out in our previous comments, a number of 

states, including OECD members, already apply a wider view of taxable presence and the PE 

definition. Many, especially developing countries, deal with the problem by applying 



4 

 

withholding taxes on fees for services, and the UN Committee is working on a a treaty article 

which would allow taxation of payments by residents for services. Such withholding taxes 

can certainly be easy to administer and relatively effective, but they are blunt instruments, 

since they are applied on a gross basis rather than on profits. Furthermore, some countries 

which are OECD members and presumably centrally involved in the BEPS project, are now 

introducing unilateral measures, notably Australia and the UK. These are aimed at taxing 

profits, but they do not provide any clear basis for determining either what is considered 

taxable presence or the appropriate level of profits, and in effect leave it to each company to 

decide whether and how much to pay.  

There is a danger that a free-for-all will develop, with different countries making unilateral 

and relatively arbitrary claims to tax. Yet the BEPS project was driven by the recognition of 

the need for a more coordinated approach. This can only be achieved if those involved look 

beyond short-term considerations of the implications for their particular country or company. 

A more far-sighted view also entails a bolder approach to re-evaluation of the basic 

provisions, including the PE concept, which clearly need updating to meet the needs of the 

21
st
 century economy. 

For these reasons, our specific comments in the next section will take a broader perspective. 

We appreciate that the Working Party has taken decisions and narrowed down the options 

presented earlier, and is not now requesting wider comments. We nevertheless consider it 

important, both for those directly involved in these consultations and the wider public, to 

evaluate these revised proposals in such a broader perspective. It is also especially important 

for developing countries, which are particularly concerned with the issue of the PE definition, 

to evaluate the proposals resulting from the BEPS project in the light of possible alternatives. 

C. Drafting of the proposals 

Our final general comment regards the drafting. The proposed redrafting of paragraphs 5 and 

6 has resulted in convoluted formulations which make them very difficult to understand. It 

results in piling exceptions on exceptions, which makes it very hard to disentangle the 

positive provisions. If these proposals are to make their way into the model convention, or to 

the proposed multilateral convention (although we do not support their inclusion), we 

recommend that they be rewritten from scratch, instead of as patches to the previous versions. 

This also applies to the proposed revised Commentaries, which include complex 

formulations, and in some cases errors of grammar or syntax. For example, the new proposed 

paragraph 22.3 of the Commentary includes the following: 

This subparagraph is irrelevant in cases where a stock of goods or merchandise 

belonging to an enterprise is maintained by another person in facilities operated by 

that other person and the enterprise does not have the facilities at its disposal as the 

place where the stock is maintained cannot therefore be a permanent establishment of 

that enterprise 

This needs correcting for it to make sense.  

The existing Commentary is already 83 pages long, extremely technical, in some cases 

contradictory and full of exceptions. The proposed revisions do not increase clarity, but make 

it even more complex and obscure. We make some more specific comments in the next 

section. 
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SPECIFIC COMMENTS 

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

strategies  

WP 1 has exacerbated its narrow approach to its remit by choosing the narrowest of the 

options it proposed. Under this option the profits from sales or services made in a country 

would only be considered taxable there if the MNE’s ‘connected enterprise’ in that country 

‘negotiates the material elements’ of contracts, which are either (i) in the name of the foreign 

enterprise, or (ii) for sale of or transfer of rights to goods or property owned by that foreign 

enterprise, or (c) for the provision of services by that foreign enterprise.  

This narrow definition will allow MNEs to continue to fragment and treat as separate 

activities which are closely related to or a critical support for sales, but do not entail the 

‘negotiation of material elements of contracts’, or if those contracts do not entail the sale of 

goods owned or services provided by the foreign enterprise. Many activities of engagement 

with customers may be considered not to involve ‘negotiation’ of contracts or contractual 

terms. A MNE may, under this proposal, have an affiliate in a country employing large 

numbers of people dealing with customers and potential customers, advertising and 

marketing its services, and providing after-sales support, which would be regarded as 

separate from the actual sales. The distinction between ‘marketing’ and ‘negotiation of 

material terms of contracts’ in particular creates a grey area which would be fertile ground for 

tax planners. Allowing a separation between the mere act of negotiating and concluding 

contracts and the wide range of related relationships with customers leaves a very wide hole 

through which many types of BEPS-motivated fragmented structures will continue to 

flourish. It also shows a misunderstanding of the importance of integration not only of 

customer-facing functions but also of the whole supply chain, to the real competitive 

advantages of MNEs, in contrast to the artificial fragmentation designed to reduce taxes. 

Many internet-based sellers now use fragmentation planning to achieve BEPS objectives, and 

maintaining extensive inventory locally in the country of the customers is critical to their 

business models that promise quick customer delivery. Local warehousing, delivery, and 

other support provided by a related party under business fragmentation planning allow critical 

activities that are centrally directed, managed and controlled to be legally separated from a 

group seller that may conduct little activity of its own and that maintains no employees of its 

own in the country of the customers. These warehousing, delivery, and other activities 

constitute an essential and significant part of the seller’s business. They are, without question, 

parts of a cohesive whole. Often, other group members will perform purchasing or 

manufacturing as well as the development, maintenance and expansion of the website where 

products are shown and sales are made. Yet in such cases the offshore seller could conduct 

little or no activities of its own. 

The BEPS project was initiated to prevent common tax-motivated structuring such as this. 

Yet, where an internet-based seller has only inventory maintained and delivered from a local 

warehouse not under its control and with no employees of its own in the country of the 

customers, it will not likely have a permanent establishment under either Paragraph 5 or 

Paragraph 1 of Article 5 of the OECD Model.
2
 

Regarding Paragraph 5, under these proposals if the local service provider is not negotiating 

or concluding sales contracts with customers it should not create a permanent establishment 

                                                 
2
 The UN Model’s article 5(5)(b) does include maintenance of a stock of goods belonging to the enterprise for 

delivery on its behalf in the definition of dependent agent. 
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of the foreign seller. As for Paragraph 1, with no employees of its own in the country of the 

customers, the seller will arguably not be carrying on its business through the warehouse 

location, with respect to which the local related party is providing services and is receiving an 

arm’s length service fee (see Paragraphs 10 and 42 of the Commentary on Article 5). 

By allowing such fragmentation, the Working Party has apparently accepted that there can be 

not only a separation of functions but also of risks, since the RDD states that issues such as a 

low-risk distributor arrangement are best dealt with under Action 9 (para. 22). Yet treating as 

separate such related functions, which are typically closely coordinated within MNE groups, 

would leave the key issue of allocation of profit to be dealt with under transfer pricing rules. 

It also seems to assume that this depends on the analysis of functions performed and risks 

assumed by the separate entities. This would continue to give priority to transfer pricing 

evaluation methods based on functional analysis, which are not only highly subjective and 

complex, but inappropriate in both theory and practice. As we pointed out in our response on 

these proposals, the notion of transfer of risk within an integrated MNE is totally meaningless 

since it has no real effect vis-a-vis third parties, except of course tax authorities. Yet it seems 

that there is no agreement among states involved in the BEPS project on this point, since 

even the modest proposal to introduce the concept of ‘moral hazard’ has been challenged.  

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

1. Making all the subparagraphs of Article 5(4) subject to a ‘preparatory or auxiliary’ 

condition. 

Instead of dealing directly with the issue of taxable presence, WP 1 has preferred to tinker 

with the exceptions. The proposal extends to all the activities listed in subparagraph 4 the 

‘preparatory and auxiliary’ condition, so that the listed activities will only qualify for the 

exception provided that they can, in combination, be considered ‘preparatory or auxiliary’. 

The draft Commentary further states that whether they are ‘preparatory or auxiliary’ should 

be considered in relation to the business of ‘the enterprise as a whole’.  

Opting for this minimal drafting change to the text of the article itself seems an easy solution, 

but it results in placing great weight on the terms ‘preparatory or auxiliary’ (P&A). No 

attempt has been made to define these terms, so their interpretation will only be guided by the 

discussion in the Commentary. The RDD retains paragraph 21.1 which states that the 

decisive criterion to evaluate the P&A test is whether or not the activity of the fixed place of 

business ‘in itself forms an essential and significant part of the activity of the enterprise as a 

whole’. This is essentially tautological, since the whole point is to decide what is the ‘activity 

of the enterprise as a whole’. Indeed, the paragraph states that ‘Each individual case will have 

to be examined on its own merits’, suggesting that decisions will be ad hoc and not 

principled. 

Some further elaboration is now proposed in new para. 21.2, which begins: ‘As a general 

rule, an activity that has a preparatory character is one that is carried on in contemplation of 

the carrying on of what constitutes the essential and significant part of the activity of the 

enterprise as a whole’. We find this phrasing clumsy and obscure. What is meant by ‘in 

contemplation of’? The phrase ‘the essential and significant part of the activity’ seems to be 

an amalgamation of ‘the essential activity’ and ‘a significant part of the activity’, but linked 

by ‘and’ instead of ‘or’. Does it cover an activity which is a significant part of but not 

essential to the enterprise as a whole? The next sentence introduces the notion that a 

preparatory activity might ‘often be carried on during a relatively short period’, but this is 

immediately contradicted by a counter-example. The attempt to specify what may be 

regarded as ‘auxiliary’ is equally unhelpful. The last sentence seems to suggest the test is 
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whether the activity ‘requires a significant proportion of the employees or assets of the 

enterprise’, but this is stated only obliquely as a negative, and there is no attempt to specify 

what may be considered a ‘significant proportion’. 

An important issue is the treatment of research and development, which is a key factor of 

MNE competitiveness, while IP is also central to BEPS structures of many MNEs. ‘Scientific 

research’ is mentioned as one of the kinds of activity covered by subparagraph (e).
3
 A MNE 

could continue to claim that an affiliate in a country carrying out R&D is a contract 

researcher, and that its activities are not ‘preparatory or auxiliary’ to the sales of final 

products in that country, which could therefore be attributed to a different affiliate.  

At the risk of oversimplification, two examples may be worth providing. First, say that an 

aircraft manufacturer decides to set up a centre for cold-weather research in Siberian Russia. 

The purpose is to develop better de-icing procedures for their aircraft and to learn if different 

paints and other coatings to the bodies of their aircraft will fare better in the cold. The R&D 

effort creates a better and safer aircraft, but the manufacturing takes place outside Russia, 

although using knowledge created within Russia. Any connection between the eventual sales 

price of an aircraft and the contribution of this cold-weather research to that profitability is 

likely to be considered remote, and hence not ‘preliminary’. 

Second, say that a software company sells a particular software product to customers 

worldwide, and that a significant component of that software was produced through an office 

in Bucharest, Romania. While management and direction came from the home office, a team 

of Romanian software engineers and programmers conducted the work. In this case, the 

software development contributes directly to a product that is sold to customers. This would 

probably not be considered remote, as there is a direct connection between the the software 

development and the revenue from the sale of products. Further, since there are presumably a 

number of software engineers and programmers contributing to this product in a number of 

locations, it is very possible to allocate actual revenues by one or more allocation keys (e.g. 

development hours, marketing costs, etc.). This is not just a “digital economy” issue. R&D 

spending is key to the success of many businesses today. This must be reflected in Article 5 

with sufficient nuance that MNEs will not continue to undervalue for source countries the 

value that is truly created within their borders. 

The OECD has itself developed analytical frameworks for characterising and classifying both 

research and experimental development (the Frascati Manual), and innovation (the Oslo 

Manual), which could be used to argue that some R&D activities are not ‘preparatory or 

auxiliary’. However, those classifications are for statistical purposes, and not necessarily a 

guide to the qualitative contribution, or to determining the value. Of course, under the 

approach adopted here, profit attribution is a separate issue. Hence, it entails two processes: 

(i) deciding on which entities may be considered to have a taxable presence (applying the 

‘preparatory or auxiliary’ test), and then (ii) attributing profit (applying whichever transfer 

pricing method is deemed most appropriate). Both of these are ad hoc and subjective, difficult 

to administer, and likely to lead to conflicts. 

Thus, these proposals allow continuing opportunities to design fragmented structures for 

BEPS purposes, exploiting the vague and ill-defined concepts ‘preparatory and auxiliary’. A 

much simpler and more effective approach, as explained in our previous submission, would 

be to reverse the presumption in article 5(7), so that any affiliate of a MNE would normally 

be treated as creating a taxable presence for any activities which ‘constitute complementary 

                                                 
3
 In a sentence moved from para. 23 to 24, although the bracketed text mistakenly says it has been moved to 

para. 23). 
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functions that are part of a cohesive business operation’, to use the term proposed for the anti-

fragmentation rule. This could be combined with systematization of the profit split method, 

as we have argued in our other submissions, so that the aggregate profits of such cohesive 

business operations could be apportioned on the basis of defined allocation keys reflecting 

the MNE’s real activities in each country and appropriate to its business model. 

C. Limited effects of the proposed anti-fragmentation rule. 

The Working Party has at least agreed, apparently by majority, to include an anti-

fragmentation rule, as proposed under Option J of the 2014 DD. This would allow 

considering together activities which ‘constitute complementary functions that are part of a 

cohesive business operation’. However, it would apply only in the very limited circumstances 

of the activities described in article 5.4, and the issue of whether they would if taken 

separately be regarded as ‘preliminary or auxiliary’ (RDD para. 40). We welcome acceptance 

that this anti-fragmentation rule should be introduced. However, we greatly regret the very 

limited scope it has been given. 

The provision is drafted as an exception (which is qualified by two conditions and a proviso) 

to the exception in paragraph 4 of article 5. As suggested above, we find this formulation 

convoluted and suggest that, if it is decided to include this proposed draft in either the model 

convention or the proposed multilateral convention, it should be rewritten. 

The limitation to paragraph 4 means that sales could continue to be attributed to the foreign 

affiliate, if its related entities do not negotiate the material elements of contracts. With no 

permanent establishment of the foreign seller, the possible application of Paragraph 4 of 

Article 5 never arises, meaning that the newly drafted Commentary in Section B of the 

Discussion Draft that would expand the scope for determining what is preparatory or 

auxiliary is not relevant. As such, the result contemplated in newly redrafted Paragraph 22 

would not be achieved. Newly drafted Paragraph 30.1 provides: ‘Under paragraph 4.1, the 

exceptions provided for by paragraph 4 do not apply to a place of business that would 

otherwise constitute a permanent establishment…’ (Emphasis added.) In other words, if there 

is no PE, the exceptions do apply. 

We nevertheless propose that two approaches should be considered to appropriately deal with 

this situation where the foreign seller would otherwise escape having a permanent 

establishment. 

A first approach is to broaden Paragraph 5 to cause such critical activities performed by a 

group member in the country of the buyers to be seen not as an independently provided 

service, but rather as the direct conduct by a group member of the foreign internet seller's 

business. In a real and substantial sense, in a case such as this, the local group member is 

carrying out the business operations of the foreign internet seller by entering into a rental 

contract for a warehouse, employing personnel who conduct the business of the seller, and 

arranging for third-party support as necessary, e.g. negotiating contractual arrangements with 

common carriers to make local deliveries. Often, of course, the local group member will 

conduct other crucial functions such as selling advertising to be included on the seller’s 

website, accepting product returns from customers, providing local language customer phone 

and online support, etc. 

If this first approach were to be considered, it would mean both expanding the above-quoted 

Paragraph 32.6 and Paragraph 32.3 by adding to the latter the sentence shown in italics: 

32.3 A person is acting in a Contracting State on behalf of an enterprise when that 

person involves the enterprise to a particular extent in business activities in the State 

concerned. This will be the case, for example, where an agent acts for a principal, 
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where a partner acts for a partnership, where a director acts for a company or where 

an employee acts for an employer. This will also be the case under any service or 

other agreement where, in light of all the facts and circumstances, the person is 

performing any function that is an essential and substantial portion of the enterprise's 

business. A person cannot be said to be acting on behalf of an enterprise if the 

enterprise is not directly or indirectly affected by the action performed by that person.  

A second approach is to make expressly clear that this type of described situation can be 

covered by Paragraph 1 of Article 5. 

Presently, the Commentary on Article 5 acknowledges that space or premises belonging to 

one person that is at the disposal of a related enterprise and that constitutes a fixed place of 

business through which the enterprise carries on its own business can be a permanent 

establishment (see Paragraphs 41 and 41.1). However, the Commentary also makes an 

appropriate distinction of that case from one where the business being conducted is the 

business of the person and not the business of the related enterprise. Paragraph 42 states, in 

part: 

…it is important to distinguish … the frequent situation where a company that is a 

member of a multinational group provides services (e.g. management services) to 

another company of the group as part of its own business carried on in premises that 

are not those of that other company and using its own personnel. In that case, the 

place where those services are provided is not at the disposal of the latter company 

and it is not the business of that company that is carried on through that place. That 

place cannot, therefore, be considered to be a permanent establishment of the 

company to which the services are provided. Indeed, the fact that a company’s own 

activities at a given location may provide an economic benefit to the business of 

another company does not mean that the latter company carries on its business 

through that location… 

In many cases, of course, this Commentary paragraph provides appropriate guidance. 

However, as in the above-mentioned example involving an internet-based seller using a local 

related party to provide many functions that are essential and significant parts of the seller’s 

business, it is not appropriate guidance. 

With the above in mind, we recommend that the following language be added at the end of 

Paragraph 42 of the Commentary on Article 5: 

However, where a company that is a member of a multinational group provides 

services (e.g. warehousing and delivery of inventory to customers) to another 

company of the group where those services constitute an essential and significant part 

of the business of the latter company with the respective businesses of both 

companies being activities that constitute complementary functions that are part of a 

cohesive business, then the latter company will be considered to carry on business 

through the premises of the former company thereby constituting a permanent 

establishment of that latter company. 

D. Suggestions for Redrafting 

1. Deletion of Former Paragraph 37 

Paragraph 37 prior to amendment includes a requirement that a broker, general commission 

agent, or any other agent of an independent status must be independent of the enterprise both 

legally and economically. This requirement appears not to have been moved to any other 

paragraph in the Commentary. 
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Paragraph 38 states that ‘independence’ now will depend ‘on the extent of the obligations 

which this person has vis- -vis the enterprise’. This paragraph goes on to note as criteria of 

independence both the ability that the enterprise has over the agent to subject it to detailed 

instructions or comprehensive control, and which party bears the entrepreneurial risk of the 

agent’s activities. The paragraph then states that certain matters covered in the following 

paragraphs regarding independence should be kept in mind. 

Despite the apparent elimination of the Paragraph 37 sentence that the enterprises must be 

independent both legally and economically, Paragraph 38.1 refers to ‘the test of legal 

dependence’ (emphasis added) in a manner that implies that a prior paragraph in the 

Commentary has created a specific ‘test of legal dependence’. 

 iven the newly refocused attention on independence being on ‘obligations which this person 

has vis- -vis the enterprise’ with ‘legal’ independence seemingly being a criterion of 

somewhat lesser importance, it appears that this reference to ‘the test of legal dependence’ 

should be amended in some manner. The concept of independence is far too ambiguous, and 

lacking in a requirement of substance. Para. 38.2 (p. 18) states :- ‘[an independent agent] will 

not be subject to detailed instructions from the principal as to the conduct of the work. The 

fact that the principal is relying on the special skill and knowledge of the agent is an 

indication of independence’. Secretarial services provided by law firms in low tax/no tax 

jurisdictions are sufficient to enable such firms to claim that they are ‘managed and 

controlled’ in these locations. At the same time secretarial services are routinely undertaken 

by many enterprises. Hence as a result of the provision of secretarial services, a subsidiary 

with no assets or employees is deemed to be ‘managed and controlled’ in a low/no tax 

jurisdiction. This is a major source of BEPS. 

2. Artificial Avoidance of PE Status through the Specific Activity Exemptions: Toll-

Manufacturer Example 

Paragraph 22.4 involves several examples involving a toll-manufacturer. One issue is 

whether an enterprise’s stock of goods maintained with a toll-manufacturer will cause the 

location where the goods are maintained to be at the disposal of the enterprise. Assuming it is 

determined that the goods are at the disposal of the enterprise and that other conditions are 

satisfied for permanent establishment status under paragraph 1 of Article 5, a second issue is 

whether the maintenance of that stock of goods by RCO constitutes a preparatory or auxiliary 

activity. If so, then Paragraph 4 applies to prevent there being a permanent establishment. 

In regard to this second issue, Paragraph 22.4 includes: 

This will be the case if RCO is merely a distributor of products manufactured by other 

enterprises as in that case the mere maintenance of a stock of goods for the purposes 

of processing by another enterprise would not form an essential and significant part of 

RCO’s overall activity. In such a case, unless paragraph 4.1 applies, paragraph 4 will 

deem a permanent establishment not to exist in relation to such a fixed place of 

business that is at the disposal of the enterprise of State R for the purposes of 

maintaining its own goods to be processed by the toll-manufacturer. 

Because of new Paragraph 4.1, in any case where a connected enterprise is a manufacturer in 

relation to the goods, then a determination will have to be made in light of all activities of 

connected enterprises regarding whether the maintaining of the goods will meet or fail the 

preparatory and auxiliary test. 

On the other hand, where Paragraph 4.1 is not involved because there is no connected 

enterprise relative to the stock of goods held by the toll-manufacturer, then we are concerned 

about what this example is trying to illustrate. 
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The example for this purpose involves RCO, which ‘is merely a distributor of products 

manufactured by other enterprises’. If RCO is ‘merely a distributor’, this must mean that 

RCO has purchased the relevant goods from the vendor after the completion of 

manufacturing by the toll-manufacturer. Such manufacturing services must have been 

conducted by the toll-manufacturer for the vendor and not under any contract with RCO, 

since RCO ‘is merely a distributor of products manufactured by other enterprises’. If this is 

the case, then with respect to RCO, the goods may be physically held by a toll-manufacturer, 

but it is not in the context of any toll-manufacturing agreement between RCO and the toll-

manufacturer. The only such agreement would be between the vendor and the toll-

manufacturer. 

Since there is no processing being conducted by the toll-manufacturer for RCO but only 

storage of goods, then Subparagraph 4 c) is not the relevant subparagraph for consideration. 

Rather, the appropriate subparagraph will normally be Subparagraph 4 b). 

If it is decided to retain this example, then it should make clear that the Subparagraph 4 c) 

issue will be for the vendor and not for RCO, which is only a ‘mere distributor’. 

3. Collection of Information for the Enterprise 

Paragraph 22.6 includes the following example: 

Where, for example, an investment fund sets up an office in a State solely to collect 

information on possible investment opportunities in that State, the collecting of 

information will be a preparatory activity and the office will therefore be deemed not 

to be a permanent establishment. 

Where the office is an office of the legal entity that will make the investment, this fits within 

the logic of the proposed provisions. However, often the office set up in a State will be an 

office not of the investment fund that will make the investment, but rather an office of the 

fund management company that may be a general partner of the fund and/or be party to a 

service or management agreement with the investment fund. This fund management company 

hopes to earn either incentive percentage payouts under the partnership agreement, or sizable 

commissions for finding profitable investments and performing other fund management 

functions, or indeed both of these. Such other functions could include supplying directors and 

other support and guidance to investee companies. We suggest the following additional 

sentences be added at the end of Para 22.6 to reflect this critically important contrast.  

However, where, for example, the enterprise that sets up the office is not the 

investment fund but rather the fund manager or any other enterprise (whether an 

connected enterprise or not) under contract to collect information on possible 

investment opportunities in that State, the collecting of information will be an 

essential and significant part of the service of the enterprise vis-à-vis it's client. In 

such case, this will not be preparatory activity and the office will therefore be a 

permanent establishment. The same result will occur where the fund manager or other 

enterprise acts as general partner (or managing unit holder in the case of a limited 

liability company) and its profit participation under the organization’s operating 

documents provides an incentive for successful investing of the fund’s assets.  

4. Splitting Up of Contracts: Amendment of Example 

The example under “Proposal 4: Changes Dealing with the Splitting-Up of Contracts” 

includes:  
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The first contract is concluded with RCO and the second contract is concluded with 

SUBCO, a recently incorporated wholly-owned subsidiary of RCO resident of State 

R. 

To prevent taxpayers from fragmenting contracts and activities in manners that avoid the 

limiting terms of this example, the example must not say that SUBCO is recently 

incorporated, is a wholly owned subsidiary, or is a resident of state R. We suggest the 

following language for the example: 

Example E: RCo is a company resident of State R. It has successfully submitted a bid 

for the construction of a power plant for SCO, an independent company resident of 

State S. That construction project is expected to last 22 months. During the 

negotiation of the contract, the project is divided into two different contracts, each 

lasting 11 months. The first contract is concluded with RCO and the second contract 

is concluded with SUBCO, a subsidiary of RCO that is a connected enterprise. The 

contracts with RCO and SUBCO provide that both companies are jointly and 

severally liable for the performance of the contract concluded with SUBCO. 

The example goes on to say: ‘In this example, in the absence of other facts and circumstances 

showing otherwise …’ Because of this, if the respective historical businesses of RCO and 

SUBCO truly supported the breakup of the project into two contracts, then that would be fine. 

For example, if RCO’s historical business was to perform the land preparation and foundation 

work for power plants and SUBCO’s historical business was the construction of buildings 

that house generators, then the split up of the contracts could be respected. However, if such 

other facts and circumstances were not present, then the time period of the two contracts 

should be combined. 

E. Profit attribution to PEs and interaction with action points on transfer pricing 

We of course recognize that work on attribution of profit issues related to Action 7 cannot 

realistically be undertaken before the work on Action 7 and Actions 8-10 has been 

completed. As such, we agree that this area should be the subject of follow-up work to be 

carried out after September 2015 with a view to providing the necessary guidance before the 

end of 2016. 

While we understand that this area will be focused on in the months ahead, we feel compelled 

to cover one important issue so that it can be considered and emphasized when work on this 

important area begins after September 2015. 

The following is from paragraph 19 of the Discussion Draft and was repeated several other 

times (paragraphs 28 and 54), but in all cases without any comment within the Discussion 

Draft either agreeing or disagreeing with the point made by the complaint. 

A complaint that was also found in many comments and that was made during the 

consultation meeting was that these options (as well as many of the other options 

included in the discussion draft) would create a multitude of PEs to which no or little 

profits could be attributed. 

This ‘complaint’ of the many MNE representatives and the legal and accounting firms that 

act as their paid professional advisors strongly implies that nothing should be done to broaden 

the definition of permanent establishment since most if not all new permanent establishments 

created under broadened rules would have little if any income associated with them. They are 

saying, of course, that if the local commissionnaire, agent, or other party whose actions create 

the permanent establishment has been paid an arm’s length amount, then there will be little or 
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no additional income to be reported by the principal that is making the sales or selling 

services. 

It has been clear from the start of the BEPS process that commissionnaire and similar 

arrangements have been an important part of the worst BEPS excesses; such an important 

part that the language of Action 7 itself is specifically concerned with ‘the use of 

commissionnaire arrangements’. Considering this, we believe that this representation by 

MNEs and their paid advisors is misinformed at best and dishonest, misleading, and 

disingenuous at worst. 

Considering these MNE and advisor representations, we discuss briefly below why total 

taxable income from an expanded definition of PE should always be higher than under non-

PE treatment for situations where a PE is avoided because important functions occur within 

a commissionnaire, agent, or other service provider. 

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, a group member 

resident in country B, for various support operations. These various support functions could 

include, for example, marketing activities, sales efforts, local warehousing and delivery, etc.  

Further, Y could be legally a commissionnaire, an agent, or 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 that X has no PE in country B, but 

will have a PE under a future expanded Article 5 definition. For both simplicity and to clearly 

illustrate a key point, assume that X’s PE 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 PE and will be 

taxable in country B, but on what? 

Needless to say, specifically how profits attributable to the PE are determined is beyond the 

scope of this comment letter. However, there’s one important point to make. 

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, etc. 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 expenses including 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 
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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 PE cannot be the same as the limited 

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

In addition to the above, of course, there will also be many situations, especially for MNEs 

operating in the digital economy, where X is selling or providing products or services to 

country Y customers where that customer base itself is a relevant asset of the X PE in country 

B. That will further increase the profits attributable to X’s PE far above any commissions and 

service fees paid to Y. 

In short, we believe consideration should be given to making clear in future guidance why an 

expansion of the PE definition in Article 5 is fully expected to result in increased levels of 

taxable profit within the country of the PE, taking into account both the taxable income of 

any local commissionnaires, agents or service providers and the taxable income of the PE. 


