
 

 

Mr. Jeffrey Owens 

Director, CTPA 

OECD 

2, rue Andre Pascal 

75775 Paris 

FRANCE 

 

 

20 January 2010 

 

 

 

 

Dear Mr. Owens 

 

 

Further to the publishing of the revised draft of the new Article 7 of the OECD Model Tax 

Convention and related Commentaries, I would hereby take the opportunity to bring to your 

attention a few observations and comments. These are focused on the draft paragraph 3 of this 

Article and its related Commentaries.  

 

Applicability of paragraph 3 to situations whereby no immediate double taxation occurs  

 

The current wording of paragraph 3 of the proposed revised draft of Article 7 states the 

following: 

 
„3. Where, in accordance with paragraph 2, a Contracting State adjusts the profits that are 

attributable to a permanent establishment of an enterprise of one of the Contracting States and taxes 

accordingly profits of the enterprise that have been charged to tax in the other State, the other State 

shall, to the extent necessary to eliminate double taxation on these profits, make an appropriate 

adjustment to the amount of the tax charged on those profits. In determining such adjustment, the 

competent authorities of the Contracting States shall if necessary consult each other. „ 

 

The provision seems to cover the matter of corresponding adjustments only to the extent that a 

tax on profits was charged in the contracting state where the corresponding adjustment should 

take place. Therefore, the scope of this paragraph does not currently cover the situation 

whereby additional profits deemed in the state whereby the primary adjustment takes place 

were not subject to tax in the other contracting state. This can be the case either when the 

original allocation of profits resulted in no profits being attributed to the permanent 

establishment or a profit was attributed to the permanent establishment but it had tax losses 

carried forward from previous years and thus, no tax was charged.  

 

In such situations, no immediate double taxation arises in the year when the primary 

adjustment takes place. However, the lack of the corresponding adjustment of profits 

attributed to the permanent establishment hinders the possibility of the latter to fully utilise its 

arm’s length tax losses (taking into account applicable regulations in domestic tax law).  

 

Paragraph 60 of the draft Commentaries to the revised version of Article 7 indicates that the 

timing issue of such double taxation is solved only if the Contracting States share the open-



ended commitment to carry out corresponding adjustments. Furthermore, even the 

Commentaries state that some states consider such an open-ended commitment as 

unreasonable due to practical administration and potential domestic limitations that hamper 

the possibility of such indefinite time adjustments.  

 

The above mentioned issue seems to be to a certain extent addressed in paragraph 61 of the 

revised Commentaries. However, it is only recommended to the Contracting states “to use the 

mutual agreement procedure at the earliest opportunity in order to determine to what extent a 

corresponding adjustment may be required in the other State at a later stage”. Having regard 

to the ultimate objective of Article 7 within the context of the OECD Model Tax Convention 

to relieve from double taxation, the Contracting States should rather strive to activate the 

mechanism of corresponding adjustments as otherwise recourse to the mutual agreement 

procedure by the taxpayer would be unavoidable.  

 

Alternative suggestion to wording of paragraph 3  

 

In order to alleviate these issues leading ultimately to double taxation, it would be advisable 

to seek to make at all times corresponding adjustments of attributable profits in the year in 

which the primary adjustment takes place even if this does not affect the tax liabilities arising 

in that year in the Contracting State where the corresponding adjustment should take place. 

This should alleviate timing issues related to corresponding adjustments and no longer leave 

to the discretion of Contracting States relief from double taxation depending on the 

availability to carry out open-ended adjustments. Thereby, this should ensure a smoother 

achievement of the aim of bilateral tax treaties to alleviate double taxation.  

 

Furthermore, this also alleviates issues arising from fluctuations in the tax rate charged on 

profits by the Contracting State where the corresponding adjustment is to be performed.  

 

The procedure of carrying out first corresponding adjustment of attributable profit and only 

afterwards applicable tax charged on profits (if any) in the same year with the primary 

adjustment does not interfere in any way with the application of Article 23 A and 23 B. 

However, it helps dealing with practical issues trigged by specific domestic tax rules such as 

those imposing a minimum tax on profit to be paid by a local taxpayer. This is the case of 

some countries where a minimum tax on profits is imposed at the level of the permanent 

establishment irrespective if arm’s length profits attributed to the latter would result in a lower 

amount of tax on profits considering the tax rate prevailing at that time.  

 

In line with considerations set out above, revised paragraph 3 could read as follows:  

 
„3. Where, in accordance with paragraph 2, a Contracting State adjusts the profits that are 

attributable to a permanent establishment of an enterprise of one of the Contracting States and taxes 

accordingly profits of the enterprise that have been considered for tax purposes in the other State, the 

other State shall, to the extent necessary to eliminate double taxation on these profits, make an 

appropriate adjustment to the amount of attributable profits and correspondingly, as applicable, the 

tax charged on those profits. In determining such adjustment, the competent authorities of the 

Contracting States shall if necessary consult each other. „ 

 

Effective relief of double taxation  

 

Paragraph 55 of the draft Commentaries seems to imply that paragraph 3 of Article 7 provides 

protection against double taxation even in situations whereby the two Contracting States 



adopt different views as to what are the arm’s length profits to be attributed to the permanent 

establishment.  

 

In the same time, paragraph 54 of the draft Commentaries by using the illustrative example 

provided for in paragraph 53 states that where the two Contracting states adopt different 

views as to the application of paragraph 2 of Article 7, the situation will be solved under the 

mutual agreement procedure provided for under Article 25. However, under this Article the 

two Contracting States only endeavour to reach a solution. In this view, paragraph 54 also 

states that under the mutual agreement procedure the two Contracting States “will be able to 

agree” on what is arm’s length (i.e. it does not state that they will have to agree).   

 

Profits attributable to a permanent establishment not registered as of date it is deemed to 

arise  

 

There are various cases in which a multinational enterprise does not share the view of a 

Contracting State’s tax administration (i.e. the Source State) as regards the existence of a 

permanent establishment. One example could be the situation whereby an agent is viewed as 

independent by the multinational enterprise and therefore, it does not register a permanent 

establishment in the country where the agent carries out its activity. However, provided that 

the tax administration in this country considers that this agent fails to meet the independent 

agent test and qualifies as a dependent agent, it shall consider that the enterprise has a 

permanent establishment and all profits attributable to the permanent establishment are to be 

taxed in that state. Such assessments can be carried out retroactively by determining arm’s 

length profits and corresponding tax liabilities for all tax years since the permanent 

establishment should be have been registered. Restrictions imposed by domestic statute of 

limitation rules are to be considered.  

 

There is no reference in the Commentaries to the revised Article 7 whether paragraph 3 of this 

Article allows the possibility to carry out corresponding adjustments in such situations where 

a permanent establishment was not registered. The Commentaries explicitly refer only to the 

possibility to benefit of corresponding adjustments in the situation whereby the enterprise did 

not allocate arm’s length profits to its permanent establishment (article 51 of the 

Commentaries). By not registering a permanent establishment, the enterprise did not tax 

profits in the Source State. This could be equivalent to did not tax arm’s length profits in the 

Source State, however it would be welcomed if the Commentaries could specifically address 

this situation especially as permanent establishment assessment is one of the most disputed 

areas in tax audits.  

 

 

I would like to commend the OECD for its work so far and for having taken on board a great 

number of the recommendations from the business community and other interested parties 

during the previous public consultation  

 

Kind regards 

 

 

 

 

Blanca Kovari   


