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Subject: Comments on the Proposed Revision of Article 7 of the OECD double tax treaty 

 

Dear Mr. Owens, 
 
WTS AG is pleased to provide you with comments regarding the latest release of a 
proposed revision of Article 7 of the OECD Double Tax Treaty (Current Draft) and the 
Commentary of the OECD Double Tax Treaty (Commentary) dated 24th of November 
2009. We also refer to Part I of the Report on the Attribution of Profits to Permanent 
Establishments (PE Report). 

1. General remarks 

WTS appreciates the Current Draft. The most valuable change is the inclusion of the 
separate entity approach in the double tax treaty. Additionally, WTS recognizes the 
high theoretical level of the PE Report. WTS fully agrees to the separate entity ap-
proach and beliefs that the separate entity approach is the only way to allocate profits 
to a PE. Further, we found that the separate entity approach has been implemented 
consequently to the OECD double tax treaty and its commentary. 

From a practical perspective we observe that the application of the Current Draft is not 
very convenient, since the wording of references to the PE Report is missing. WTS 
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proposes to include the wording of the PE Report (at least Part 1) to the Commentary, 
for example as an appendix, or to provide direct reference in another suitable way. 

We would like to comment on two points in detail. The first one is regarding the alloca-
tion of assets/risk according to significant people functions performed by the PE. The 
second remark is on the implementation of the separate entity approach with respect to 
interest payments. 

2. Remarks on the allocation of assets and risks 

2.1  Theoretical remarks 

WTS recognizes that the significant people functions performed by the PE are the deci-
sive criterion for the allocation of assets and for the allocation of risk to a PE (para-
graphs 21 et seqq. and 24. et seqq. of the PE Report). This is a stringent conclusion 
since the relevant people functions are the only part of a functional and factual analysis 
which can be clearly identified by an analysis of the activities of a PE. WTS fully agrees 
to this two step approach. 

On the other hand there does not have to be a strong correlation between people func-
tions performed and allocated assets and risks in all cases. Often a given performance 
of people functions by the PE will leave room for more than a single allocation of as-
sets/risk. For a separate entity the head office could declare this allocation of 
risks/assets with legally binding agreements. The only way to definitely declare an allo-
cation of assets/risks to a PE is to show it in the books/accounts of the PE. Therefore 
more emphasis should be given to those accounts in the Commentary. It should also 
be taken into account that in practice a PE can act very independently from its head 
office. A qualification as a subsidiary or PE is first and foremost a legal issue and not an 
economic one.  

2.2 Practical example 

One example encountered in practice should illustrate our point. A MNE in country A 
has a sales office in country B. The relevant people function of the sales office is the 
negotiation of the contracts, including prices and the factual signature of the contract 
with customers. The sales office will qualify as a PE in country B. This is a variation of 
the Distributor example mentioned in paragraph 26 of the PE Report. 

If the sales office would be a separate entity, you would ask whether the sales office is 
acting as an agent, as a commissionaire or as a (limited risk) distributor. This qualifica-
tion will depend on the allocation of the credit risk and of the product risk. The people 
functions performed by the sales office will be of no help in this matter. Instead you 
would look at the existing distributorship agreement. Common TP lore suggests that the 
profit of the separate entity would depend on its qualification as sales agent, commis-
sionaire or limited risk distributor. 
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Such a legal analyses is not possible for a PE. In the absence of any contract and in-
dependent accounting systems within the PE there should nevertheless be a possibility 
to treat the sales office likewise a separate entity and definitely declare that this PE 
should be treated as an agent, limited risk distributor or commissionaire. The only way 
to reach this qualification is to show the ownership of products and the credit risk in the 
books of the PE. Without such a possibility, the foundation of a PE would limit the dis-
cretionary power of the head office compared to the foundation of a subsidiary. 

By now a possibility to definitely declare assets/risks to a PE is missing in the Current 
Draft. This is a contradiction against the separate entity approach. WTS therefore pro-
poses to include a paragraph in the Commentary that the books/accounts of a PE 
should be the relevant criterion to decide whether assets/and or risk are allocated to a 
PE. These books and accounts should be decisive as long as they do not contradict the 
people functions performed by the PE. 

Without the possibility to definitely allocate assets/risks to a PE, the documentation of a 
PE will be much more complicated than the documentation of a separate entity. This 
would conflict with the principle already included in the PE Report (paragraphs 207 et 
seqq.). 

2.3 Proposed changes to the text of the Commentary 

Taking into account the points mentioned above WTS proposes to redraft the following 
paragraphs of the Commentary, which refer to the “economic” ownership of property 
rights. This should enhance the importance of the books/accounts of a PE regarding 
the allocation of assets/risks to a PE. 

Article 11  
9.  Replace paragraph 25 of the Commentary on Article 11 by the following: 
 

25. It has been suggested that the paragraph could give rise to abuses through the trans-

fer of loans to permanent establishments set up solely for that purpose in countries that 

offer preferential treatment to interest income. Apart from the fact that such abusive 

transactions might trigger the application of domestic anti-abuse rules, it must be rec-

ognised that a particular location can only constitute a permanent establishment if a 

business is carried on therein and, alsoas explained below, that the requirement that a 

debt-claim be is “effectively connected” to such a location requires that the debt-claim 

be genuinely connected to that business requires more than merely recording the 

debt-claims in the books of the permanent establishment for accounting purposes. 

To “effectively connect” a debt-claim to a PE requires that this debt-claim is shown in 

the books of the permanent establishment. Those books should be regarded as the rele-

vant criterion to allocate the economic ownership of the debt-claim to the PE, as long 

as this does not contradict the people functions performed by the PE. 
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Article 12  
10.  Replace paragraph 21 of the Commentary on Article 12 by the following: 

 

21. It has been suggested that the paragraph could give rise to abuses through the trans-

fer of rights or property to permanent establishments set up solely for that purpose in 

countries that offer preferential treatment to royalty income. Apart from the fact that 

such abusive transactions might trigger the application of domestic anti-abuse rules, it 

must be recognised that a particular location can only constitute a permanent estab-

lishment if a business is carried on therein and, alsoas explained below, that the re-

quirement that a right or property be is ―”effectively connected” to such a location 

requires that the debt claim be genuinely connected to that business requires more 

than merely recording the right or property in the books of the permanent estab-

lishment for accounting purposes. To “effectively connect” a right or property to a 

PE requires that this right or property is shown in the books of the permanent estab-

lishment. Those books should be regarded as the relevant criterion to allocate the eco-

nomic ownership of the right or property to the PE, as long as this does not contradict 

the people functions performed by the PE. 

 
Article 13  
11.  Add the following paragraphs 27.1 and 27.2 to the Commentary on Article 13:  

 

27.1 For the purposes of the paragraph, property will form part of the business 

property of a permanent establishment if the “economic” ownership of the property 

is allocated to that permanent establishment under the principles developed in the 

Committee’s report entitled “Attribution of Profits to Permanent Establishments”7 

(see in particular paragraphs 101 to 128 of Part I of the report) for the purposes of 

the application of paragraph 2 of Article 7. In the context of that paragraph, the 

“economic” ownership of property means the equivalent of ownership for income 

tax purposes by a separate enterprise, with the attendant benefits and burdens (e.g. 

the right to any income attributable to the ownership of that property, the right to 

any available depreciation and the potential exposure to gains or losses from the ap-

preciation or depreciation of that property). To “effectively connect” property to a 

PE requires that this property is shown in the books of the permanent establishment. 

Those books should be regarded as the relevant criterion to allocate the economic 

ownership of the property to the PE, as long as this does not contradict the people 

functions performed by the PE. The mere fact that the property has been recorded, 

for accounting purposes, on a balance sheet prepared for the permanent establish-

ment will therefore not be sufficient to conclude that it is effectively connected with 

that permanent establishment. 

 

Article 21 

13. Add new paragraph 5.1 and 5.2 and replace paragraph 6 of the commentary on Article 

21 as follows: 

 

6. Some States which apply the exemption method (Article 23 A) may have reason to 

suspect that the treatment accorded in paragraph 2 may provide an inducement to an 

enterprise of a Contracting State to attach assets such as shares, bonds or patents, to a 

permanent establishment situated in the other Contracting State in order to obtain 

more favourable tax treatment there. To counteract such arrangements which they 

consider would represent abuse, some States might take the view that the transaction is 

artificial and, for this reason, would regard the assets as not effectively connected with 
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the permanent establishment. Some other States may strengthen their position by add-

ing in paragraph 2 a condition providing that the paragraph shall not apply to cases 

where the arrangements were primarily made for the purpose of taking advantage of 

this provision. To “effectively connect” a right or property to a PE requires that this 

right or property is shown in the books of the permanent establishment. Those books 

should be regarded as the relevant criterion to allocate the economic ownership of the 

right or property to the PE, as long as this does not contradict the people functions per-

formed by the PE: Also, the requirement that a right or property be “effectively con-

nected” with such a location requires more than merely recording the right or prop-

erty in the books of the permanent establishment for accounting purposes. 

 
Article 22  
14.  Add the following paragraphs 3.1 and 3.2 to the Commentary on Article 22: 

 

3.1 For the purposes of paragraph 2, property will form part of the business property 

of a permanent establishment if the “economic” ownership of the property is allo-

cated to that permanent establishment under the principles developed in the Com-

mittee’s report entitled “Attribution of Profits to Permanent Establishments”9 (see in 

particular paragraphs 101 to 128 of Part I of the report) for the purposes of the ap-

plication of paragraph 2 of Article 7. In the context of that paragraph, the “econom-

ic” ownership of property means the equivalent of ownership for income tax pur-

poses by a separate enterprise, with the attendant benefits and burdens (e.g. the 

right to any income attributable to the ownership of that property, the right to any 

available depreciation and the potential exposure to gains or losses from the apprec-

iation or depreciation of that property). To “effectively connect” a right or property 

to a PE requires that this right or property is shown in the books of the permanent 

establishment. Those books should be regarded as the relevant criterion to allocate 

the economic ownership of the right or property to the PE, as long as this does not 

contradict the people functions performed by the PE. The mere fact that the proper-

ty has been recorded, for accounting purposes, on a balance sheet prepared for the 

permanent establishment will therefore not be sufficient to conclude that it is effec-

tively connected with that permanent establishment. 

3. Remarks on the separate entity approach regarding income under article 11 

Paragraph 23 on Article 7 of the Commentary states that it is not possible to pay no-
tional interest between PE and head office with respect to Article 11 of the Current 
Draft. Paragraph 27 on Article 7 of the Commentary states that notional (interest) 
charges between PE and head office under Article 11 should be possible in case both 
states agree to such a procedure in their DBA. This seems to be a contradiction to the 
Commentary. 

WTS proposes to include a reference on notional interest in the Commentary on Article 
11. A reference in the Commentary on Article 7 alone would be misguiding. 

It should be included how notional interest payments have to be handled in the Com-
mentary on Article 11. 
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Another issue when handling interest payments of a PE is the question how the 
debt/equity ratio of a PE should be determined. 

Under the two step approach introduced in the PE Report, free capital (equity) has to 
be allocated to the PE according to the assets allocated (paragraph 19 on Article 7 of 
the Commentary). Paragraphs 136 et seqq. of the PE Report handle this issue in detail 
and pose some questions on an arm’s length debt/equity ratio of non financial PEs 
which are not yet covered by the Commentary. The solution of the PE Report (para-
graph 183) is to begin a Mutual Agreement Procedure when tax administrations disag-
ree with the debt/equity allocation of a PE. 

WTS proposes to include a reference to one of the approaches in the PE Report as a 
standard approach for standard cases of non financial PEs. Without such a weak obli-
gation, WTS expects that taxpayers will face significant administrative issues when al-
locating interest payments/funding cost and corresponding debt to a non financial PE. 

In practice many non financial PEs are rather small and are often founded coincidental-
ly without the intention of the tax payer. The standard approach of the OECD should 
not be to enter into a Mutual Arbitration Procedure when defining the debt/equity ratio 
of such a PE.  

The WTS approach towards the debt/equity ratio of non financial PEs is to use the 
head office’s debt/equity ratio as a starting point. Notional interest should be deductible 
by the amount of the average interest rate of the head office. This approach can be de-
scribed as a thin capitalization approach (paragraph 163 et seqq. of the PE Report), 
taking the debt/equity ratio of the head office as a comparable. 

 

 

WTS appreciates the opportunity to comment on the Current Draft and we hope that 
our comments are helpful. 
 

Yours sincerely, 
 
WTS Aktiengesellschaft 
Steuerberatungsgesellschaft 
 
 
 
Dr. Arwed Crüger    Kai-Udo Schwinger 
Partner     Manager 
Head of Transfer Pricing  
 


