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June 19, 2007

Mr. Jeffrey Owens

Director, Center for Tax Policy and Administration

Organisation for Economic Co-operation and Development
2, rue Andr&Pascal

Paris Cedex 16, 75775
France

Re: Treaty Policy Working Group Comments on
Draft Article 7 Commentary

Dear Mr. Owens:

We are writing on behalf of the Treaty Policy Working Group to

comment on the Draft Commentary on Article 7 of the OECD Model Tax

Convention on Income and on Capital, released for public comment on

April 10, 2007. The Treaty Policy Working Group is an association of

large global companies based throughout North America, Europe, and

Asia, which have operations throughout the world and represent a broad

spectrum of non-financial sectors. Our member companies began

working together in 2005 to analyze and address tax policy and

administration concerns relating to treaty permanent establishment and

profit attribution issues and have since taken up additional issues.

Treaty Policy Working Group members support the OECD as the primary

international forum for development of common positions on cross-

border tax policy and administration issues. We appreciate the time and

effort that OECD member country officials and the OECD Secretariat

have invested in this important work, including the current project on the
attribution of profits to permanent establishments. This work is critical to

us as global companies seeking to avoid double taxation or unexpected

taxation and the cross-border controversies they create. We need--and

believe that tax administrations also need--clear guidance in advance that

provides adequate certainty, articulates a principled basis for determining

whether a permanent establishment exists and, if so, how profits should
be attributed to it, and reflects a true international consensus.

Baker & McKenzie LLP is a member of Baker & McKenzie International, a Swiss Verein.
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We welcome the opportunity to comment on the Draft Commentary from

this perspective. Treaty Policy Working Group members have a number

of remaining concerns regarding the December 2006 OECD Report on
the Attribution of Profits to Permanent Establishments (the "2006

Report"), as well as concerns regarding certain aspects of the current

Commentary on Article 7. However, these comments focus exclusively

on the changes proposed by the Draft Commentary currently under
consideration.

Executive Summary

As the OECD concludes its extensive work on profit attribution, it is

important that care be taken to implement the results of that project in an
appropriate fashion. It is critical, from an institutional and political

perspective, for the OECD to resist the temptation to attempt to use the

Commentary to change existing rules retrospectively. This could result in

numerous challenges to the relevance of the Commentary, with broader

detrimental effects for both governments and business.

Treaty Policy Working Group member companies respectfully suggest

that six key points need to be addressed in this connection:

1. The Commentary needs to address the prospect of a

significant increase in unrelieved double taxation created by the

2006 Report.

2. Piecemeal implementation of the 2006 Report is not
feasible and needs to be avoided.

3. In any event, the Draft Commentary needs to clarify which

portions of the 2006 Report it is intended to implement and be

evaluated together with the second part of the implementation

package, and countries need to state their positions on its

application.

4. The intended legal status of the 2006 Report needs to be
clarified.

5. The new language on whether a transfer of assets forming

part of the business property of a permanent establishment is a
realization event needs to be clarified to address potential
concerns.
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6. The new language regarding domestic law restrictions on

deductions needs to be clarified to avoid inappropriate application.

Each of these concems is discussed in detail below.

I. Positive Aspects of the Draft Commentary

The Treaty Policy Working Group shares the fundamental goal of the

Draft Commentary, which is to provide "improved certainty" as soon as

possible regarding the manner in which profits are to be attributed to a
permanent establishment. To this end, the Draft Commentary helpfully

summarizes, in unusually clear language, many of the principles reflected

in the 2006 Report. It, therefore, serves as a useful point of reference at

this stage for those seeking to understand the intent and potential import

of the 2006 Report.

The Draft Commentary acknowledges that the 2006 Report is inconsistent

in some respects with the current Article 7 Commentary and states an

intent to refrain from incorporating the inconsistent portions of the

Report. This approach appropriately resists the temptation to attempt to
use the Commentary to change existing provisions retrospectively, at

least with respect to those particular points.

The Draft Commentary also amplifies the discussion in the current

Commentary prohibiting the use of "force of attraction" theories to tax all
income derived by foreign persons from domestic sources, even if it is not

properly attributable to a permanent establishment. This may help

counter the current increased assertion of such theories by some
countries.

Finally, the Draft Commentary helpfully reiterates that a dependent agent

permanent establishment exists only if the requirements of Article 5(5) of

the applicable treaty are satisfied. In this connection, it cross-references

paragraph 32 of the current Commentary on Article 5, which emphasizes

the habitual contract conclusion requirement of Article 5(5) that some

cotmtries have sought to disregard in applying their treaties in recent
cases. The Draft Commentary thus echoes the 2006 Report in

emphasizing that the OECD profit attribution work is not intended to

lower the current permanent establishment threshold.
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II. Key Concerns Regarding the Draft Commentary

Au The Commentary needs to address the prospect of a
significant increase in unrelieved double taxation
created by the 2006 Report.

Permanent establishment-related challenges have already increased

significantly in number in many countries, including OECD member

countries. We have already experienced or are aware of many novel
arguments that have been advanced by tax administrations on

examination or in competent authority, including arguments that:

A company selling goods or providing services directly to local
customers automatically has a permanent establishment in that

country;

An affiliate that performs services for a related company

automatically constitutes a permanent establishment of that related

company, and perhaps of other affiliates as well;

• A cost-plus marketing support arrangement generally creates a

permanent establishment;

A dependent agent permanent establishment may arise even where

the dependent agent is not granted, and does not habitually

exercise, an authority to conclude contracts;

A commissionaire or other limited-risk entity automatically

constitutes a permanent establishment of the principal, either

because it is deemed to bind the principal in an "economic,"

although not a legal, sense or because its facilities are deemed to

be always "at the disposal" of the principal;

• A permanent establishment arises whenever there is a VAT

liability (or vice versa);

Positive taxable income must always be reported in respect of a

permanent establishment where one is alleged to exist, even if

otherwise legitimate expenses must be disallowed to avoid a loss;



Mr. Jeffrey Owens

June 19, 2007

Page 5 of 14

• Profits may be attributed to a permanent establishment in a

manner that prevents other transactional parties from earning even

a routine return; and

• Profits may be attributed on the basis of a "force of attraction"
theory.

None of these arguments has any basis in law, and they typically are

advanced without consideration of the relevant facts, but taxpayers are
increasingly being forced to address such claims.

The Draft Commentary helpfully acknowledges the risk of double

taxation if the source country attempts to tax profits not properly

attributable to a permanent establishment. However, the Draft
Commentary follows the Report in seeking to address only double

taxation resulting from the application under domestic law of different

capital attribution methods, and in requiring the residence country to

defer to the source country's choice of method only if it agrees that that

method provides an arm's length result. This is an incomplete solution
even on that one point, as not all countries have domestic law provisions

regarding capital attribution. Given that the Report provides a choice of

methods precisely because countries could not agree on a single method,

disagreements seem likely to arise in many cases.

Double taxation arising from other aspects of the new profit attribution
approach is not addressed at all. Given the highly factual nature of that

approach, unrelieved double taxation seems particularly likely to result.

The Authorised OECD Approach set forth in the 2006 Report and

partially incorporated in the Draft Commentary requires numerous
subjective determinations, on issues as basic as which activities and

functions are "economically significant," which people functions are

"significant," which decisions are relevant, and which "dealings" of the

permanent establishment should be recognized. These challenges are

compounded by the emerging lack of consensus on a number of key

issues relating to the determination of whether a permanent establishment
exists, and by the overt disregard by some tax administrations of their

treaty obligations in this respect.

The Report originally had addressed double taxation more broadly, in the

"symmetry discussion" of the August 2004 Discussion Draft of Part I.

The fact that the 2006 Report, and hence the Draft Commentary, has

since retreated from that position indicates a very troubling lack of

commitment by OECD member countries to avoid double taxation. Some
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have expressed the view that this is an issue to be addressed under Article
23 (Double Tax Relief) instead, while others have suggested that their

domestic laws already allow a sufficiently generous foreign tax credit.

This approach effectively leaves disagreements in this area for the

competent authorities to resolve. Experience shows that they are unlikely
to be able to do so as successfully in the permanent establishment context

as in other contexts, given the frequent lack of consensus regarding the

permanent establishment definition and the implications of conceding that
threshold issue.

It is clear that the OECD work on profit attribution has spurred an
increased focus by many tax administrations on permanent establishment

issues. This is, in part, a natural result of the discussions themselves.

However, it is also presumably attributable to the fact that the Authorised

OECD Approach would permit tax authorities to disregard contracts,

disallow certain transfers of risks and assets, and attribute profits largely
based on the location of selected functions. This approach departs

significantly from the transfer pricing rules that apply under Article 9 to

controlled transactions between separate legal entities, which allow tax

administrations far less latitude to recharacterize or disregard

transactions. As a result, the Authorised OECD Approach has created a

strong incentive for tax administrations to argue that the activities or
facilities of affiliated entities give rise to permanent establishments, to

which additional profits may be attributed and taxed.

To prevent its new work on the attribution of profits to permanent

establishments from undermining the basic treaty goal of avoiding double

taxation, it is critical that the OECD address the "symmetry" issue more

broadly, as it had originally proposed to do. To minimize disagreements,

the OECD should also attempt again to reach a greater consensus on

double tax relief and provide more specific guidance on key elements of

the Authorized OECD Approach.

Ut Piecemeal implementation of the 2006 Report is not
feasible and needs to be avoided.

As discussed below, the extent to which the Draft Commentary

incorporates the 2006 Report by reference depends on whether particular

provisions of the 2006 Report are considered to conflict with the Draft

Commentary. The Draft Commentary, therefore, incorporates some but

not all aspects of the Authorised OECD Approach set forth in the 2006

Report. While we agree both that additional guidance is urgently needed
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and that it would not be appropriate to try to use the Draft Commentary to

implement the full 2006 Report, we believe that the envisaged two-step

implementation process simply is not viable.

The first problem is a mechanical one of how to attribute profits under

two separate systems. For example, we understand that the OECD is of

the view that the current Commentary provisions regarding treatment of

profits on intangible assets must continue to apply until bilateral treaties

are amended. The current Commentary provisions appear to contemplate
an apportionment of these profits, which is very different from the

Authorised OECD Approach of attributing them based on a "significant

people functions"/deemed "dealings" analysis. If other aspects of the

2006 Report are implemented now, taxpayers presumably will have to
apply two different methods for attributing their profits until new treaty

language is put in place. In addition to creating substantial new

compliance and administrative burdens, this approach is likely to prove

conceptually difficult, as the methods are fundamentally different.

The second problem is that this two-track approach will produce results

not agreed by OECD member countries under either the current Article 7

Commentary or the new profit attribution provisions. For example,

combining the current approach on intangibles income with the

Authorised OECD Approach on most other income would result in the

attribution of more profits to host country jurisdictions than was intended

under either approach. This would not be an appropriate result.

The third problem is that these issues likely would exist not only for a

short transition period but rather for a number of years. Indeed, countries
that prefer the results of the interim approach presumably would have no

incentive ever to adopt the second part of the implementation package.

The only way to address these problems is to implement all provisions of

the 2006 Report in a single step. This would call for a delay in
implementing the Draft Commentary until the second part of the package

can be implemented at the same time. We believe this is the most

appropriate course of action, for three reasons.

First, while it would be possible in theory to implement the entire 2006

Report now, the OECD has already declined to attempt that without first
making certain changes to the treaty text. We believe this decision was

appropriate as a matter of law and administrative policy, and it would

seem difficult for the OECD to reverse its already-published position on

this point.
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Second, it is true that the current Commentary is silent on many points,

but the basic approach to profit attribution in the 2006 Report departs

significantly from the manner in which the provisions of Article 7 have

historically been applied in practice in most, if not all, countries. Were
this not the case, the partial implementation of the 2006 Report

presumably would not be regarded as an urgent matter by many OECD

member countries. An attempt to apply the full 2006 Report to existing

treaties would, therefore, presumably prompt legal challenges in many
cases, which it would be wise to avoid.

Finally, U.S. Treasury and IRS officials have indicated in recent

speeches, as well as in connection with recent regulations, that although

they support the Authorised OECD Approach, they do not believe they
are able to implement any of its provisions without amending existing

U.S. treaties. This is because most U.S. treaties provide in Article 7(3)

for a "reasonable allocation" of certain expenses, which U.S. officials
believe to be inconsistent with the Authorised OECD Approach) The

fact that at least one major OECD member country is unable to

implement the Draft Commentary without the second part of the package
also argues for a delayed, rather than an accelerated, implementation of

the complete package.

We note that even this approach would resolve issues only on a bilateral

basis, as existing treaties are amended. Global companies would face a
substantial risk of economic double taxation due to overlapping claims of

taxing jurisdiction by countries implementing the Authorised OECD

Approach at different rates. It would be far preferable for all OECD

member countries (and hopefully others) to implement all changes
simultaneously. This would involve developing some procedure for

simultaneous implementation of treaty amendments that is compatible

with domestic legal provisions and policy prerogatives. We recognize

that this could prove difficult but urge that potential options be fully
considered.

i See BNA Daily Tax Report, "Treasury Clarifies U.S. Position Regarding Interim

OECD PE Profit Allocation Guidance" (June 8, 2007).
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Co In any event, the Draft Commentary needs to clarify

which portions of the 2006 Report it is intended to

implement and be evaluated together with the second

part of the implementation package, and countries

need to state their positions on its application.

The OECD announcement accompanying the Draft Commentary

indicates that it is intended to "implement" the principles of the 2006

Report for purposes of interpreting and applying existing bilateral

treaties. We assume that the Draft Commentary is intended to apply also

to any future treaties that do not incorporate the new Article 7 language to

be proposed later this year (or other provisions signaling agreement to
that effect). If approved and implemented as proposed, the Draft

Commentary is, therefore, likely to influence the interpretation of many,

if not most, bilateral treaties for some years to come.

The Preliminary Remarks prefacing the Draft Commentary maintain that

the Draft Commentary incorporates the principles of the 2006 Report, but

only to the extent that they are not inconsistent with the current

Commentary on Article 7. They then provide, by way of an ordering

rule, that the 2006 Report "represents internationally agreed principles"

and will, therefore, be applied in interpreting Article 7, except to the

extent that it conflicts with the Draft Commentary. The upshot appears to
be that:

(1) The Draft Commentary is asserted to be consistent, or at least

not inconsistent, with the current Commentary;

(2) The 2006 Report will be presumed to be consistent with the

Draft Commentary, except where it is not; and

(3) The 2006 Report will govern the interpretation of Article 7

under existing treaties, except to the extent that it conflicts with

the Draft Commentary.

These statements raise several interpretive questions. First, it is not clear
which portions of the 2006 Report are considered to conflict with the
current Commentary. This is because the Draft Commentary refers only

to a few provisions of the 2006 Report and is silent on all others.

Similarly, it is not clear which portions of the 2006 Report, other than

those specifically cited, are considered not to conflict with the Draft

Commentary. Again, this is because the Draft Commentary affirmatively
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cites only a few provisions and remains silent on the others. These points

should be clarified explicitly in the Draft Commentary.

In any event, the Draft Commentary should not be finalized until the

second part of the implementation package for the 2006 Report has been

released for comment and fully considered. This is because the OECD

position on which aspects of the 2006 Report conflict with the Draft

Commentary will not be known until that second part is published. The
first and second parts of the implementation package should be fmalized

together, after considering comments on both.

It also would seem advisable, in any case, to provide a coordination rule

to prevent the Draft Commentary from incorporating by reference any

parts of the 2006 Report that are identified by the second part of the

implementation package as inconsistent with the current Commentary or

the Draft Commentary.

Finally, it is not clear whether there is a consensus amongOECD member

countries on which provisions of the 2006 Report are inconsistent with

the current Commentary and the Draft Commentary and which are not.

To provide taxpayers and tax administrations with the necessary

guidance, member countries should be asked to promptly file
observations indicating their differences of views, if any, on the

provisions of the new Commentary. Non-OECD members should be

encouraged to do the same.

Similarly, it is not clear whether the Draft Commentary is intended to

apply under existing treaties to both future and past taxable years, or only

to the latter. The intention seems to be to cover all years, but this is not

explicitly stated. The ability of countries to apply new Commentary

provisions to past years presumably depends on national law or

administrative policy on the general issues of ambulatory treaty

interpretation and legal status of the Commentary, issues on which

positions already differ. OECD member countries should be asked to

provide guidance and ensure transparency by indicating in advance

whether they intend to apply the Draft Commentary to past years. Non-

OECD members should, again, be encouraged to publicly state their

positions on this issue.
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Do The intended legal status of the 2006 Report needs to
be clarified.

The positions of the various OECD member countries regarding the legal

status of the 2006 Report and the means by which each countries may

implement the Authorised OECD Approach remain unclear. 2 The

question of whether the 2006 Report has any legal significance in and of

itself could become important if there is a delay in implementing some or

all of its conclusions. We do not believe that an OECD report alone

should have any legal significance for treaty interpretation purposes

unless its provisions are incorporated at least by reference into bilateral

treaty texts or relevant OECD Commentary. We note, however, that

some tax administrations are already applying provisions of the 2006

Report to pending examinations under existing treaties for past years.

To provide guidance and ensure transparency, member countries should

be asked to file observations indicating their differences of views, if any,

on the provisions of the 2006 Report, and to announce the ,extent to which

they intend to apply it to existing treaties for past or future years. Non-

OECD member countries should be encouraged to do the same.

E. The new language on whether a transfer of assets
forming part of the business property of a permanent
establishment is a realization event needs to be clarified

to address potential concerns.

The Draft Commentary proposes changes to the existing Commentary

discussion on the treatment of a transfer of assets forming part of the

business property of a permanent establishment to the head office or

another permanent establishment of the same entity in another country.

These changes, made to the first two sentences of new paragraph 20

(current paragraph 15), could be read to suggest that Article 7 permits
countries to treat all such transfers as realization events even if their

domestic laws do not so provide. The first two sentences currently state:

"Many States consider that there is a realisation of a

taxable profit when an asset, whether or not trading stock,

forming part of the business property of a permanent

2 See, e.g., P. Baker and R. Collier, IFA 2006 Congress General Report, The Attribution

of Profits to Permanent Establishments, at section 3.3 (noting the significant divergence

of views expressed in a survey of IFA Branch Reporters).
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establishment situated within their territory is transferred

to a permanent establishment or the head office of the

same enterprise situation in another State. Article 7 allows

such States to tax profits deemed to arise in connection

with such a transfer." (Emphasis added.)

The Draft Commentary proposes the following changes:

"There may be a realisation event of a taxable profit ...

Article 7 allows the former State to tax profits deemed to

arise in connection with such a transfer." (Emphasis

added.)

There is no proposal to amend the last sentence of the paragraph, which

currently states:

"[T]he mere fact that the property leaves the purview of a

tax jurisdiction may trigger the taxation of the, accrued
gains attributable to that property as the concept of

realisation depends on each country's domestic law."

Although the reference to domestic law in this last sentence confirms that

neither the existing Commentary nor the Draft Commentary may be

interpreted to permit the taxation of such transfers unless domestic law so

provides, it is critical that this point be clarified to avoid any apparent
ambiguity. In other words, proposed paragraph 20 of the Draft

Commentary needs to be amended to clarify that it is not intended to

suggest that Article 7 permits countries to treat cross-border transfers of
assets within a legal entity as realization events if their domestic laws do

not so provide.

The new language regarding domestic law restrictions
on deductions needs to be clarified to avoid
inappropriate application.

The Draft Commentary adds a new section, in paragraph 26, which states
that:

"[P]aragraph 3 [of Article 7] only determines which

expenses should be attributed to the permanent

establishment for purposes of determining the profits

attributable to that permanent establishment. !t does not

deal with the issue of whether those expenses, once
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attributed, are deductible when computing the taxable

income of the permanent establishment since the

conditions for the deductibility of expenses are a matter to

be determined by domestic law" (emphasis added).

While this may be correct as a technical matter, the addition of this new

statement to the Commentary could be misconstrued by some countries as

carte blanche to disallow deductions as a means of increasing the

attributable profit, which is, unfortunately, already frequently attempted

by some tax administrations. There could be difficult interpretive issues
in both exemption and credit countries, or where one country applies an

expense tracing approach and another a fimgibility approach.

An overbroad application of this provision would be inconsistent with

OECD-style tax treaty non-discrimination provisions. To avoid any

doubt, however, and to address cases involving less robust non-
discrimination provisions, if this new language is retained, it is important

to clarify directly in the Commentary that the only permissable grounds

for nondeductibility would be those that generally apply to similar

expenses if incurred directly by a resident taxpayer. This would confirm
that countries to which expenses are allocated in connection with the

attribution of profits to a permanent establishment will be expected to

allow deductions for those expenses, subject only to specified, non-

discriminatory exceptions.

We appreciate this opportunity to provide comments on the Draft
Commentary. We would be pleased to provide additional details or

discuss any or all of these issues as the OECD proceeds with its
consideration.

Sincerely,

Carol A. Dunahoo

CC: Henry J. Birnkrant

Gary D. Sprague
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Pursuant to requirements related to practice before the Internal Revenue
Service, any tax advice contained in this communication (including any

attachments) is not intended to be used, and cannot be used, for the

purposes of (i) avoiding penalties imposed under the United States

Internal Revenue Code or (ii) promoting, marketing or recommending to

another person any tax-related matter.


