
 
 

 
MEDEF’s comments on 

New commentary to article 7 of the model convention 
 

 
Scope:  Article 7 and its commentaries are exclusively about the reasonable amount of 

taxable profits that can be attributed to a PE. It is about deemed dealings, deemed 
transfer of assets, etc... and the conclusions can have no other effect than within 
the realm of article 7 and taxation of profit of business. 
In particular, it can not trigger any taxation on the ground of another article of the 
OECD model (for example, withholding tax on royalties or interests.) 
 
 

New § 11 :The case of loss in the PE should also be mentioned, e.g. "symmetrically a loss can be 
attributed to the PE even though the enterprise as a whole has made a profit" ; such 
a loss should follow the same treatment as loss incurred in a company in the State of 
the PE. 
 
 

New § 14: Besides the main question of the deemed deal between the PE and the head office 
(HO), there can be the case of two actual deals made with the same customer, the 
one by the HO (for example sale and delivery of an equipment) and the other one by 
the PE (e.g. starting the whole equipment and maintaining it). According to new § 10 
the profit made by the HO will not be attracted by the State of the PE. However, 
the tax administration will be tempted to challenge the amount of profit allocated to 
the sale and delivery on the one hand, and to the settling and maintenance in the 
other hand just because there is only one entity in front of the customer. 
 
 

New § 15: We applaud the approach which consists in starting with the accounting date of the 
entity to measure the profit of the PE. Only when those accounts prove improper can 
the tax administration try and find another valuation. 
 
 

New § 17: We totally agree that a functional analysis is at the basis of any proper valuation of 
the PE's taxable profit. However, the functional analysis should consider the 
activities of the PE in the context of the activities of the enterprise as a whole only 
in the extent the latter are in relation with the PE’s activities. 
 
 

New § 19: Accounting records are more than a "useful starting point" but a "necessary starting 
point”. However, documentation doesn’t need to be contemporaneous as underlined by 
the 95’s Guidelines. 
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Before new § 20: former §14 suppressed: we think that the first half of this paragraph is still 
of interest in describing some actual cases or situations.  

 
 
New § 20: Internal transfer of assets 
 
 As it is about attribution of profit resulting from a deemed transfer of assets, such 

deemed deal cannot trigger any other tax than the tax on business profit. In 
particular, no stamps duty should be levied. 

 
 
New § 22: Taxation of the PE resulting from a dependant agent 
 
 We agree on the separation of the two potential tax payers: the dependant agent 

and the enterprise having a PE. 
 
 
New § 26: One should add that double taxation has to be avoided in any case. 
 
 
New § 37: The analysis of the "internal loan" creates a discrepancy with the general approach: 
 
 1. The exclusion of "internal loans" from the deemed dealings that are otherwise 

taken into consideration is not well grounded. 
   

A financial loan is a dealing as other sort of dealing and must be treated equally in 
the new commentary. 
 
If the PE had been a separate and distinct enterprise, a loan could have been agreed 
between enterprise 1 (HO) and enterprise 2 (PE). It does not mean that all the 
accounts between those two enterprises (either trade creditor, trade debtor or 
others) have to be analysed as a loan. What must be analysed as a loan is the debt 
the enterprise 2 (PE) would have contracted either with a third party company or a 
bank, and at which conditions. This is a pure factual analysis which must be 
conducted without any prejudice. 
 
Then, the "internal loan" is in agreement with the 2006 Report on attribution of 
profits to PE approach and can be regarded as a deemed dealing between HO and PE, 
dealing whose conformity with the arm's length principle should be checked. The 
computed interest on such loan will be a component of the profit to be attributed to 
the PE, as opposed to the sharing of an interest actually paid to a third party. 
 
One should take the opportunity of this re-writing of article 7 commentary to grant 
the "internal loan" the status of all the other internal dealings. 

 
 2. The limitation of the interest payment to the allocation of effectively paid 

interest between the HO and the PE is not better grounded. 
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 It is in contradiction with the provision of § 11 which states that allocation of profit 
to PE must be determined by a direct valuation and should not result from a mere 
sharing of a global profit between HO and PE. 

 
 3. The "free capital" mechanism is not adapted to a non financial business.  
  
 It is not applicable in practice and it is grounded on concepts that do not apply to 

such business, all the more than, at the end, it is used to a mere allocation of actually 
paid interest and not to the determination of the fair financial charge attributable 
to the PE. 
 
The concept and mechanism of "free capital" has been developed in the 2006 Report 
in order to estimate the fair level of equity that the PE, if a separate and distinct 
enterprise, would have needed. 
 
Such study was initiated when the parts II and III of the 2006 Report were 
prepared and the experience of the financial sector was used to build up the "free 
capital" concept and mechanism. 
 
Unfortunately, it hardly applies to non-financial enterprises. 
 

 The "free capital" valuation is based on concept and experiences typically attached 
to the finance industry and which are not found in the non financial sector. 
 

 The principle stated in new paragraph 41 of the commentary is: "under the arm's 
length principle a PE should have sufficient capital to support the function it 
undertakes, the assets it economically owns and the risks it issues." 
 

 The free capital determination results from a complex and complicated process 
which can be summed up as follows: 

 
 1. Measuring the risk and valuating the assets attributed to the PE. 
 

 As said in paragraph 142 of the 2006 Report : "Enterprises that are not banks or 
non-bank financial institutions are less likely to measure risks and value assets for 
business purposes on a day-to-day basis and will not be subject to regulatory 
requirement requiring then to do so". We agree with such a statement and would add 
up that the above valuations are not only not done but also not doable. 
 

 The functional analysis, which is the only method to be used in those circumstances, 
will provide us with the functions and risks to be attributed to the PE. 

 
 The asset to be attributed in whole or in part to the PE is a more difficult task. 
 

Valuation of fixed tangibles assets raises not much difficulty.  
 

 Valuation of intangibles is difficult in itself but in the present case it could 
introduce a "vicious circle": most valuation methods are based on the capitalization 
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of an income and, precisely, the "free capital" determination tries to extract an 
income from the valuation of the assets!  
 

 There is no valuation of business risks in the companies and we are not aware of 
method available for that. 
 

 2. Determining the "free capital" needed to fund the assets and support the risks 
attributed to the PE. 
 

 This is the area where the non financial enterprises are completely different from 
the financial ones. 

 
 Indeed there is no rule commonly accepted which would link the value of assets and 

risks to a certain level of capital. 
 
 Tangibles fixed assets can be financed either by equity of by borrowings, dedicated 

of not, and there is no general rule on the proportion to be found between the two 
sources of financing. 

 
 Intangibles assets, which are those that bear the largest importance in the 

allocation of profit, are normally not financed at all in the balance sheet, unless they 
have been purchased from a third party. Must of the time, the valuable intangible 
assets have been created within the enterprise and all of them are not protected 
assets as trademarks and patents are. 

 
 Risks linked with the business are hardly measurable and they are normally not taken 

into accounts in designing the several sources of financing the enterprises. 
 

Therefore, there is no possibility in practice to determine what would be the "free 
capital" need to fund the assets and risks attributed to a PE in a non financial 
enterprise. 

 
 
New § 41: Capital structure of the PE: see above. 
 
 
New § 44: The priority given to the State of the PE is contrary to the certainty expected by 

the tax payer recalled in § 6. 
 
 

 
* 
 

*          * 
 


