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Comments on Revised Discussion Draft of A New Article 7 
Radhakishan Rawal1 

 
 

1. Main Comments 

 

1.1  Comments on para 10 

 

Para 10 of the Revised Discussion Draft
2
 observes as follows: 

 

“The principle that is now generally accepted in double taxation conventions is based on the 

view that in taxing the profits that a foreign enterprise derives from a particular country, the 

tax authorities of that country should look at the separate sources of profit that the 

enterprise derives from their country and should apply to each the permanent establishment 

test, subject to the possible application of other Articles of the Convention.” 
 

The Contracting States may adopt the standard language of Article 7, however it may be 

difficult to say that both the States have a clear understanding of the principle stated above 

and have adopted the same. This is because this principle can be said to be an interpretation 

of Article 7.  

 

Prior to 2008 amendments, the corresponding sentence in the Commentary read as follows: 

 

“To put the matter another way, the principle laid down in the second sentence of 

paragraph 1 is based on the view that in taxing the profits that a foreign 

enterprise derives from a particular country, the fiscal authorities of that country 

should look at the separate sources of profit that the enterprise derives from their 

country and should apply to each permanent establishment test.”   

 

The Revised Discussion Draft as well as the previous version does not suggest that OECD is 

laying down this principle. Accordingly, if OECD supports this principle, then the aforesaid 

statement should be more authoritative in nature and not general observations as regards what 

the Contracting States may be following or reference to any “view”.  

 

1.2  Conflict between para 10 and para 41 

 

It also needs to be analysed whether there exist any conflict between para 10 and 41. Para 10 

supports the principle that the PE conditions are to be applied separately in the context of 

each source of income. If this is to be applied, and if from an office purchasing and other 

business activities are carried on, then should one look at purchasing and other business 

activity separately? Could one take a stand that to the extent of purchasing no PE exists by 

virtue of exemption contained in Article 5(4)? 
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1.3  Comments on Para 22 

 

What is proposed to be achieved through this para seems beyond the scope of language of 

Article 7(2). This is explained with the following facts: 

 

R of State R has a PE in State S. The PE acquires goods from T of State T for 100. R and T 

are associated enterprise and the arm’s length pricing for the goods is only 90.  

 

As per para 22, for the purpose of determination of profits attributable to PE State S may treat 

the cost of goods as 90 and not 100.  

 

However, the language of Article 7(2) does not permit this, as the arm’s length principle 

contained in Article 7(2) extends only to the transactions between PE and other parts of the 

enterprise. Para 22 makes an attempt to relax this to apply arm’s length principle to the 

transactions between PE and other associated enterprises.  

 

The question which arises is, can the scope of Article 7(2) be so expanded, through the 

Commentary, when the language of Article 7(2) does not support it? 

 

Nonetheless it may be important to achieve this result (i.e. reduce the cost at 90) and this can 

be achieved by adopting one of the following alternatives: 

 

Alternative 1: Amend language of Article 7(2)  

 

A simple alternative way of doing it could be to make some change to the language of Article 

7(2) to facilitate this. The revised language could be as follows: 

 

“2. For the purposes of this Article and Article [23 A] [23B], the profits that are 

attributable in each Contracting State to the permanent establishment referred to 

in paragraph 1 are the profits it might be expected to make, in particular in its 

dealings with other parts of the enterprise or with an  associated enterprise, if it 

were a separate and independent enterprise engaged in the same or similar 

activities under the same or similar conditions, taking into account the functions 

performed, assets used and risks assumed by the enterprise through the permanent 

establishment and through the other parts of the enterprise or through an 

associated enterprise.” 

 

This suggestion is only from the perspective of resolving the issue sought to be resolved 

under para 22. Any other implications of the above changes need to be analysed in greater 

detail.  

 

Alternative 2: Dealing between HO and PE 

 

Another way of achieving this could be to treat the entire arrangement as“dealing” between 

HO and PE.  

 

Assuming HO and PE to be independent parties, the arm’s length principle would work as 

follows: 
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If because of an arrangement between R (HO) and T, PE has to acquire goods from T at a 

price (100) which is higher than arm’s length price (90), then PE would expect a 

compensation from HO for purchasing goods at a higher price. This compensation could be 

10.   

 

Thus PE may be allowed deduction for entire 100 as cost but separately 10 may be treated as 

income of PE from HO. The reason for such treatment is that PE and T are unrelated and the 

language of Article 7(2) does not contemplate adjustments for unrelated parties. However, 

Article 7(2) permits adjustments for dealings between HO and PE. Hence, PEs agreement to 

purchase goods from T should be treated as a “dealing” between HO and PE for which the PE 

should get 10 as a income from HO.  

 

In a situation where in instead of 100 the PE buys goods at 80 from T and arm’s length price 

is 90, then the HO should expect 10 as a compensation from the PE. In this case under Article 

7(2) PE gets deduction for 80 as cost of goods purchased and 10 as a compensation payable 

to the HO for the dealing between the HO and PE under which the PE could purchase goods 

from T at a concessional price.  

 

Analysis 

 

Of the above two alternatives, Alternative 2 looks complicated. OECD may examine whether 

Alternative 2 represents correct interpretation / logical extension of the principle contained in 

the Report on Attribution of Profits to PE.  

 

The advantage of the first Alternative is that, it provides specific wordings in Article 7(2) to 

facilitate what is sought to be achieved in para 22 of the Revised Discussion Draft.  

 

The advantage of the second Alternative is that it effectively makes use of the words “if it 

were a separate and independent enterprise engaged in…..” forming part of Article 7(2).  

 

At the same time both the alternatives do not require reading the words “dealings with other 

parts of the enterprise” to mean related enterprises as well.    

 

1.4  Comments on para 26 

 

This para clarifies that the separate and distinct enterprise principle does not extend to other 

articles and is to be restricted only to Article 7. Para 50 of the Revised Discussion Draft 

clarifies that under Article 7(3) “secondary adjustment” is not contemplated. This para also 

suggests that even under Article 7(2) “secondary adjustment” is not contemplated.  

 

In this regard, in para 26, OECD may also explain the rationale behind not extending the said 

principle to other articles or why such extension should not be treated as a logical extension 

or logical conclusion of the principle.  

 

OECD may also wish to clarify, whether extension of the said principle to transfer of 

properties and non-extension to interest, can be said to be inconsistent treatment.  
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The language of Article 13 does not specifically treat such transfers between HO and PE as a 

taxable event but the Commentary
3
 permits this IF THE DOMESTIC law gives such a 

treatment. Would it be consistent to say that if the domestic law treats such notional interest 

as taxable then the provisions of Article 11 may be applied? 

 

In this context it may be noted that Article 11 (and other articles) to a limited extent contains 

arm’s length principle in the form of Article 11(5).   

 

Similarly, some principles contained in the Report on Attribution of Profits are adopted for 

the purpose of Article 10
4
 and 11

5
 in the Revised Discussion Draft in a different context.  

 

If one of the main intentions
6
 behind the PE project was to apply the principles supporting 

Article 9 or contained in 1995 Transfer Pricing Guidelines to the transactions between HO 

and PE, then would it be consistent to also extend the “secondary adjustments” to the 

dealings between HO and PE?  

 

Para 9 of the Commentary on Article 9 reads as follows: 

 

“ These secondary adjustments, which would be required to establish the 

situation exactly as it would have been if transactions had been at arm's 

length, depend on the facts of the individual case. It should be noted that 

nothing in paragraph 2 prevents such secondary adjustments from being made 

where they are permitted under the domestic laws of Contracting States.” 

 

1.5  Comments on para 26 

 

Para 26 contains the following sentence: 

 
“Clearly, however, if interest paid by an enterprise to a different person is paid on 

indebtedness incurred in connection with a permanent establishment of the enterprise 

and is borne by that permanent establishment, this real interest payment may, under 

paragraph 2 of Article 11, be taxed by the State in which the permanent establishment 

is located.” 
 

This sentence contemplates a situation wherein the HO has borrowed funds from a third party, 

paid interest to such third party and charged / recovered such interest to the PE (borne by the 

PE).  

 

Does the above sentence suggest that, in such a situation, the interest income would be taxed 

in terms of Article 11(2) and not in terms of Article 11(4)? Or does this sentence suggest that 

when the PE pays interest to HO, the debt claim in respect of which such interest is paid 

cannot be treated as “effectively connected” to the PE? 

 

 

                                                 
3
 Para 10 of the Commentary on Article 13 

4
 Para 32.1 & 32.2 on pg 33  

5
 Para 25.1 & 25.2 on pg 33 and 34 

6
 The second sentence of para 43 of the Revised Discussion Draft supports that the guidance contained in the 

Report draws on the principles of the 1995 Guidelines 
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1.6  Comments on para 28, 29 and 38 

 

Para 28 categorically provides that Article 7(2) has noting to do with deduction for expenses 

and this aspect has been dealt with through Article 24(3). However, para 29 provides that if 

dealings are ignored for the purpose of deduction for expenses, this should be treated as 

violation of Article 7(2). Similarly, para 38 provides that new Article 7(2) require deduction 

for arm’s length expenses as against the actual amount of expense.  

 

Is there a conflict between para 28, 29 and 38? If Article 7(2) does not deal with deduction 

for expenses, where is the question of violation of this Article 7(2)? Should para 29 form part 

of Commentary on Article 24(3)? 

 

The following propositions emerge from the way various paragraphs are worded in the 

revised Discussion Draft:  

 

 Whether or not an amount of expenditure is deductible is to be determined as per the 

provisions of the domestic law. Article 7(2) does not influence this.  

 However, if the expense represents an allowable item as per the domestic law and 

emanates from a dealing between HO and PE, the deduction should be for arm’s 

length consideration for the dealing.  

 Alternatively, whether or not the expenditure is an allowable item under the domestic 

law, if emanates from a dealing between HO and PE, the deduction should be for 

arm’s length consideration for the dealing.  

 

1.7  Requirement for specific para permitting deduction for expenses 

 

Although it is a conscious call to drop the existing Article 7(3) dealing with deduction for 

expenses, such a provision in Article 7 could avoid several complications. Accordingly, 

OECD may consider including a specific para in Article 7 on the lines of existing para 7(3).  

 

The proposed para in Article 7 may also specifically incorporate, what is proposed in para 29 

i.e. deduction for expenses should not be denied merely on the basis that the domestic law 

does not recognize certain dealings between HO and PE.  

 

It may not be possible to achieve the desired results under Article 24(3). This is because 

Article 24 deals with “non-discrimination” and merely provides that the PE should not be 

discriminated. The tax administrations may be in a position to find several reasons to deny 

deduction for expenses on the basis that such denial does not result in discrimination against 

the PE. For example it could happen that none of the enterprises in the source country may be 

carrying on the “same activities” as are carried on by the PE.  

 

Under the current structure, the existing Article 7(3) gives the basic right to the PE to claim 

expenses and Article 24(3) further ensures that there is no discrimination against the PE. 

Article 24(3) is much broader in scope while Article 7(3) specifically deals with deduction 

for expenses. The proposed Article 7 does not give the basic right for deduction of expenses 

and expects Article 24(3) to give such deductions.  

 

Para 38 gives a reason why the current Article 7(3) is proposed to be dealt with. The reason is 

that there could be some confusion as regards the amount allowable and one could restrict 
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deduction to actual expense incurred and no deduction may be allowed for the mark up on 

such expense. However, this may be resolved by specifically providing that deduction for 

expenses should be considering arm’s length pricing.  

 

The reason for removing provision comparable to the existing Article 7(3) could be to 

remove confusion on the amount (inclusive of mark up), but it could have the impact of 

taking away the right of the PE to claim deduction for the expenses incurred with unrelated 

parties.  

 

Article 7(2) can be interpreted as permitting deduction for expenses, however only to the 

extent dealings with HO / other parts of the enterprise. The words “in particular in its 

dealings with other parts of the enterprise” seem to suggest this.  

 

Interestingly, the second part of para 38 provides that proposed Article 7(2) require deduction 

for expenses “wherever incurred”. However, it is difficult to read this in the proposed Article 

7(2), especially considering the fact that under the current provision a specific provision 

[Article 7(3)] facilitates this.   

 

The proposed structure of Article 7 could weaken the PEs case for deduction for expenses or 

may result in disputes. Accordingly, it is recommended that a provision similar to the existing 

Article 7(3) should be retained.  

 

1.8  Comments on para 41 

 

The last three sentences of this para read as follows: 

 
1. “Indeed, if the purchasing activities were performed by an independent enterprise, the 

purchaser would be remunerated on an arm’s length basis for its services.” 

2. “Also, since a tax exemption restricted to purchasing activities undertaken for the enterprise 

would require that expenses incurred for the purposes of performing these activities be 

excluded in determining the profits of the permanent establishment, such an exemption would 

raise administrative problems.” 

3. “The Committee therefore considered that a provision according to which no profits should 

be attributed to a permanent establishment by reason of the mere purchase of goods or 

merchandise for the enterprise was not consistent with the arm’s length principle and should 

not be included in the Article.”  

 

The second sentence and the word “therefore” seem to suggest that, because there would be 

administrative difficulties in identifying expenses related exempt (purchasing), the relevant 

provision got deleted. Or such administrative difficulty was one of the reasons for deletion of 

Article 7(5).  

 

An administrative difficulty generally may not result in such deletion of provisions. The 

proposed concept of arm’s length consideration on almost all the transactions between HO 

and PE it self would result in several substantial administrative difficulties.  

 

1.9  Comments on para 64 

 

The third sentence of the para reads as follows: 

 



New Article 7  Comments on Revised Discussion Draft 

 

Radhakishan Rawal                                                                                               January 1, 2010 
India  

7 

“The Article therefore only serves to allocate revenues and expenses for the 

purposes of allocating taxing rights and does not prejudge the issue of which 

revenues are taxable and which expenses are deductible, which is a matter of 

domestic law as long as there is conformity with paragraph 2.” 

 

The words “as long as there is conformity with paragraph 2” suggest that paragraph 2 also lay 

down what are the allowable expenses and what are taxable revenue.   
 

2. Miscellaneous Comments 

 

2.1  Specific reference to dates, name of the report etc. of previous OECD work 

 

Para 3, 4 and 10
7
 (pg. no. 6, 7 & 8) of the Revised Discussion Draft under the Preliminary 

remarks refers to the work done by OECD prior to 1977. For the benefit of new generation 

readers, OECD may give specific reference to the specific year of work, the name of the 

report etc.  

 

The second sentence of Para 43 of the Revised Discussion Draft reads “This guidance is 

reflected in the Report: which…..”. A footnote may be inserted after the word “Report” to 

give linkage to specific paragraphs of the Report.  

 

2.2  Comments on para 9 - “Setting up a PE” 

 

Para 9 of the Revised Discussion Draft contains the following:  

 
“….., until an enterprise of one State sets up a permanent establishment in another State, 

it should not properly be regarded as participating in the economic life of that other 

State…..” 
 

The use of words “set up” suggests a positive action on the part of the person to establish a 

presence. As against this, in certain situations, a PE may get created even without conscious 

efforts of the person. Similarly, it may also happen that when the establishment was set up, it 

was meant only for short period, but the actual period for which the establishment existed 

results in a PE with retrospective effect
8
. Similarly, in case of a dependent agent PE, the 

words “set up” may not be used.  

 
Alternatively, the words “sets up” may be replaced by the word “has”. Thus the sentence would read 

“…..until an enterprise of one State has a permanent establishment….”.  

 

2.3  Comments on para 10 

 

The words “under Article 7” may be inserted in the first sentence of para 10 of the Revised 

Discussion Draft. The sentence then would read as follows: 

 
“The second principle, which is reflected in the second sentence of the paragraph, is 

that under Article 7  the right to tax of the State where the permanent establishment is 

                                                 
7
 “…a few countries having some time ago….” When was this? 

8
 Para 6.3 of the OECD Commentary on Article 7 
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situated does not extend to profits that the enterprise may derive from that State but that 

are not attributable to the permanent establishment.” 
   

2.4  Comments on Para 31 

 

The second sentence of this para reads as follows: 

 
“That paragraph requires, among other things, that expenses be deductible under the 

same conditions whether these are incurred for the purposes of the taxation of the 

profits of a permanent establishment situated in a Contracting State or the taxation of 

the profits of an enterprise of that State.” 

 

This sentence requires reconsideration. The expenses are not “incurred for the purpose of 

taxation”.  

 

2.5  Comments on para 42 

 

The second sentence of para 42 reads “This result may require…..”.  

 

The word “result” may be replaced by the word “objective” or the words “desired result”.  

 

2.6  Comments on para 55 

 

The Revised Discussion Draft contemplates three situations as follows: 

 

1. The enterprise adopt pricing as per the requirements of Article 7(2)  

2. The enterprise does not adopt pricing as per the requirements of Article 7(2) 

3. The states adopt different interpretations permitted by the Report 

 

Under the first situations no state should make any adjustment. For the second and third 

situation, Article 7(3) gives a solution.  

 

As per para 55, the example contained in para 53 represents the third situation above. 

However, the example contained in para 53 appear to be representing situation 2 above as the 

arm’s length price is 110 and not 90.  

 

2.7  Comments on para 58 

 

The last sentence of this para reads “…..in order to reduce the taxable income by an 

appropriate adjustment.” 

 

Article 7(3) requires adjustment to the “amount of tax charged” and not “adjustment to 

taxable income”. Although both may mean the same thing / give same result, the requirement 

of amending the aforesaid sentence to be consistence with the language of Article 7(3) may 

be considered.  
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2.8  Comments on para 64 

 

The first sentence of this para suggests that Article 7(3) is applicable only when some part of 

the profits is attributed to another part of the enterprise “in accordance with” Article 7.  

 

However, this does not seem to be true. The Example contained in Para 53 suggests that 

Article 7(3) will be attracted even in a situation where the profits are determined NOT in 

accordance with Article 7.   


