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10 April 2007 

 REVISED COMMENTARY ON ARTICLE 7 OF THE OECD MODEL TAX CONVENTION 

Public discussion draft 

On 21 December 2006, the Committee on Fiscal Affairs released new versions of Parts I, II and III of its 
Report on the Attribution of Profits to Permanent Establishments, along with a cover note containing an 
update on the status of that project. As indicated in that note,  

 In order to provide maximum certainty on how profits should be attributed to permanent 
establishments, the Committee has decided that the Report’s conclusions should be 
reflected in a new version of Article 7, together with accompanying Commentary, to be 
used in the negotiation of future treaties and of amendments to existing treaties. In 
addition, in order to provide improved certainty for the interpretation of existing treaties 
based on the current text of Article 7, the Committee has decided that revised Commentary 
for that current text should also be prepared, to take into account those aspects of the 
Report that do not conflict with the existing Commentary.  

The note also indicated that the Committee intends to release both parts of that implementation package in 
draft form for public comment during 2007.  

In accordance with that decision, this note includes a draft of the revised Commentary on the current 
Article 7 of the OECD Model Tax Convention that seeks to take account of those aspects of the Report that 
do not conflict with the existing interpretation of Article 7 reflected in the current version of the 
Commentary. The Annex includes a marked-up version of the revised Commentary that highlights all the 
changes made to the existing Commentary. 

It is expected that the second part of the implementation package (i.e. a new version of Article 7 with 
accompanying new Commentary) will be released as a discussion draft towards the end of the year. 

The Committee invites interested parties to send their comments on this discussion draft if possible before 
15 June 2007 so that they may be examined at the next meeting of the sub-group mandated to draft the 
implementation package (that meeting will take place on 25-27 June). Comments sent after that date but 
before 1 August 2007 will also been examined, but at a later meeting. Comments should be sent to: 

 Jeffrey Owens 
 Director, CTPA 
  OECD  
 2, rue André Pascal 
 75775 Paris 
 FRANCE 
 e-mail: jeffrey.owens@oecd.org 
 
Unless otherwise requested at the time of submission, comments submitted to the OECD in response to this 
invitation may be posted on the OECD website. 



3 

 

 REVISED COMMENTARY ON ARTICLE 7  

 
I.  Preliminary remarks 
 
1. This Article is in many respects a continuation of, and a corollary to, Article 5 on the definition 
of the concept of permanent establishment. The permanent establishment criterion is commonly used in 
international double taxation conventions to determine whether a particular kind of income shall or 
shall not be taxed in the country from which it originates but the criterion does not of itself provide a 
complete solution to the problem of the double taxation of business profits; in order to prevent such 
double taxation it is necessary to supplement the definition of permanent establishment by adding to it 
an agreed set of rules by reference to which the profits attributable to the permanent establishment are 
to be calculated. To put the matter in a slightly different way, when an enterprise of a Contracting State 
carries on business in the other Contracting State the authorities of that second State have to ask 
themselves two questions before they levy tax on the profits of the enterprise: the first question 
is whether the enterprise has a permanent establishment in their country; if the answer is in the 
affirmative the second question is what, if any, are the profits on which that permanent establishment 
should pay tax. It is with the rules to be used in determining the answer to this second question that 
Article 7 is concerned. Rules for ascertaining the profits of an enterprise of a Contracting State which is 
trading with an enterprise of the other Contracting State when both enterprises are associated are dealt 
with in Article 9. 
 
2. Articles 7 and 9 are not particularly detailed and were not strikingly novel when they were 
adopted by the OECD. The question of what criteria should be used in attributing profits to a 
permanent establishment, and of how to allocate profits from transactions between associated 
enterprises, has had to be dealt with in a large number of double taxation conventions and in various 
models developed by the League of Nations before the OECD first dealt with it and the solutions 
adopted have generally conformed to a standard pattern.  
 
3. It is generally recognised that the essential principles on which this standard pattern is based are 
well founded, and, when the OECD first examined that question, it was thought sufficient to restate 
them with some slight amendments and modifications primarily aimed at producing greater clarity. The 
two Articles incorporate a number of directives. They do not, nor in the nature of things could they be 
expected to, lay down a series of precise rules for dealing with every kind of problem that may arise 
when an enterprise of one State makes profits in another. Modern commerce organises itself in an 
infinite variety of ways, and it would be quite impossible within the fairly narrow limits of an Article in 
a double taxation convention to specify an exhaustive set of rules for dealing with every kind of 
problem that may arise. 
 
4. It must be acknowledged, however, that there has been considerable variation in the 
interpretation of the general directives of Article 7 and of the provisions of earlier conventions and 
models on which the wording of the Article is based. This lack of a common interpretation of Article 
7 can lead to problems of double taxation and non-taxation. For that reason, it is important for tax 
authorities to agree on mutually consistent methods of dealing with these problems, using, where 
appropriate, the mutual agreement procedure provided for in Article 25. 
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5. Over the years, the Committee on Fiscal Affairs has therefore spent considerable time and 
effort trying to ensure a more consistent interpretation and application of the rules of the Article. 
Minor changes to the wording of the Article and a number of changes to the Commentary were made 
when the 1977 Model Tax Convention was adopted. A report that addressed that question in the 
specific case of banks was published in 1984.1 In 1987, noting that the determination of profits 
attributable to a permanent establishment could give rise to some uncertainty, the Committee 
undertook a review of the question which led to the adoption, in 1993, of the report entitled 
“Attribution of Income to Permanent Establishments”2 and to subsequent changes to the 
Commentary.  
 
6. Despite that work, the practices of OECD and non-OECD countries regarding the attribution 
of profits to permanent establishments and these countries’ interpretation of Article 7 continued to 
vary considerably. The Committee acknowledged the need to provide more certainty to taxpayers: in 
its report “Transfer Pricing Guidelines for Multinational Enterprises and Tax Administrations”, 
adopted in 1995, it indicated that further work would address the application of the arm’s length 
principle to permanent establishments. That work resulted, in [2007], in a report entitled “Attribution 
of Profits to Permanent Establishments”. The approach developed in that Report was not constrained 
by either the original intent or by the historical practice and interpretation of Article 7. Instead, the 
focus has been on formulating the most preferable approach to attributing profits to a permanent 
establishment under Article 7 given modern-day multinational operations and trade.  
 
7. The approach put forward in that Report deals with the attribution of profits both to 
permanent establishments in general (Part I of the Report) and, in particular, to permanent 
establishments of businesses operating in the financial sector, where trading through a permanent 
establishment is widespread (Part II of the Report, which deals with permanent establishments of 
banks, and Part III, which deals with permanent establishments of enterprises carrying on global 
trading). The Committee considers that the guidance included in the Report represents a better 
approach to attributing profits to permanent establishments than has previously been available. It 
does recognise, however, that there are differences between some of the conclusions of the Report 
and the interpretation of the Article previously given in this Commentary. For that reason, this 
Commentary has been amended to incorporate a number of conclusions of the Report that did not 
conflict with the previous version of this Commentary, which prescribed specific approaches in 
some areas and left considerable leeway in others. The Report therefore represents internationally 
agreed principles and, to the extent that it does not conflict with this Commentary, provides 
guidelines for the application of the arm's length principle incorporated in the Article. 
  
8.  Before 2000, income from professional services and other activities of an independent 
character was dealt with under a separate Article, i.e. Article 14. The provisions of that Article were 
similar to those applicable to business profits but it used the concept of fixed base rather than that of 
permanent establishment since it had originally been thought that the latter concept should be reserved 
to commercial and industrial activities. However, it was not always clear which activities fell within 
Article 14 as opposed to Article 7. The elimination of Article 14 in 2000 reflected the fact that there 
were no intended differences between the concepts of permanent establishment, as used in Article 7, 

                                                      
1.  “The Taxation of Multinational Banking Enterprises”, in Transfer Pricing and Multinational Enterprises - 

Three Taxation Issues, OECD, Paris, 1984. 

2. Attribution of Income to Permanent Establishments, Issues in International Taxation No. 5, OECD, Paris, 
1994; reproduced in Volume II of the loose-leaf version of the OECD Model Tax Convention at page 
R(13)-1. 
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and fixed base, as used in Article 14, or between how profits were computed and tax was calculated 
according to which of Article 7 or 14 applied. The effect of the deletion of Article 14 is that income 
derived from professional services or other activities of an independent character is now dealt with 
under Article 7 as business profits. This was confirmed by the addition of a definition of the term 
“business” which expressly provides that this term includes professional services or other activities of 
an independent character. 

II.  Commentary on the provisions of the Article 
 
Paragraph 1 
 
9.  This paragraph is concerned with two questions. First, it restates the generally accepted 
principle of double taxation conventions that an enterprise of one State shall not be taxed in the other 
State unless it carries on business in that other State through a permanent establishment situated 
therein. It is hardly necessary to argue here the merits of this principle. It is perhaps sufficient to say 
that it has come to be accepted in international fiscal matters that 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 to such an extent that it comes within the jurisdiction of that other 
State’s taxing rights. 
 
10.  The second point is laid down in the second sentence: when an enterprise carries on business 
through a permanent establishment in another State, that State may tax the profits of the enterprise but 
only so much of them as is attributable to the permanent establishment; in other words, the right to tax 
does not extend to profits that the enterprise may derive from that State otherwise than through the 
permanent establishment. This is a question on which there have historically been differences of view, 
some countries having occasionally pursued a principle of general “force of attraction” according to 
which income such as other business profits, dividends, interest and royalties arising from sources in 
their territory was fully taxable by them if the beneficiary had a permanent establishment therein even 
though such income was clearly not attributable to that permanent establishment. Whilst some bilateral 
tax conventions include a limited anti-avoidance rule based on a restricted force of attraction approach 
that only applies to business profits derived from activities similar to those carried on by a permanent 
establishment, the general force of attraction approach has now been rejected. 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 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 the 
permanent establishment test. This is of course without prejudice to other Articles. This solution is 
conducive to simple and efficient administration, and is more closely adapted to the way in which 
business is commonly transacted. The organisation of modern business is highly complex. There are a 
considerable number of companies each of which is engaged in a wide diversity of activities and is 
carrying on business extensively in many countries. It may be that such a company may have set up a 
permanent establishment in a second country and may be transacting a considerable amount of 
business through that permanent establishment in one particular kind of manufacture; that a different 
part of the same company may be selling quite different goods or manufactures in that second country 
through independent agents; and that the company may have perfectly genuine reasons for taking this 
course, reasons based, for example, either on the historical pattern of its business or on commercial 
convenience. Is it desirable that the fiscal authorities should go so far as to insist on trying to search out 
the profit element of each of the transactions carried on through independent agents, with a view to 
aggregating that profit with the profits of the permanent establishment? Such an approach would 
interfere seriously with ordinary commercial processes, and would be contrary to the aims of the 
Convention.  
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11. When referring to the part of the profits of an enterprise that is attributable to a permanent 
establishment, the second sentence of paragraph 1 refers directly to paragraph 2, which provides the 
directive for determining what profits should be attributed to a permanent establishment. As 
paragraph 2 is part of the context in which the sentence must be read, that sentence should not be 
interpreted in a way that could contradict paragraph 2, e.g. by interpreting it as restricting the amount 
of profits that can be attributed to a permanent establishment to the amount of profits of the 
enterprise as a whole. Thus, whilst paragraph 1 provides that a Contracting State may only tax the 
profits of an enterprise of the other Contracting State to the extent that they are attributable to a 
permanent establishment situated in the first State, it is paragraph 2 that determines the meaning of 
the phrase “profits attributable to a permanent establishment”. In other words, the directive of 
paragraph 2 may result in profits being attributed to a permanent establishment even though the 
enterprise as a whole has never made profits.  

12. Clearly, however, the Contracting State of the enterprise has an interest in the directive of 
paragraph 2 being correctly applied by the State where the permanent establishment is located. Since 
that directive applies to both Contracting States, the State of the enterprise must, in accordance with 
Article 23, eliminate double taxation on the profits properly attributable to the permanent 
establishment. In other words, if the State where the permanent establishment is located attempts to 
tax profits that are not attributable to the permanent establishment under Article 7, this may result in 
double taxation of profits that should properly be taxed only in the State of the enterprise.  

13.  The purpose of paragraph 1 is to provide limits to the right of one Contracting State to tax the 
business profits of enterprises of the other Contracting State. The paragraph does not limit the right of a 
Contracting State to tax its own residents under controlled foreign companies provisions found in its 
domestic law even though such tax imposed on these residents may be computed by reference to the 
part of the profits of an enterprise that is resident of the other Contracting State that is attributable to 
these residents’ participation in that enterprise. Tax so levied by a State on its own residents does not 
reduce the profits of the enterprise of the other State and may not, therefore, be said to have been levied 
on such profits (see also paragraph 23 of the Commentary on Article 1 and paragraphs 37 to 39 of the 
Commentary on Article 10). 

Paragraph 2 
 
14.  This paragraph contains the central directive on which the attribution of profits to a 
permanent establishment is intended to be based. The paragraph incorporates the view that the profits 
to be attributed to a permanent establishment are those which that permanent establishment would have 
made if, instead of dealing with the rest of the enterprise, it had been dealing with an entirely separate 
enterprise under conditions and at prices prevailing in the ordinary market. This corresponds to the 
“arm’s length principle” discussed in the Commentary on Article 9. Normally, the profits so 
determined would be the same profits that one would expect to be determined by the ordinary 
processes of good business accountancy. 
  
15.  In the great majority of cases, trading accounts of the permanent establishment ― which are 
commonly available if only because a well-run business organisation is normally concerned to know 
what is the profitability of its various branches — will be used to ascertain the profit properly 
attributable to that establishment. Exceptionally there may be no separate accounts (cf. paragraphs 46 
to 50 below). But where there are such accounts they will naturally form the starting point for any 
processes of adjustment in case adjustment is required to produce the amount of profits that are 
properly attributable to the permanent establishment under the directive contained in paragraph 2. It 
should perhaps be emphasized that this directive is no justification to construct hypothetical profit 
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figures in vacuo; it is always necessary to start with the real facts of the situation as they appear from 
the business records of the permanent establishment and to adjust as may be shown to be necessary the 
profit figures which those facts produce. As noted in paragraph 19 below and as explained in paragraph 
39 of Part I of the Report “Attribution of Profits to Permanent Establishments”, however, records and 
documentation must satisfy certain requirements in order to be considered to reflect the real facts of the 
situation. 
 
16. In order to determine whether such an adjustment is required by paragraph 2, it will be 
necessary to determine the profits that would have been realized if the permanent establishment had 
been a separate and distinct enterprise engaged in the same or similar activities under the same or 
similar conditions and dealing wholly independently with the rest of the enterprise. Sections D-2 and 
D-3 of Part I of the Report “Attribution of Profits to Permanent Establishments” describe the two-step 
approach through which this should be done. This approach will allow the calculation of the profits 
attributable to all the activities carried on through the permanent establishment, including 
transactions with other unrelated enterprises, transactions with related enterprises and dealings (e.g. 
the internal transfer of capital or property or the internal provision of services – see for instance 
paragraphs 31 and 32) with other parts of the enterprise (under the second step described above), in 
accordance with the directive of paragraph 2.  

17. The first step of that approach requires the identification of the activities carried on through 
the permanent establishment. This should be done through a functional and factual analysis (the 
guidance found in the Transfer Pricing Guidelines for Multinational Enterprises and Tax 
Administrations 1 will be relevant for that purpose). Under that first step, the economically significant 
activities and responsibilities undertaken through the permanent establishment will be identified. 
This analysis should, to the extent relevant, consider the activities and responsibilities undertaken 
through the permanent establishment in the context of the activities and responsibilities undertaken 
by the enterprise as a whole, particularly those parts of the enterprise that engage in dealings with the 
permanent establishment. Under the second step of that approach, the remuneration of any such 
dealings will be determined by applying by analogy the principles developed for the application of 
the arm’s length principle between associated enterprises (these principles are articulated in the 
Transfer Pricing Guidelines for Multinational Enterprises and Tax Administrations) by reference to 
the functions performed, assets used and risk assumed by the enterprise through the permanent 
establishment and through the rest of the enterprise.  

18. A question that may arise is to what extent accounting records should be relied upon when 
they are based on agreements between the head office and its permanent establishments (or between 
the permanent establishments themselves). Clearly, such internal agreements cannot qualify as 
legally binding contracts. However, to the extent that the trading accounts of the head office and the 
permanent establishments are both prepared symmetrically on the basis of such agreements and that 
those agreements reflect the functions performed by the different parts of the enterprise, these trading 
accounts could be accepted by tax authorities. Accounts should not be regarded as prepared 
symmetrically, however, unless the values of transactions or the methods of attributing profits or 
expenses in the books of the permanent establishment corresponded exactly to the values or methods of 
attribution in the books of the head office in terms of the national currency or functional currency in 
which the enterprise recorded its transactions. Also, as explained in paragraph 15, records and 
documentation must satisfy certain requirements in order to be considered to reflect the real facts of the 

                                                      
1. The original version of that report was approved by the Council of the OECD on 27 June 1995.  Published in 

a loose-leaf format as Transfer Pricing Guidelines for Multinational Enterprises and Tax Administrations, 
OECD, Paris, 1995. 
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situation. For example, where trading accounts are based on internal agreements that reflect purely 
artificial arrangements instead of the real economic functions of the different parts of the enterprise, 
these agreements should simply be ignored and the accounts corrected accordingly. One such case 
would be where a permanent establishment involved in sales were, under such an internal agreement, 
given the role of principal (accepting all the risks and entitled to all the profits from the sales) when in 
fact the permanent establishment concerned was nothing more than an intermediary or agent (incurring 
limited risks and entitled to receive only a limited share of the resulting income) or, conversely, were 
given the role of intermediary or agent when in reality it was a principal. 
 
19. It may therefore be concluded that accounting records and contemporaneous documentation 
that meet the above-mentioned requirements constitute a useful starting point for the purposes of 
attributing profits to a permanent establishment. Taxpayers are encouraged to prepare such 
documentation, as it may reduce substantially the potential for controversies. Section D-2 (vi) b) of 
Part I of the Report “Attribution of Profits” discusses the conditions under which tax administrations 
would give effect to such documentation.  
 
20.  There may be a realisation of a taxable profit when an asset, whether or not trading stock, 
forming part of the business property of a permanent establishment situated within a State’s territory is 
transferred to a permanent establishment or the head office of the same enterprise situated in another 
State. Article 7 allows the former State to tax profits deemed to arise in connection with such a transfer. 
Such profits may be determined as indicated below. In cases where such transfer takes place, whether 
or not it is a permanent one, the question arises as to when taxable profits are realised. In practice, 
where such property has a substantial market value and is likely to appear on the balance sheet of the 
importing permanent establishment or other part of the enterprise after the taxation year during that in 
which the transfer occurred, the realisation of the taxable profits will not, so far as the enterprise as a 
whole is concerned, necessarily take place in the taxation year of the transfer under consideration. 
However, the 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. 
  
21. Where the countries in which the permanent establishments operate levy tax on the profits 
accruing from an internal transfer as soon as it is made, even when these profits are not actually 
realised until a subsequent commercial year, there will be inevitably a time lag between the moment 
when tax is paid abroad and the moment it can be taken into account in the country where the 
enterprise’s head office is located. A serious problem is inherent in the time lag, especially when a 
permanent establishment transfers fixed assets or — in the event that it is wound up — its entire 
operating equipment stock, to some other part of the enterprise of which it forms part. In such cases, it 
is up to the head office country to seek, on a case by case basis, a bilateral solution with the outward 
country where there is serious risk of overtaxation. 
  
22. Where, under paragraph 5 of Article 5, a permanent establishment of an enterprise of a 
Contracting State is deemed to exist in the other Contracting State by reason of the activities of a so-
called dependent agent (see paragraph 32 of the Commentary on Article 5), the same principles used 
to attribute profits to other types of permanent establishment will apply to attribute profits to that 
deemed permanent establishment. As a first step, the activities that the dependent agent undertakes 
for the enterprise will be identified through a functional and factual analysis that will determine the 
functions undertaken by the dependent agent both on its own account and on behalf of the enterprise. 
The dependent agent and the enterprise on behalf of which it is acting constitute two separate 
potential taxpayers. On the one hand, the dependent agent will derive its own income or profits from 
the activities that it performs on its own account for the enterprise; if the agent is itself a resident of 
either Contracting State, the provisions of the Convention (including Article 9 if that agent is an 
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enterprise associated to the enterprise on behalf of which it is acting) will be relevant to the taxation 
of such income or profits. On the other hand, the deemed permanent establishment of the enterprise 
will be attributed the assets and risks of the enterprise relating to the functions performed by the 
dependent agent on behalf of that enterprise (i.e. the activities that the dependent agent undertakes 
for that enterprise), together with sufficient capital to support those assets and risks. Profits will then 
be attributed to the deemed permanent establishment on the basis of those assets, risks and capital; 
these profits will be separate from, and will not include, the income or profits that are properly 
attributable to the dependent agent itself (see section D-5 of Part I of the Report “Attribution of 
Profits to Permanent Establishments”).  

Paragraph 3 
 
23. This paragraph clarifies, in relation to the expenses of a permanent establishment, the general 
directive laid down in paragraph 2. The paragraph specifically recognises that in calculating the profits 
of a permanent establishment allowance is to be made for expenses, wherever incurred, that were 
incurred for the purposes of the permanent establishment. Clearly in some cases it will be necessary to 
estimate or to calculate by conventional means the amount of expenses to be taken into account. In the 
case, for example, of general administrative expenses incurred at the head office of the enterprise, it 
may be appropriate to take into account a proportionate part based on the ratio that the permanent 
establishment’s turnover (or perhaps gross profits) bears to that of the enterprise as a whole. Subject to 
this, it is considered that the amount of expenses to be taken into account as incurred for the purposes 
of the permanent establishment should be the actual amount so incurred. The deduction allowable to 
the permanent establishment for any of the expenses of the enterprise attributed to it does not depend 
upon the actual reimbursement of such expenses by the permanent establishment. 
  
24. It has sometimes been suggested that the need to reconcile paragraphs 2 and 3 created practical 
difficulties as paragraph 2 required that prices between the permanent establishment and the head 
office be normally charged on an arm’s length basis, giving to the transferring entity the type of profit 
which it might have been expected to make were it dealing with an independent enterprise, whilst the 
wording of paragraph 3 suggested that the deduction for expenses incurred for the purposes of 
permanent establishments should be the actual cost of those expenses, normally without adding any 
profit element.  

25. In fact, whilst the application of paragraph 3 may raise some practical difficulties, especially in 
relation to the separate enterprise and arm’s length principles underlying paragraph 2, there is no 
difference of principle between the two paragraphs. Paragraph 3 indicates that in determining the 
profits of a permanent establishment, certain expenses must be allowed as deductions whilst paragraph 
2 provides that the profits determined in accordance with the rule contained in paragraph 3 relating to 
the deduction of expenses must be those that a separate and distinct enterprise engaged in the same or 
similar activities under the same or similar conditions would have made. Thus, whilst paragraph 3 
provides a rule applicable for the determination of the profits of the permanent establishment, 
paragraph 2 requires that the profits so determined correspond to the profits that a separate and 
independent enterprise would have made. 

26. Also, paragraph 3 only determines which expenses should be attributed to the permanent 
establishment for purposes of determining the profits attributable to that permanent establishment. It 
does not deal with the issue of whether those expenses, once 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.  
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27. In applying these principles to the practical determination of the profits of a permanent 
establishment, the question may arise as to whether a particular cost incurred by an enterprise can truly 
be considered as an expense incurred for the purposes of the permanent establishment, keeping in mind 
the separate and independent enterprise principles of paragraph 2. Whilst in general independent 
enterprises in their dealings with each other will seek to realise a profit and, when transferring property 
or providing services to each other, will charge such prices as the open market would bear, 
nevertheless, there are also circumstances where it cannot be considered that a particular property or 
service would have been obtainable from an independent enterprise or when independent enterprises 
may agree to share between them the costs of some activity which is pursued in common for their 
mutual benefit. In these particular circumstances, it may be appropriate to treat any relevant costs 
incurred by the enterprise as an expense incurred for the permanent establishment. The difficulty arises 
in making a distinction between these circumstances and the cases where a cost incurred by 
an enterprise should not be considered as an expense of the permanent establishment and the relevant 
property or service should be considered, on the basis of the separate and independent enterprises 
principle, to have been transferred between the head office and the permanent establishment at a price 
including an element of profit. The question must be whether the internal transfer of property and 
services, be it temporary or final, is of the same kind as those which the enterprise, in the normal 
course of its business, would have charged to a third party at an arm’s length price, i.e. by normally 
including in the sale price an appropriate profit. 
  
28. On the one hand, the answer to that question will be in the affirmative if the expense is initially 
incurred in performing a function the direct purpose of which is to make sales of a specific good or 
service and to realise a profit through a permanent establishment. On the other hand, the answer will be 
in the negative if, on the basis of the facts and circumstances of the specific case, it appears that the 
expense is initially incurred in performing a function the essential purpose of which is to rationalise the 
overall costs of the enterprise or to increase in a general way its sales.1 
  
29. Where goods are supplied for resale whether in a finished state or as raw materials or 
semi-finished goods, it will normally be appropriate for the provisions of paragraph 2 to apply and for 
the supplying part of the enterprise to be allocated a profit, measured by reference to arm’s length 
principles. But there may be exceptions even here. One example might be where goods are not 
supplied for resale but for temporary use in the trade so that it may be appropriate for the parts of the 
enterprise which share the use of the material to bear only their share of the cost of such material e.g. in 
the case of machinery, the depreciation costs that relate to its use by each of these parts. It should of 
course be remembered that the mere purchase of goods does not constitute a permanent establishment 
(subparagraph 4 d) of Article 5) so that no question of attribution of profit arises in such circumstances. 
  
30. In the case of intangible rights, the rules concerning the relations between enterprises of the 
same group (e.g. payment of royalties or cost sharing arrangements) cannot be applied in respect of the 
relations between parts of the same enterprise. Indeed, it may be extremely difficult to allocate 
“ownership” of the intangible right solely to one part of the enterprise and to argue that this part of the 
enterprise should receive royalties from the other parts as if it were an independent enterprise. Since 
there is only one legal entity it is not possible to allocate legal ownership to any particular part of the 
enterprise and in practical terms it will often be difficult to allocate the costs of creation exclusively to 
one part of the enterprise. It may therefore be preferable for the costs of creation of intangible rights to 
be regarded as attributable to all parts of the enterprise which will make use of them and as incurred on 

                                                      
1. Internal transfers of financial assets, which are primarily relevant for banks and other financial institutions, 

raise specific issues which have been dealt with in Parts II and III of the Report “Attribution of Profits to 
Permanent Establishments”. 
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behalf of the various parts of the enterprise to which they are relevant accordingly. In such 
circumstances it would be appropriate to allocate between the various parts of the enterprise the actual 
costs of the creation or acquisition of such intangible rights, as well as the costs subsequently incurred 
with respect to these intangible rights, without any mark-up for profit or royalty. In so doing, tax 
authorities must be aware of the fact that the possible adverse consequences deriving from any research 
and development activity (e.g. the responsibility related to the products and damages to the 
environment) shall also be allocated to the various parts of the enterprise, therefore giving rise, 
where appropriate, to a compensatory charge. 
  
31. The area of services is the one in which difficulties may arise in determining whether in a 
particular case a service should be charged between the various parts of a single enterprise at its actual 
cost or at that cost plus a mark-up to represent a profit to the part of the enterprise providing the 
service. The trade of the enterprise, or part of it, may consist of the provision of such services and there 
may be a standard charge for their provision. In such a case it will usually be appropriate to charge a 
service at the same rate as is charged to the outside customer. 
  
32. Where the main activity of a permanent establishment is to provide specific services to the 
enterprise to which it belongs and where these services provide a real advantage to the enterprise and 
their costs represent a significant part of the expenses of the enterprise, the host country may require 
that a profit margin be included in the amount of the costs. As far as possible, the host country should 
then try to avoid schematic solutions and rely on the value of these services in the given circumstances 
of each case. 
  
33. However, more commonly the provision of services is merely part of the general management 
activity of the company taken as a whole as where, for example, the enterprise conducts a common 
system of training and employees of each part of the enterprise benefit from it. In such a case it would 
usually be appropriate to treat the cost of providing the service as being part of the general 
administrative expenses of the enterprise as a whole which should be allocated on an actual cost basis 
to the various parts of the enterprise to the extent that the costs are incurred for the purposes of that part 
of the enterprise, without any mark-up to represent profit to another part of the enterprise.  
 
34.  The treatment of services performed in the course of the general management of an enterprise 
raises the question whether any part of the total profits of an enterprise should be deemed to arise from 
the exercise of good management. Consider the case of a company that has its head office in one 
country but carries on all its business through a permanent establishment situated in another country. In 
the extreme case it might well be that only the directors’ meetings were held at the head office and that 
all other activities of the company apart from purely formal legal activities, were carried on in the 
permanent establishment. In such a case there is something to be said for the view that at least part of 
the profits of the whole enterprise arose from the skilful management and business acumen of the 
directors and that part of the profits of the enterprise ought, therefore, to be attributed to the country in 
which the head office was situated. If the company had been managed by a managing agency, then that 
agency would doubtless have charged a fee for its services and the fee might well have been a simple 
percentage participation in the profits of the enterprise. But whatever the theoretical merits of such a 
course, practical considerations weigh heavily against it. In the kind of case quoted the expenses 
of management would, of course, be set against the profits of the permanent establishment in 
accordance with the provisions of paragraph 3, but when the matter is looked at as a whole, it is 
thought that it would not be right to go further by deducting and taking into account some notional 
figure for “profits of management”. In cases identical to the extreme case mentioned above, no 
account should therefore be taken in determining taxable profits of the permanent establishment of any 
notional figure such as profits of management. 
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35. It may be, of course, that countries where it has been customary to allocate some proportion of 
the total profits of an enterprise to the head office of the enterprise to represent the profits of good 
management will wish to continue to make such an allocation. Nothing in the Article is designed to 
prevent this. Nevertheless it follows from what is said in paragraph 34 above that a country in which a 
permanent establishment is situated is in no way required to deduct when calculating the profits 
attributable to that permanent establishment an amount intended to represent a proportionate part of the 
profits of management attributable to the head office. 
  
36. It might well be that if the country in which the head office of an enterprise is situated allocates 
to the head office some percentage of the profits of the enterprise only in respect of good management, 
while the country in which the permanent establishment is situated does not, the resulting total of the 
amounts charged to tax in the two countries would be greater than it should be. In any such case the 
country in which the head office of the enterprise is situated should take the initiative in arranging for 
such adjustments to be made in computing the taxation liability in that country as may be necessary to 
ensure that any double taxation is eliminated. 
 
37. The treatment of interest charges raises particular issues. First, there might be amounts which, 
under the name of interest, are charged by a head office to its permanent establishment with respect 
to internal “loans” by the former to the latter. Except for financial enterprises such as banks, it is 
generally agreed that such internal “interest” need not be recognised. This is because: 

 — From the legal standpoint, the transfer of capital against payment of interest and an 
undertaking to repay in full at the due date is really a formal act incompatible with the true 
legal nature of a permanent establishment. 

 — From the economic standpoint, internal debts and receivables may prove to be non-existent, 
since if an enterprise is solely or predominantly equity-funded it ought not to be allowed to 
deduct interest charges that it has manifestly not had to pay. While, admittedly, symmetrical 
charges and returns will not distort the enterprise’s overall profits, partial results may well be 
arbitrarily changed. 

 
38. For these reasons, the ban on deductions for internal debts and receivables should continue to 
apply generally, subject to the special situation of banks, as mentioned below. 

 
39. A different issue, however, is that of the deduction of interest on debts actually incurred by the 
enterprise. Such debts may relate in whole or in part to the activities of the permanent establishment; 
indeed, loans contracted by an enterprise will serve either the head office, the permanent establishment 
or both. The question that arises in relation to these debts is how to determine the part of the interest 
that should be deducted in computing the profits attributable to the permanent establishment.  
 
40. The approach suggested in this Commentary before 1994, namely the direct and indirect 
apportionment of actual debt charges, did not prove to be a practical solution, notably since it was 
unlikely to be applied in a uniform manner. Also, it is well known that the indirect apportionment of 
total interest payment charges, or of the part of interest that remains after certain direct allocations, 
comes up against practical difficulties. It is also well known that direct apportionment of total interest 
expense may not accurately reflect the cost of financing the permanent establishment because the 
taxpayer may be able to control where loans are booked and adjustments may need to be made to 
reflect economic reality, in particular the fact that an independent enterprise would normally be 
expected to have a certain level of “free” capital. 
  
41. Consequently, the majority of Member countries consider that it would be preferable to look 
for a practicable solution that would take into account a capital structure appropriate to both the 
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organization and the functions performed. This appropriate capital structure will take account of the 
fact that in order to carry out its activities, the permanent establishment requires a certain amount of 
funding made up of “free” capital and interest-bearing debt. The objective is therefore to attribute an 
arm’s length amount of interest to the permanent establishment after attributing an appropriate 
amount of “free” capital in order to support the functions, assets and risks of the permanent 
establishment. Under the arm’s length principle a permanent establishment should have sufficient 
capital to support the functions it undertakes, the assets it economically owns and the risks it 
assumes. In the financial sector regulations stipulate minimum levels of regulatory capital to provide 
a cushion in the event that some of the risks inherent in the business crystallise into financial loss. 
Capital provides a similar cushion against crystallisation of risk in non-financial sectors.  
 
42. As explained in section D-2 (v) b) of the Report “Attribution of Profits to Permanent 
Establishments”, there are different acceptable approaches for attributing “free” capital that are 
capable of giving an arm’s length result. Each approach has its own strengths and weaknesses, which 
become more or less material depending on the facts and circumstances of particular cases. Different 
methods adopt different starting points for determining the amount of “free” capital attributable to a 
permanent establishment, which either put more emphasis on the actual structure of the enterprise of 
which the permanent establishment is a part or alternatively, on the capital structures of comparable 
independent enterprises. The key to attributing “free” capital is to recognise: 

 ― the existence of strengths and weaknesses in any approach and when these are likely to be 
present; 

 ― that there is no single arm’s length amount of “free capital”, but a range of potential capital 
attributions within which it is possible to find an amount of “free” capital that can meet the 
basic principle set out above.  

43.  It is recognised, however, that the existence of different acceptable approaches for attributing 
“free” capital to a permanent establishment which are capable of giving an arm’s length result can 
give rise to problems of double taxation. The main concern, which is especially acute for financial 
institutions, is that if the domestic law rules of the State where the permanent establishment is 
located and of the State of the enterprise require different acceptable approaches for attributing an 
arm’s length amount of free capital to the permanent establishment, the amount of profits calculated 
by the State of the permanent establishment may be higher than the amount of profits calculated by 
the State of the enterprise for purposes of relief of double taxation. 

44.  Given the practical importance of that issue, the Committee has looked for a practical 
solution. OECD member countries have therefore agreed to accept, in computing double taxation 
relief, the quantum of the interest deduction derived from the application of the approach used by the 
State in which the permanent establishment is located if the following two conditions are met. First, 
they will do so if the difference in capital attribution between that State and the State of the 
enterprise results from conflicting domestic law choices of capital attribution methods. Second they 
will do so as long as there is agreement that the State in which the permanent establishment is 
located has used an authorised approach to the attribution of capital and there is also agreement that 
that approach produces a result consistent with the arm’s length principle in the particular case. 
OECD member countries consider that they are able to achieve that result either under their domestic 
law, through the interpretation of Articles 7 and 23 or under the mutual agreement procedure of 
Article 25 and, in particular, the possibility offered by that Article to resolve any issues concerning 
the application or interpretation of their tax treaties. 

45. As already mentioned, special considerations apply to internal interest charges on advances 
between different parts of a financial enterprise (e.g. a bank), in view of the fact that making and 
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receiving advances is closely related to the ordinary business of such enterprises. This problem, as 
well as other problems relating to the application of Article 7 to the permanent establishments of 
banks and enterprises carrying on global trading, is discussed in Parts II and III of the Report 
“Attribution of Profits to Permanent Establishments”.   
 
46. It is usually found that there are, or there can be constructed, adequate accounts for each part or 
section of an enterprise so that profits and expenses, adjusted as may be necessary, can be allocated to a 
particular part of the enterprise with a considerable degree of precision. This method of allocation is, it 
is thought, to be preferred in general wherever it is reasonably practicable to adopt it. There are, 
however, circumstances in which this may not be the case and paragraphs 2 and 3 are in no way 
intended to imply that other methods cannot properly be adopted where appropriate in order to arrive at 
the profits of a permanent establishment on a “separate enterprise” footing. It may well be, for 
example, that profits of insurance enterprises can most conveniently be ascertained by special methods 
of computation, e.g. by applying appropriate co-efficients to gross premiums received from policy 
holders in the country concerned. Again, in the case of a relatively small enterprise operating on both 
sides of the border between two countries, there may be no proper accounts for the permanent estab-
lishment nor means of constructing them. There may, too, be other cases where the affairs of the 
permanent establishment are so closely bound up with those of the head office that it would be 
impossible to disentangle them on any strict basis of branch accounts. Where it has been customary in 
such cases to estimate the arm’s length profit of a permanent establishment by reference to suitable 
criteria, it may well be reasonable that that method should continue to be followed, notwithstanding 
that the estimate thus made may not achieve as high a degree of accurate measurement of the profit as 
adequate accounts. Even where such a course has not been customary, it may, exceptionally, be 
necessary for practical reasons to estimate the arm’s length profits. 

Paragraph 4 
 
47. It has in some cases been the practice to determine the profits to be attributed to a permanent 
establishment not on the basis of separate accounts or by making an estimate of arm’s length profit, but 
simply by apportioning the total profits of the enterprise by reference to various formulae. Such a 
method differs from those envisaged in paragraph 2, since it contemplates not an attribution of profits 
on a separate enterprise footing, but an apportionment of total profits; and indeed it might produce a 
result in figures which would differ from that which would be arrived at by a computation based on 
separate accounts. Paragraph 4 makes it clear that such a method may continue to be employed by a 
Contracting State if it has been customary in that State to adopt it, even though the figure arrived at 
may at times differ to some extent from that which would be obtained from separate accounts, 
provided that the result can fairly be said to be in accordance with the principles contained in the 
Article. It is emphasized, however, that in general the profits to be attributed to a permanent 
establishment should be determined by reference to the establishment’s accounts if these reflect the real 
facts. It is considered that a method of allocation which is based on apportioning total profits is 
generally not as appropriate as a method which has regard only to the activities of the permanent 
establishment and should be used only where, exceptionally, it has as a matter of history been 
customary in the past and is accepted in the country concerned both by the taxation authorities and 
taxpayers generally there as being satisfactory. It is understood that paragraph 4 may be deleted where 
neither State uses such a method. Where, however, Contracting States wish to be able to use a method 
which has not been customary in the past the paragraph should be amended during the bilateral 
negotiations to make this clear. 
  
48.  It would not, it is thought, be appropriate within the framework of this Commentary to attempt 
to discuss at length the many various methods involving apportionment of total profits that have been 
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adopted in particular fields for allocating profits. These methods have been well documented in 
treatises on international taxation. It may, however, not be out of place to summarise briefly some of 
the main types and to lay down some very general directives for their use. 
  
49. The essential character of a method involving apportionment of total profits is that a 
proportionate part of the profits of the whole enterprise is allocated to a part thereof, all parts of the 
enterprise being assumed to have contributed on the basis of the criterion or criteria adopted to the 
profitability of the whole. The difference between one such method and another arises for the most part 
from the varying criteria used to determine what is the correct proportion of the total profits. It is fair to 
say that the criteria commonly used can be grouped into three main categories, namely those which are 
based on the receipts of the enterprise, its expenses or its capital structure. The first category covers 
allocation methods based on turnover or on commission, the second on wages and the third on the 
proportion of the total working capital of the enterprise allocated to each branch or part. It is not, of 
course, possible to say in vacuo that any of these methods is intrinsically more accurate than the others; 
the appropriateness of any particular method will depend on the circumstances to which it is applied. In 
some enterprises, such as those providing services or producing proprietary articles with a high profit 
margin, net profits will depend very much on turnover. For insurance enterprises it may be appropriate 
to make an apportionment of total profits by reference to premiums received from policy holders in each 
of the countries concerned. In the case of an enterprise manufacturing goods with a high cost raw 
material or labour content, profits may be found to be related more closely to expenses. In the case of 
banking and financial concerns the proportion of total working capital may be the most relevant 
criterion. It is considered that the general aim of any method involving apportionment of total profits 
ought to be to produce figures of taxable profit that approximate as closely as possible to the figures that 
would have been produced on a separate accounts basis, and that it would not be desirable to attempt in 
this connection to lay down any specific directive other than that it should be the responsibility of the 
taxation authority, in consultation with the authorities of other countries concerned, to use the method 
which in the light of all the known facts seems most likely to produce that result. 
  
50. The use of any method which allocates to a part of an enterprise a proportion of the total profits of 
the whole does, of course, raise the question of the method to be used in computing the total profits of the 
enterprise. This may well be a matter which will be treated differently under the laws of different 
countries. This is not a problem which it would seem practicable to attempt to resolve by laying down 
any rigid rule. It is scarcely to be expected that it would be accepted that the profits to be apportioned 
should be the profits as they are computed under the laws of one particular country; each country 
concerned would have to be given the right to compute the profits according to the provisions of its own 
laws. 

Paragraph 5 
 
51. In paragraph 4 of Article 5 there are listed a number of examples of activities which, even 
though carried on at a fixed place of business, are deemed not to be included in the term “permanent 
establishment”. In considering rules for the allocation of profits to a permanent establishment the most 
important of these examples is the activity mentioned in paragraph 5 of this Article, i.e. the purchasing 
office. 
  
52. Paragraph 5 is not, of course, concerned with the organisation established solely for purchasing; 
such an organisation is not a permanent establishment and the profits allocation provisions of this 
Article would not therefore come into play. The paragraph is concerned with a permanent 
establishment which, although carrying on other business, also carries on purchasing for its head office. 
In such a case the paragraph provides that the profits of the permanent establishment shall not be 
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increased by adding to them a notional figure for profits from purchasing. It follows, of course, that any 
expenses that arise from the purchasing activities will also be excluded in calculating the taxable 
profits of the permanent establishment. 

Paragraph 6 
 
53. This paragraph is intended to lay down clearly that a method of allocation once used should not 
be changed merely because in a particular year some other method produces more favourable results. 
One of the purposes of a double taxation convention is to give an enterprise of a Contracting State 
some degree of certainty about the tax treatment that will be accorded to its permanent establishment in 
the other Contracting State as well as to the part of it in its home State which is dealing with the 
permanent establishment; for this reason, paragraph 6 gives an assurance of continuous and consistent 
tax treatment. 

Paragraph 7 
 
54. Although it has not been found necessary in the Convention to define the term “profits”, it 
should nevertheless be understood that the term when used in this Article and elsewhere in the 
Convention has a broad meaning including all income derived in carrying on an enterprise. Such a 
broad meaning corresponds to the use of the term made in the tax laws of most OECD Member 
countries. 
  
55. This interpretation of the term “profits”, however, may give rise to some uncertainty as to the 
application of the Convention. If the profits of an enterprise include categories of income which are 
treated separately in other Articles of the Convention, e.g. dividends, it may be asked whether the 
taxation of those profits is governed by the special Article on dividends etc., or by the provisions of this 
Article. 
  
56. To the extent that an application of this Article and the special Article concerned would result 
in the same tax treatment, there is little practical significance to this question. Further, it should be 
noted that some of the special Articles contain specific provisions giving priority to a specific Article 
(cf. paragraph 4 of Article 6, paragraph 4 of Articles 10 and 11, paragraph 3 of Article 12, and 
paragraph 2 of Article 21). 
  
57. It has seemed desirable, however, to lay down a rule of interpretation in order to clarify the 
field of application of this Article in relation to the other Articles dealing with a specific category of 
income. In conformity with the practice generally adhered to in existing bilateral conventions, 
paragraph 7 gives first preference to the special Articles on dividends, interest etc. It follows from the 
rule that this Article will be applicable to business profits which do not belong to categories of income 
covered by the special Articles, and, in addition, to dividends, interest etc. which under paragraph 4 of 
Articles 10 and 11, paragraph 3 of Article 12 and paragraph 2 of Article 21, fall within this Article (cf. 
paragraphs 12 to 18 of the Commentary on Article 12 which discusses the principles governing 
whether, in the particular case of computer software, payments should be classified as income within 
Article 7 or as a capital gains matter within Article 13 on the one hand or as royalties within Article 12 
on the other). It is understood that the items of income covered by the special Articles may, subject to 
the provisions of the Convention, be taxed either separately, or as business profits, in conformity with 
the tax laws of the Contracting States. 
  
58. It is open to Contracting States to agree bilaterally upon special explanations or definitions 
concerning the term “profits” with a view to clarifying the distinction between this term and e.g. the 
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concept of dividends. It may in particular be found appropriate to do so where in a convention under 
negotiation a deviation has been made from the definitions in the special Articles on dividends, interest 
and royalties. It may also be deemed desirable if the Contracting States wish to place on notice, that, in 
agreement with the domestic tax laws of one or both of the States, the term “profits” includes special 
classes of receipts such as income from the alienation or the letting of a business or of movable 
property used in a business. In this connection it may have to be considered whether it would be useful 
to include also additional rules for the allocation of such special profits. 
  
59. It should also be noted that, whilst the definition of “royalties” in paragraph 2 of Article 12 of 
the 1963 Draft Convention and 1977 Model Convention included payments “for the use of, or the 
right to use, industrial, commercial, or scientific equipment”, the reference to these payments was 
subsequently deleted from that definition in order to ensure that income from the leasing of 
industrial, commercial or scientific equipment, including the income from the leasing of containers, 
falls under the provisions of Article 7 rather than those of Article 12, a result that the Committee on 
Fiscal Affairs considers to be appropriate given the nature of such income. 
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ANNEX 

PROPOSED CHANGES TO THE EXISTING COMMENTARY 

 

[The changes proposed to the existing version of the Commentary on Article 7 of the OECD Model Tax 
Convention are highlighted below]  

I.  Preliminary remarks 
 
1. This Article is in many respects a continuation of, and a corollary to, Article 5 on the definition 
of the concept of permanent establishment. The permanent establishment criterion is commonly used in 
international double taxation conventions to determine whether a particular kind of income shall or 
shall not be taxed in the country from which it originates but the criterion does not of itself provide a 
complete solution to the problem of the double taxation of business profits; in order to prevent such 
double taxation it is necessary to supplement the definition of permanent establishment by adding to it 
an agreed set of rules by of reference to which the profits made byattributable to the permanent 
establishment, or by an enterprise trading with a foreign member of the same group of enterprises, are 
to be calculated. To put the matter in a slightly different way, when an enterprise of a Contracting State 
carries on business in the other Contracting State the authorities of that second State have to ask 
themselves two questions before they levy tax on the profits of the enterprise: the first question 
is whether the enterprise has a permanent establishment in their country; if the answer is in the 
affirmative the second question is what, if any, are the profits on which that permanent establishment 
should pay tax. It is with the rules to be used in determining the answer to this second question that 
Article 7 is concerned. Rules for ascertaining the profits of an enterprise of a Contracting State which is 
trading with an enterprise of the other Contracting State when both enterprises are members of the 
same group of enterprises or are under the same effective controlassociated are dealt with in Article 9. 
 
2. It should perhaps be said at this point that neither Article is Articles 7 and 9 are not particularly 
detailed and were not strikingly novel when they were adopted by the OECDor particularly detailed. 
The question of what criteria should be used in attributing profits to a permanent establishment, and of 
how to allocate profits from transactions between associated enterprises under common control, has 
had to be dealt with in a large number of double taxation conventions and in various models developed 
by the League of Nations before the OECD first dealt with it and it is fair to say that the solutions 
adopted have generally conformed to a standard pattern.  
 
3. It is generally recognised that the essential principles on which this standard pattern is based are 
well founded, and, when the OECD first examined that question, it has been was thought sufficient to 
restate them with some slight amendments and modifications primarily aimed at producing greater 
clarity. The two Articles incorporate a number of directives. They do not, nor in the nature of things 
could they be expected to, lay down a series of precise rules for dealing with every kind of problem 
that may arise when an enterprise of one State makes profits in another. Modern commerce organises 
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itself in an infinite variety of ways, and it would be quite impossible within the fairly narrow limits of 
an Article in a double taxation convention to specify an exhaustive set of rules for dealing with every 
kind of problem that may arise. 
 
4. It must be acknowledged, however, that there has been considerable variation in the 
interpretation of the general directives of Article 7 and of the provisions of earlier conventions and 
models on which the wording of the Article is based. This lack of a common interpretation of Article 
7 can lead to problems of double taxation and non-taxation. [FROM END OF OLD PARAGRAPH 
2] However, since such problems may result in unrelieved double taxation or non taxation of certain 
profits, it is moreFor that reason, it is important for tax authorities to agree on mutually consistent 
methods of dealing with these problems, using, where appropriate, the mutual agreement procedure 
provided for in Article 25. , than to adopt unilateral interpretations of basic principles to be adhered to 
despite differences of opinion with other States. In this respect, the methods for solving some of the 
problems most often encountered are discussed below. 

5. Over the years, the Committee on Fiscal Affairs has therefore spent considerable time and 
effort trying to ensure a more consistent interpretation and application of the rules of the Article. 
Minor changes to the wording of the Article and a number of changes to the Commentary were made 
when the 1977 Model Tax Convention was adopted. A report that addressed that question in the 
specific case of banks was published in 1984.1 In 1987, noting that the determination of profits 
attributable to a permanent establishment could give rise to some uncertainty, the Committee 
undertook a review of the question which led to the adoption, in 1993, of the report entitled 
“Attribution of Income to Permanent Establishments”2 and to subsequent changes to the 
Commentary.  
 
6. Despite that work, the practices of OECD and non-OECD countries regarding the attribution 
of profits to permanent establishments and these countries’ interpretation of Article 7 continued to 
vary considerably. The Committee acknowledged the need to provide more certainty to taxpayers: in 
its report “Transfer Pricing Guidelines for Multinational Enterprises and Tax Administrations”, 
adopted in 1995, it indicated that further work would address the application of the arm’s length 
principle to permanent establishments. That work resulted, in [2007], in a report entitled “Attribution 
of Profits to Permanent Establishments”. The approach developed in that Report was not constrained 
by either the original intent or by the historical practice and interpretation of Article 7. Instead, the 
focus has been on formulating the most preferable approach to attributing profits to a permanent 
establishment under Article 7 given modern-day multinational operations and trade.  
 
7. The approach put forward in that Report deals with the attribution of profits both to 
permanent establishments in general (Part I of the Report) and, in particular, to permanent 
establishments of businesses operating in the financial sector, where trading through a permanent 
establishment is widespread (Part II of the Report, which deals with permanent establishments of 
banks, and Part III, which deals with permanent establishments of enterprises carrying on global 
trading). The Committee considers that the guidance included in the Report represents a better 
approach to attributing profits to permanent establishments than has previously been available. It 
does recognise, however, that there are differences between some of the conclusions of the Report 

                                                      
1.  “The Taxation of Multinational Banking Enterprises”, in Transfer Pricing and Multinational Enterprises - 

Three Taxation Issues, OECD, Paris, 1984. 

2. Attribution of Income to Permanent Establishments, Issues in International Taxation No. 5, OECD, Paris, 
1994; reproduced in Volume II of the loose-leaf version of the OECD Model Tax Convention at page 
R(13)-1. 
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and the interpretation of the Article previously given in this Commentary. For that reason, this 
Commentary has been amended to incorporate a number of conclusions of the Report that did not 
conflict with the previous version of this Commentary, which prescribed specific approaches in 
some areas and left considerable leeway in others. The Report therefore represents internationally 
agreed principles and, to the extent that it does not conflict with this Commentary, provides 
guidelines for the application of the arm's length principle incorporated in the Article.  
 
8.2.1  Before 2000, income from professional services and other activities of an independent 
character was dealt with under a separate Article, i.e. Article 14. The provisions of that Article were 
similar to those applicable to business profits but it used the concept of fixed base rather than that of 
permanent establishment since it had originally been thought that the latter concept should be reserved 
to commercial and industrial activities. However, it was not always clear which activities fell within 
Article 14 as opposed to Article 7. The elimination of Article 14 in 2000 reflected the fact that there 
were no intended differences between the concepts of permanent establishment, as used in Article 7, 
and fixed base, as used in Article 14, or between how profits were computed and tax was calculated 
according to which of Article 7 or 14 applied. The effect of the deletion of Article 14 is that income 
derived from professional services or other activities of an independent character is now dealt with 
under Article 7 as business profits. This was confirmed by the addition of a definition of the term 
“business” which expressly provides that this term includes professional services or other activities of 
an independent character. 

II.  Commentary on the provisions of the Article 
 
Paragraph 1 
 
9. 3. This paragraph is concerned with two questions. First, it restates the generally accepted 
principle of double taxation conventions that an enterprise of one State shall not be taxed in the other 
State unless it carries on business in that other State through a permanent establishment situated 
therein. It is hardly necessary to argue here the merits of this principle. It is perhaps sufficient to say 
that it has come to be accepted in international fiscal matters that 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 to such an extent that it comes within the jurisdiction of that other 
State’s taxing rights. 
 
4. There have been, since the 1950s, rapid developments of activities in space: the launching of 
rockets and spaceships, the permanent presence of many satellites in space with human crews spending 
longer and longer periods on board, industrial activities being carried out in space, etc. Since all this 
could give rise to new situations as regards the implementation of double taxation conventions, would 
it be desirable to insert in the Model Convention special provisions covering these new situations? 
Firstly, no country envisages extending its tax sovereignty to activities exercised in space or treating 
these as activities exercised on its territory. Consequently, space could not be considered as the source 
of income or profits and hence activities carried out or to be carried out there would not run any new 
risks of double taxation. Secondly, if there are double taxation problems, the Model Convention, by 
giving a ruling on the taxing rights of the State of residence and the State of source of the income, 
should be sufficient to settle them. The same applies with respect to individuals working on board 
space stations: it is not necessary to derogate from double taxation conventions, since Articles 15 and 
19, as appropriate, are sufficient to determine which Contracting State has the right to tax remuneration 
and Article 4 should make it possible to determine the residence of the persons concerned, it being 
understood that any difficulties or doubts can be settled in accordance with the mutual agreement 
procedure. 
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10. 5. The second and more important point is that it is laid down — in the second sentence: — that 
when an enterprise carries on business through a permanent establishment in another State, that State 
may tax the profits of the enterprise but only so much of them as is attributable to the permanent 
establishment;, in other words,  that the right to tax does not extend to profits that the enterprise may 
derive from that State otherwise than through the permanent establishment. This is a question on which 
there may behave historically been differences of view, some countries having occasionally pursued a 
principle of general “force of attraction” according to which income such as other business profits, 
dividends, interest and royalties arising from sources in their territory was fully taxable by them if the 
beneficiary had a permanent establishment therein even though such income was clearly not 
attributable to that permanent establishment. Whilst some bilateral tax conventions include a limited 
anti-avoidance rule based on a restricted force of attraction approach that only applies to business 
profits derived from activities similar to those carried on by a permanent establishment, the general 
force of attraction approach has now been rejected. The principle that is now generally accepted in 
double taxation conventions . Some countries have taken the view that when a foreign enterprise has 
set up a permanent establishment within their territory it has brought itself within their fiscal 
jurisdiction to such a degree that they can properly tax all profits that the enterprise derives from their 
territory, whether the profits come from the permanent establishment or from other activities in that 
territory. But it is thought that it is preferable to adopt the principle contained in the second sentence of 
paragraph 1, namely that the test that business profits should not be taxed unless there is a permanent 
establishment is one that should properly be applied not to the enterprise itself but to its profits. 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 the permanent establishment test. This is of course without 
prejudice to other Articles. 
  
6. On this matter, naturally, there is room for differences of view, and since it is an important 
question it may be useful to set out the arguments for each point of view. 
  
7. Apart from the background question of fiscal jurisdiction, the main argument commonly put 
forward against the solution advocated above is that there is a risk that it might facilitate avoidance of 
tax. This solution, the argument runs, might leave it open to an enterprise to set up in a particular 
country a permanent establishment which made no profits, was never intended to make profits, but 
existed solely to supervise a trade, perhaps of an extensive nature, that the enterprise carried on in that 
country through independent agents and the like. Moreover, the argument goes, although the whole of 
this trade might be directed and arranged by the permanent establishment, it might be difficult in 
practice to prove that that was the case. If the rates of tax are higher in that country than they are in the 
country in which the head office is situated, then the enterprise has a strong incentive to see that it pays 
as little tax as possible in the other territory; the main criticism of the solution advocated above is that it 
might conceivably provide the enterprise with a means of ensuring that result. 
  
8. Apart again from the question of the proper extent of fiscal jurisdiction, the main argument in 
favour of the proposedThis solution is that it is conducive to simple and efficient administration, and 
that it is more closely adapted to the way in which business is commonly transacted. The organisation 
of modern business is highly complex. In OECD Member countries, tThere are a considerable number 
of companies each of which is engaged in a wide diversity of activities and is carrying on business 
extensively in many countries. It may be that such a company may have set up a permanent 
establishment in a second country and may be transacting a considerable amount of business through 
that permanent establishment in one particular kind of manufacture; that a different part of the same 
company may be selling quite different goods or manufactures in that second country through 
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independent agents; and that the company may have perfectly genuine reasons for taking this course, 
reasons based, for example, either on the historical pattern of its business or on commercial 
convenience. Is it desirable that the fiscal authorities should go so far as to insist on trying to search out 
the profit element of each of the transactions carried on through independent agents, with a view to 
aggregating that profit with the profits of the permanent establishment? Such an approach Article 
might would interfere seriously with ordinary commercial processes, and would be contrary so be out 
of keeping withto the aims of the Convention.  
  
9. It is no doubt true that evasion of tax could be practised by undisclosed channelling of profits 
away from a permanent establishment and that this may sometimes need to be watched, but it is 
necessary in considering this point to preserve a sense of proportion and to bear in mind what is said 
above. It is not, of course, sought in any way to sanction any such malpractice, or to shelter any 
concern thus evading tax from the consequences that would follow from detection by the fiscal 
authorities concerned. It is fully recognised that Contracting States should be free to use all methods at 
their disposal to fight fiscal evasion. 
  
10. For the reasons given above, it is thought that the argument that the solution advocated might 
lead to increased avoidance of tax by foreign enterprises should not be given undue weight. Much 
more importance is attached to the desirability of interfering as little as possible with existing business 
organisation and of refraining from inflicting demands for information on foreign enterprises which are 
unnecessarily onerous. 

11. When referring to the part of the profits of an enterprise that is attributable to a permanent 
establishment, the second sentence of paragraph 1 refers directly to paragraph 2, which provides the 
directive for determining what profits should be attributed to a permanent establishment. As 
paragraph 2 is part of the context in which the sentence must be read, that sentence should not be 
interpreted in a way that could contradict paragraph 2, e.g. by interpreting it as restricting the amount 
of profits that can be attributed to a permanent establishment to the amount of profits of the 
enterprise as a whole. Thus, whilst paragraph 1 provides that a Contracting State may only tax the 
profits of an enterprise of the other Contracting State to the extent that they are attributable to a 
permanent establishment situated in the first State, it is paragraph 2 that determines the meaning of 
the phrase “profits attributable to a permanent establishment”. In other words, the directive of 
paragraph 2 may result in profits being attributed to a permanent establishment even though the 
enterprise as a whole has never made profits.  

12. Clearly, however, the Contracting State of the enterprise has an interest in the directive of 
paragraph 2 being correctly applied by the State where the permanent establishment is located. Since 
that directive applies to both Contracting States, the State of the enterprise must, in accordance with 
Article 23, eliminate double taxation on the profits properly attributable to the permanent 
establishment. In other words, if the State where the permanent establishment is located attempts to 
tax profits that are not attributable to the permanent establishment under Article 7, this may result in 
double taxation of profits that should properly be taxed only in the State of the enterprise. 

13. 10.1 The purpose of paragraph 1 is to provide limits to the right of one Contracting State to tax 
the business profits of enterprises that are residents of the other Contracting State. The paragraph does 
not limit the right of a Contracting State to tax its own residents under controlled foreign companies 
provisions found in its domestic law even though such tax imposed on these residents may be 
computed by reference to the part of the profits of an enterprise that is resident of the other Contracting 
State that is attributable to these residents’ participation in that enterprise. Tax so levied by a State on 
its own residents does not reduce the profits of the enterprise of the other State and may not, therefore, 
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be said to have been levied on such profits (see also paragraph 23 of the Commentary on Article 1 and 
paragraphs 37 to 39 of the Commentary on Article 10). 

Paragraph 2 
 
14. 11. This paragraph contains the central directive on which the attribution allocation of profits to 
a permanent establishment is intended to be based. The paragraph incorporates the view, which is 
generally contained in bilateral conventions, that the profits to be attributed to a permanent 
establishment are those which that permanent establishment would have made if, instead of dealing 
with its head officethe rest of the enterprise, it had been dealing with an entirely separate enterprise 
under conditions and at prices prevailing in the ordinary market. This corresponds to the “arm’s length 
principle” discussed in the Commentary on Article 9. Normally, the profits so determined would be the 
same profits that one would expect to be determined by the ordinary processes of good business 
accountancy. The arm's length principle also extends to the allocation of profits which the permanent 
establishment may derive from transactions with other permanent establishments of the enterprise; but 
Contracting States which consider that the existing paragraph does not in fact cover these more general 
transactions may, in their bilateral negotiations, agree upon more detailed provisions or amend para-
graph 2 to read as follows: 

 "Subject to the provisions of paragraph 3, where an enterprise of a Contracting State carries on 
business in the other Contracting State through a permanent establishment situated therein, there 
shall in each Contracting State be attributed to that permanent establishment the profits which it 
might be expected to make if it were a distinct and independent enterprise engaged in the same or 
similar activities under the same or similar conditions." 

  
15. 12. In the great majority of cases, trading accounts of the permanent establishment — which are 
commonly available if only because a well-run business organisation is normally concerned to know 
what is the profitability of its various branches — will be used by the taxation authorities concerned to 
ascertain the profit properly attributable to that establishment. Exceptionally there may be no separate 
accounts (cf. paragraphs 24 46 to 28 50 below). But where there are such accounts they will naturally 
form the starting point for any processes of adjustment in case adjustment is required to produce the 
amount of properly attributable profits that are properly attributable to the permanent establishment 
under the directive contained in paragraph 2. It should perhaps be emphasized that the directive 
contained in paragraph 2this directive is no justification for tax administrations to construct 
hypothetical profit figures in vacuo; it is always necessary to start with the real facts of the situation as 
they appear from the business records of the permanent establishment and to adjust as may be shown to 
be necessary the profit figures which those facts produce. As noted in paragraph 19 below and as 
explained in paragraph 39 of Part I of the Report “Attribution of Profits to Permanent Establishments”, 
however, records and documentation must satisfy certain requirements in order to be considered to 
reflect the real facts of the situation. 
 
16. In order to determine whether such an adjustment is required by paragraph 2, it will be 
necessary to determine the profits that would have been realized if the permanent establishment had 
been a separate and distinct enterprise engaged in the same or similar activities under the same or 
similar conditions and dealing wholly independently with the rest of the enterprise. Sections D-2 and 
D-3 of Part I of the Report “Attribution of Profits to Permanent Establishments” describe the two-step 
approach through which this should be done. This approach will allow the calculation of the profits 
attributable to all the activities carried on through the permanent establishment, including 
transactions with other unrelated enterprises, transactions with related enterprises and dealings (e.g. 
the internal transfer of capital or property or the internal provision of services – see for instance 
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paragraphs 31 and 32) with other parts of the enterprise (under the second step described above), in 
accordance with the directive of paragraph 2. 

17. The first step of that approach requires the identification of the activities carried on through 
the permanent establishment. This should be done through a functional and factual analysis (the 
guidance found in the Transfer Pricing Guidelines for Multinational Enterprises and Tax 
Administrations 1 will be relevant for that purpose). Under that first step, the economically significant 
activities and responsibilities undertaken through the permanent establishment will be identified. 
This analysis should, to the extent relevant, consider the activities and responsibilities undertaken 
through the permanent establishment in the context of the activities and responsibilities undertaken 
by the enterprise as a whole, particularly those parts of the enterprise that engage in dealings with the 
permanent establishment. Under the second step of that approach, the remuneration of any such 
dealings will be determined by applying by analogy the principles developed for the application of 
the arm’s length principle between associated enterprises (these principles are articulated in the 
Transfer Pricing Guidelines for Multinational Enterprises and Tax Administrations) by reference to 
the functions performed, assets used and risk assumed by the enterprise through the permanent 
establishment and through the rest of the enterprise.  

18.12.1 This raises theA question that may arise isas to what extent such accounting records should 
be relied upon when they are based on agreements between the head office and its permanent 
establishments (or between the permanent establishments themselves). Clearly, such internal 
agreements cannot qualify as legally binding contracts. However, to the extent that the trading 
accounts of the head office and the permanent establishments are both prepared symmetrically on the 
basis of such agreements and that those agreements reflect the functions performed by the different 
parts of the enterprise, these trading accounts could be accepted by tax authorities. In that respect, 
aAccounts shcould not be regarded as prepared symmetrically, however, unless the values of 
transactions or the methods of attributing profits or expenses in the books of the permanent 
establishment corresponded exactly to the values or methods of attribution in the books of the head 
office in terms of the national currency or functional currency in which the enterprise recorded its 
transactions. However,Also, as explained in paragraph 15, records and documentation must satisfy 
certain requirements in order to be considered to reflect the real facts of the situation. For example, 
where trading accounts are based on internal agreements that reflect purely artificial arrangements 
instead of the real economic functions of the different parts of the enterprise, these agreements should 
simply be ignored and the accounts corrected accordingly. This would be the case if, for example, One 
such case would be where a permanent establishment involved in sales were, under such an internal 
agreement, given the role of principal (accepting all the risks and entitled to all the profits from the 
sales) when in fact the permanent establishment concerned was nothing more than an intermediary or 
agent (incurring limited risks and entitled to receive only a limited share of the resulting income) or, 
conversely, were given the role of intermediary or agent when in reality it was a principal. 
 
19. It may therefore be concluded that accounting records and contemporaneous documentation 
that meet the above-mentioned requirements constitute a useful starting point for the purposes of 
attributing profits to a permanent establishment. Taxpayers are encouraged to prepare such 
documentation, as it may reduce substantially the potential for controversies. Section D-2 (vi) b) of 
Part I of the Report “Attribution of Profits to Permanent Establishments” discusses the conditions 
under which tax administrations would give effect to such documentation.  

                                                      
1. The original version of that report was approved by the Council of the OECD on 27 June 1995.  Published in 

a loose-leaf format as Transfer Pricing Guidelines for Multinational Enterprises and Tax Administrations, 
OECD, Paris, 1995. 
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12.2 In this respect, it should also be noted that the principle set out in paragraph 2 is subject to the 
provisions contained in paragraph 3, especially as regards the treatment of payments which, under the 
name of interest, royalties, etc. are made by a permanent establishment to its head office in return for 
money loaned, or patent rights conceded by the latter to the permanent establishment (cf. paragraphs 
17.1 ff below). 
  
13. Even where a permanent establishment is able to produce detailed accounts which purport to 
show the profits arising from its activities, it may still be necessary for the taxation authorities of the 
country concerned to rectify those accounts in accordance with the arm's length principle (cf. paragraph 
2 above). Adjustment of this kind may be necessary, for example, because goods have been invoiced 
from the head office to the permanent establishment at prices which are not consistent with this 
principle, and profits have thus been diverted from the permanent establishment to the head office, or 
vice versa. 
  
14. In such cases, it will usually be appropriate to substitute for the prices used ordinary market 
prices for the same or similar goods supplied on the same or similar conditions. Clearly the price at 
which goods can be bought on open market terms varies with the quantity required and the period over 
which they will be supplied; such factors would have to be taken into account in deciding the open 
market price to be used. It is perhaps only necessary to mention at this point that there may sometimes 
be perfectly good commercial reasons for an enterprise invoicing its goods at prices less than those 
prevailing in the ordinary market; this may, for example, be a perfectly normal commercial method of 
establishing a competitive position in a new market and should not then be taken as evidence of an 
attempt to divert profits from one country to another. Difficulties may also occur in the case of 
proprietary goods produced by an enterprise, all of which are sold through its permanent 
establishments; if in such circumstances there is no open market price, and it is thought that the figures 
in the accounts are unsatisfactory, it may be necessary to calculate the permanent establishment's 
profits by other methods, for example, by applying an average ratio of gross profit to the turnover of 
the permanent establishment and then deducting from the figure so obtained the proper amount of 
expenses incurred. Clearly many special problems of this kind may arise in individual cases but the 
general rule should always be that the profits attributed to a permanent establishment should be based 
on that establishment's accounts insofar as accounts are available which represent the real facts of the 
situation. If available accounts do not represent the real facts then new accounts will have to be 
constructed, or the original ones rewritten, and for this purpose the figures to be used will be those 
prevailing in the open market. 
  
20. 15. Many states consider that there is There may be a realisation of a taxable profit when 
an asset, whether or not trading stock, forming part of the business property of a permanent 
establishment situated within their a State’s territory is transferred to a permanent establishment or the 
head office of the same enterprise situated in another State. Article 7 allows such States the former 
State to tax profits deemed to arise in connection with such a transfer. Such profits may be determined 
as indicated below. In cases where such transfer takes place, whether or not it is a permanent one, the 
question arises as to when taxable profits are realised. In practice, where such property has a substantial 
market value and is likely to appear on the balance sheet of the importing permanent establishment or 
other part of the enterprise after the taxation year during that in which the transfer occurred, the 
realisation of the taxable profits will not, so far as the enterprise as a whole is concerned, necessarily 
take place in the taxation year of the transfer under consideration. However, the 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. 
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21.15.1 Where the countries in which the permanent establishments operate levy tax on the profits 
accruing from an internal transfer as soon as it is made, even when these profits are not actually 
realised until a subsequent commercial year, there will be inevitably a time lag between the moment 
when tax is paid abroad and the moment it can be taken into account in the country where the 
enterprise’s head office is located. A serious problem is inherent in the time lag, especially when a 
permanent establishment transfers fixed assets or — in the event that it is wound up — its entire 
operating equipment stock, to some other part of the enterprise of which it forms part. In such cases, it 
is up to the head office country to seek, on a case by case basis, a bilateral solution with the outward 
country where there is serious risk of overtaxation. 
  
15.2 Another significant problem concerning the transfer of assets, such as bad loans, arises in 
relation to international banking. Debts may be transferred, for supervisory and financing purposes, 
from branch to head office or from branch to branch within a single bank. Such transfers should not be 
recognised where it cannot be reasonably considered that they take place for valid commercial reasons 
or that they would have taken place between independent enterprises, for instance where they are 
undertaken solely for tax purposes with the aim of maximising the tax relief available to the bank. In 
such cases, the transfers would not have been expected to take place between wholly independent 
enterprises and therefore would not have affected the amount of profits which such an independent 
enterprise might have been expected to make in independent dealing with the enterprise of which it is a 
permanent establishment. 
 
15.3 However, there may exist a commercial market for the transfer of such loans from one bank to 
another and the circumstances of an internal transfer may be similar to those which might have been 
expected to have taken place between independent banks. An instance of such a transfer might be a 
case where a bank closed down a particular foreign branch and had therefore to transfer the debts 
concerned either back to its head office or to another branch. Another example might be the opening of 
a new branch in a given country and the subsequent transfer to it, solely for commercial reasons, of all 
loans previously granted to residents of that country by the head office or other branches. Any such 
transfer should be treated (to the extent that it is recognised for tax purposes at all) as taking place at 
the open market value of the debt at the date of the transfer. Some relief has to be taken into account in 
computing the profits of the permanent establishment since, between separate entities, the value of the 
debt at the date of transfer would have been taken into account in deciding on the price to be charged 
and principles of sound accounting require that the book value of the asset should be varied to take into 
account market values (this question is further discussed in the report of the Committee on Fiscal 
Affairs entitled "Attribution of Income to Permanent Establishments"1). 
 
15.4 Where loans which have gone bad are transferred, in order that full, but not excessive, relief for 
such a loss be granted, it is important that the two jurisdictions concerned reach an agreement for a 
mutually consistent basis for granting relief. In such cases, account should be taken of whether the 
transfer value, at the date of the internal transfer, was the result of mistaken judgment as to the debtor's 
solvency or whether the value at that date reflected an appropriate judgment of the debtor's position at 
that time. In the former case, it might be appropriate for the country of the transferring branch to limit 
relief to the actual loss suffered by the bank as a whole and for the receiving country not to tax the 
subsequent apparent gain. Where, however, the loan was transferred for commercial reasons from one 
part of the bank to another and did, after a certain time, improve in value, then the transferring branch 
should normally be given relief on the basis of the actual value at the time of the transfer. The position 
is somewhat different where the receiving entity is the head office of a bank in a credit country because 

                                                      
1. Attribution of Income to Permanent Establishments, reproduced in Volume II of the loose-leaf version of the 

OECD Model Tax Convention at page R(13)-1. 
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normally the credit country will tax the bank on its worldwide profits and will therefore give relief by 
reference to the total loss suffered in respect of the loan between the time the loan was made and the 
time it was finally disposed of. In such a case, the transferring branch should receive relief for the 
period during which the loan was in the hands of that branch by reference to the principles above. The 
country of the head office will then give relief from double taxation by granting a credit for the tax 
borne by the branch in the host country. 
 
22. Where, under paragraph 5 of Article 5, a permanent establishment of an enterprise of a 
Contracting State is deemed to exist in the other Contracting State by reason of the activities of a so-
called dependent agent (see paragraph 32 of the Commentary on Article 5), the same principles used 
to attribute profits to other types of permanent establishment will apply to attribute profits to that 
deemed permanent establishment. As a first step, the activities that the dependent agent undertakes 
for the enterprise will be identified through a functional and factual analysis that will determine the 
functions undertaken by the dependent agent both on its own account and on behalf of the enterprise. 
The dependent agent and the enterprise on behalf of which it is acting constitute two separate 
potential taxpayers. On the one hand, the dependent agent will derive its own income or profits from 
the activities that it performs on its own account for the enterprise; if the agent is itself a resident of 
either Contracting State, the provisions of the Convention (including Article 9 if that agent is an 
enterprise associated to the enterprise on behalf of which it is acting) will be relevant to the taxation 
of such income or profits. On the other hand, the deemed permanent establishment of the enterprise 
will be attributed the assets and risks of the enterprise relating to the functions performed by the 
dependent agent on behalf of that enterprise (i.e. the activities that the dependent agent undertakes 
for that enterprise), together with sufficient capital to support those assets and risks. Profits will then 
be attributed to the deemed permanent establishment on the basis of those assets, risks and capital; 
these profits will be separate from, and will not include, the income or profits that are properly 
attributable to the dependent agent itself (see section D-5 of Part I of the Report “Attribution of 
Profits to Permanent Establishments”).  

Paragraph 3 
 
23.16. This paragraph clarifies, in relation to the expenses of a permanent establishment, the general 
directive laid down in paragraph 2. The paragraph specifically recognises that in calculating the profits 
of a permanent establishment allowance is to be made for expenses, wherever incurred, that were 
incurred for the purposes of the permanent establishment. Clearly in some cases it will be necessary to 
estimate or to calculate by conventional means the amount of expenses to be taken into account. In the 
case, for example, of general administrative expenses incurred at the head office of the enterprise, it 
may be appropriate to take into account a proportionate part based on the ratio that the permanent 
establishment’s turnover (or perhaps gross profits) bears to that of the enterprise as a whole. Subject to 
this, it is considered that the amount of expenses to be taken into account as incurred for the purposes 
of the permanent establishment should be the actual amount so incurred. The deduction allowable to 
the permanent establishment for any of the expenses of the enterprise attributed to it does not depend 
upon the actual reimbursement of such expenses by the permanent establishment. 
  
24.17. It has sometimes been suggested that the need to reconcile paragraphs 2 and 3 created practical 
difficulties as paragraph 2 required that prices between the permanent establishment and the head 
office be normally charged on an arm’s length basis, giving to the transferring entity the type of profit 
which it might have been expected to make were it dealing with an independent enterprise, whilst the 
wording of paragraph 3 suggested that the deduction for expenses incurred for the purposes of 
permanent establishments should be the actual cost of those expenses, normally without adding any 
profit element.  
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25. In fact, whilst the application of paragraph 3 may raise some practical difficulties, especially in 
relation to the separate enterprise and arm’s length principles underlying paragraph 2, there is no 
difference of principle between the two paragraphs. Paragraph 3 indicates that in determining the 
profits of a permanent establishment, certain expenses must be allowed as deductions whilst paragraph 
2 provides that the profits determined in accordance with the rule contained in paragraph 3 relating to 
the deduction of expenses must be those that a separate and distinct enterprise engaged in the same or 
similar activities under the same or similar conditions would have made. Thus, whilst paragraph 3 
provides a rule applicable for the determination of the profits of the permanent establishment, 
paragraph 2 requires that the profits so determined correspond to the profits that a separate and 
independent enterprise would have made. 

26. Also, paragraph 3 only determines which expenses should be attributed to the permanent 
establishment for purposes of determining the profits attributable to that permanent establishment. It 
does not deal with the issue of whether those expenses, once 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.  

27.17.1 In applying these principles to the practical determination of the profits of a permanent 
establishment, the question may arise as to whether a particular cost incurred by an enterprise can truly 
be considered as an expense incurred for the purposes of the permanent establishment, keeping in mind 
the separate and independent enterprise principles of paragraph 2. Whilst in general independent 
enterprises in their dealings with each other will seek to realise a profit and, when transferring property 
or providing services to each other, will charge such prices as the open market would bear, 
nevertheless, there are also circumstances where it cannot be considered that a particular property or 
service would have been obtainable from an independent enterprise or when independent enterprises 
may agree to share between them the costs of some activity which is pursued in common for their 
mutual benefit. In these particular circumstances, it may be appropriate to treat any relevant costs 
incurred by the enterprise as an expense incurred for the permanent establishment. The difficulty arises 
in making a distinction between these circumstances and the cases where a cost incurred by 
an enterprise should not be considered as an expense of the permanent establishment and the relevant 
property or service should be considered, on the basis of the separate and independent enterprises 
principle, to have been transferred between the head office and the permanent establishment at a price 
including an element of profit. The question must be whether the internal transfer of property and 
services, be it temporary or final, is of the same kind as those which the enterprise, in the normal 
course of its business, would have charged to a third party at an arm’s length price, i.e. by normally 
including in the sale price an appropriate profit. 
  
28.17.2 On the one hand, the answer to that question will be in the affirmative if the expense is 
initially incurred in performing a function the direct purpose of which is to make sales of a specific 
good or service and to realise a profit through a permanent establishment. On the other hand, the 
answer will be in the negative if, on the basis of the facts and circumstances of the specific case, it 
appears that the expense is initially incurred in performing a function the essential purpose of which is 
to rationalise the overall costs of the enterprise or to increase in a general way its sales.1 
  

                                                      
1. Internal transfers of financial assets, which are primarily relevant for banks and other financial institutions, 

raise specific issues which have already been dealt with in a separate study entitled "The Taxation of 
Multinational Banking Enterprises" (published under the title Transfer Pricing and Multinational 
Enterprises - Three Taxation Issues, OECD, Paris, 1984) and which are the subject of paragraphs 
below.Parts II and III of the Report “Attribution of Profits to Permanent Establishments”. 
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29.17.3 Where goods are supplied for resale whether in a finished state or as raw materials or 
semi-finished goods, it will normally be appropriate for the provisions of paragraph 2 to apply and for 
the supplying part of the enterprise to be allocated a profit, measured by reference to arm’s length 
principles. But there may be exceptions even here. One example might be where goods are not 
supplied for resale but for temporary use in the trade so that it may be appropriate for the parts of the 
enterprise which share the use of the material to bear only their share of the cost of such material e.g. in 
the case of machinery, the depreciation costs that relate to its use by each of these parts. It should of 
course be remembered that the mere purchase of goods does not constitute a permanent establishment 
(subparagraph 4 d) of Article 5) so that no question of attribution of profit arises in such circumstances. 
  
30.17.4 In the case of intangible rights, the rules concerning the relations between enterprises of the 
same group (e.g. payment of royalties or cost sharing arrangements) cannot be applied in respect of the 
relations between parts of the same enterprise. Indeed, it may be extremely difficult to allocate 
“ownership” of the intangible right solely to one part of the enterprise and to argue that this part of the 
enterprise should receive royalties from the other parts as if it were an independent enterprise. Since 
there is only one legal entity it is not possible to allocate legal ownership to any particular part of the 
enterprise and in practical terms it will often be difficult to allocate the costs of creation exclusively to 
one part of the enterprise. It may therefore be preferable for the costs of creation of intangible rights to 
be regarded as attributable to all parts of the enterprise which will make use of them and as incurred on 
behalf of the various parts of the enterprise to which they are relevant accordingly. In such 
circumstances it would be appropriate to allocate between the various parts of the enterprise the actual 
costs of the creation or acquisition of such intangible rights, as well as the costs subsequently incurred 
with respect to these intangible rights,  between the various parts of the enterprise without any mark-up 
for profit or royalty. In so doing, tax authorities must be aware of the fact that the possible adverse 
consequences deriving from any research and development activity (e.g. the responsibility related to 
the products and damages to the environment) shall also be allocated to the various parts of the 
enterprise, therefore giving rise, where appropriate, to a compensatory charge. 
  
31.17.5 The area of services is the one in which difficulties may arise in determining whether in a 
particular case a service should be charged between the various parts of a single enterprise at its actual 
cost or at that cost plus a mark-up to represent a profit to the part of the enterprise providing the 
service. The trade of the enterprise, or part of it, may consist of the provision of such services and there 
may be a standard charge for their provision. In such a case it will usually be appropriate to charge a 
service at the same rate as is charged to the outside customer. 
  
32.17.6 Where the main activity of a permanent establishment is to provide specific services to the 
enterprise to which it belongs and where these services provide a real advantage to the enterprise and 
their costs represent a significant part of the expenses of the enterprise, the host country may require 
that a profit margin be included in the amount of the costs. As far as possible, the host country should 
then try to avoid schematic solutions and rely on the value of these services in the given circumstances 
of each case. 
  
335.17.7 However, more commonly the provision of services is merely part of the general 
management activity of the company taken as a whole as where, for example, the enterprise conducts a 
common system of training and employees of each part of the enterprise benefit from it. In such a case 
it would usually be appropriate to treat the cost of providing the service as being part of the general 
administrative expenses of the enterprise as a whole which should be allocated on an actual cost basis 
to the various parts of the enterprise to the extent that the costs are incurred for the purposes of that part 
of the enterprise, without any mark-up to represent profit to another part of the enterprise.  
 
[The following three paragraphs have been moved up]  
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34.21. Another case is related to The treatment of services performed in the course of the general 
management of an enterprise raises the question whether any part of the total profits of an enterprise 
should be deemed to arise from the exercise of good management. Consider the case of a company that 
has its head office in one country but carries on all its business through a permanent establishment 
situated in another country. In the extreme case it might well be that only the directors’ meetings were 
held at the head office and that all other activities of the company apart from purely formal legal 
activities, were carried on in the permanent establishment. In such a case there is something to be said 
for the view that at least part of the profits of the whole enterprise arose from the skilful management 
and business acumen of the directors and that part of the profits of the enterprise ought, therefore, to be 
attributed to the country in which the head office was situated. If the company had been managed by a 
managing agency, then that agency would doubtless have charged a fee for its services and the fee 
might well have been a simple percentage participation in the profits of the enterprise. But, once again, 
whatever the theoretical merits of such a course, practical considerations weigh heavily against it. In 
the kind of case quoted the expenses of management would, of course, be set against the profits of the 
permanent establishment in accordance with the provisions of paragraph 3, but when the matter is 
looked at as a whole, it is thought that it would not be right to go further by deducting and taking into 
account some notional figure for “profits of management”. In cases identical to the extreme case 
mentioned above, no account should therefore be taken in determining taxable profits of the permanent 
establishment of any notional figure such as profits of management. 
  
35.22. It may be, of course, that countries where it has been customary to allocate some proportion of 
the total profits of an enterprise to the head office of the enterprise to represent the profits of good 
management will wish to continue to make such an allocation. Nothing in the Article is designed to 
prevent this. Nevertheless it follows from what is said in paragraph 21 34 above that a country in which 
a permanent establishment is situated is in no way required to deduct when calculating the profits 
attributable to that permanent establishment an amount intended to represent a proportionate part of the 
profits of management attributable to the head office. 
  
36.23. It might well be that if the country in which the head office of an enterprise is situated allocates 
to the head office some percentage of the profits of the enterprise only in respect of good management, 
while the country in which the permanent establishment is situated does not, the resulting total of the 
amounts charged to tax in the two countries would be greater than it should be. In any such case the 
country in which the head office of the enterprise is situated should take the initiative in arranging for 
such adjustments to be made in computing the taxation liability in that country as may be necessary to 
ensure that any double taxation is eliminated. 
 
37.18. The treatment of interest charges raises particular issues. First, there might be Special 
considerations apply to payments amounts which, under the name of interest, are charged made toby a 
head office byto its permanent establishment with respect to internal “loans” made by the former to the 
latter. In that caseExcept for financial enterprises such as banks, it is generally agreed that such internal 
“interest” need not be recognisedthe main issue is not so much whether a debtor/creditor relationship 
should be recognized within the same legal entity as whether an arm's length interest rate should be 
charged. This is because: 

 — fFrom the legal standpoint, the transfer of capital against payment of interest and an 
undertaking to repay in full at the due date is really a formal act incompatible with the true 
legal nature of a permanent establishment.; 

 — Ffrom the economic standpoint, internal debts and receivables may prove to be non-existent, 
since if an enterprise is solely or predominantly equity-funded it ought not to be allowed to 
deduct interest charges that it has manifestly not had to pay. While, admittedly, symmetrical 
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charges and returns will not distort the enterprise’s overall profits, partial results may well be 
arbitrarily changed. 

 
38. For these reasons, the ban on deductions for internal debts and receivables should continue to 
apply generally, subject to the special situation of banks, as mentioned below [TAKEN FROM 
PARAGRAPH 18.3] 

 
39.18.1 A different issue, however, is that of the deduction of interest on  If debts actually incurred 
by the head office of an enterprise. Such debts may relate in whole or in part to the activities of the 
permanent establishment; indeed, loans contracted by an enterprise will serve either the head office, the 
permanent establishment or both. The question that arises in relation to these debts is how to determine 
the part of the interest that should be deducted in computing the profits attributable to the permanent 
establishment.  were used solely to finance its activity or clearly and exclusively the activity of a 
particular permanent establishment, the problem would be reduced to one of thin capitalisation of the 
actual user of such loans. In fact, loans contracted by an enterprise's head office usually serve its own 
needs only to a certain extent, the rest of the money borrowed providing basic capital for its permanent 
establishments. 
 
40.18.2 The approach previously suggested in this Commentary,  before 1994, namely the direct and 
indirect apportionment of actual debt charges, did not prove to be a practical solution, notably since it 
was unlikely to be applied in a uniform manner. Also, it is well known that the indirect apportionment 
of total interest payment charges, or of the part of interest that remains after certain direct allocations, 
comes up against practical difficulties. It is also well known that direct apportionment of total interest 
expense may not accurately reflect the cost of financing the permanent establishment because the 
taxpayer may be able to control where loans are booked and adjustments may need to be made to 
reflect economic reality, in particular the fact that an independent enterprise would normally be 
expected to have a certain level of “free” capital. 
  
41.18.3 Consequently, the majority of Member countries considered that it would be preferable to 
look for a practicable solution that would take into account a capital structure appropriate to both the 
organization and the functions performed. For that reason, the ban on deductions for internal debts 
and receivables should continue to apply generally, subject to the special problems of banks 
mentioned below (this question is further discussed in the reports of the Committee entitled 
"Attribution of Income to Permanent Establishments" and "Thin Capitalisation").1 This appropriate 
capital structure will take account of the fact that in order to carry out its activities, the permanent 
establishment requires a certain amount of funding made up of “free” capital and interest-bearing 
debt. The objective is therefore to attribute an arm’s length amount of interest to the permanent 
establishment after attributing an appropriate amount of “free” capital in order to support the 
functions, assets and risks of the permanent establishment. Under the arm’s length principle a 
permanent establishment should have sufficient capital to support the functions it undertakes, the 
assets it economically owns and the risks it assumes. In the financial sector regulations stipulate 
minimum levels of regulatory capital to provide a cushion in the event that some of the risks inherent 
in the business crystallise into financial loss. Capital provides a similar cushion against 
crystallisation of risk in non-financial sectors.  
 
42. As explained in section D-2 (v) b) of the Report “Attribution of Profits to Permanent 
Establishments”, there are different acceptable approaches for attributing “free” capital that are 

                                                      
1. These two reports are reproduced in Volume II of the loose-leaf version of the OECD Model Tax 

Convention, at pages R(13)-1 and R(4)-1 respectively. 
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capable of giving an arm’s length result. Each approach has its own strengths and weaknesses, which 
become more or less material depending on the facts and circumstances of particular cases. Different 
methods adopt different starting points for determining the amount of “free” capital attributable to a 
permanent establishment, which either put more emphasis on the actual structure of the enterprise of 
which the permanent establishment is a part or alternatively, on the capital structures of comparable 
independent enterprises. The key to attributing “free” capital is to recognise: 

−  the existence of strengths and weaknesses in any approach and when these are likely to be 
present; 

−  that there is no single arm’s length amount of “free capital”, but a range of potential capital 
attributions within which it is possible to find an amount of “free” capital that can meet the 
basic principle set out above.  

43.  It is recognised, however, that the existence of different acceptable approaches for attributing 
“free” capital to a permanent establishment which are capable of giving an arm’s length result can 
give rise to problems of double taxation. The main concern, which is especially acute for financial 
institutions, is that if the domestic law rules of the State where the permanent establishment is 
located and of the State of the enterprise require different acceptable approaches for attributing an 
arm’s length amount of free capital to the permanent establishment, the amount of profits calculated 
by the State of the permanent establishment may be higher than the amount of profits calculated by 
the State of the enterprise for purposes of relief of double taxation. 

44.  Given the practical importance of that issue, the Committee has looked for a practical 
solution. OECD member countries have therefore agreed to accept, in computing double taxation 
relief, the quantum of the interest deduction derived from the application of the approach used by the 
State in which the permanent establishment is located if the following two conditions are met. First, 
they will do so if the difference in capital attribution between that State and the State of the 
enterprise results from conflicting domestic law choices of capital attribution methods. Second they 
will do so as long as there is agreement that the State in which the permanent establishment is 
located has used an authorised approach to the attribution of capital and there is also agreement that 
that approach produces a result consistent with the arm’s length principle in the particular case. 
OECD member countries consider that they are able to achieve that result either under their domestic 
law, through the interpretation of Articles 7 and 23 or under the mutual agreement procedure of 
Article 25 and, in particular, the possibility offered by that Article to resolve any issues concerning 
the application or interpretation of their tax treaties. 

45.19. It is, however, recognised thatAs already mentioned, special considerations apply to 
payments of interest made internal interest charges on advances between by different parts of a 
financial enterprise (e.g. a bank) to each other on advances etc. (as distinct from capital allotted to 
them), in view of the fact that making and receiving advances is closely related to the ordinary 
business of such enterprises. This problem, as well as other problems relating to the application of 
Article 7 to the permanent establishments of banks and enterprises carrying on global trading, is 
discussed in Parts II and III of the Report “Attribution of Profits to Permanent Establishments”. 
transfer of financial assets, are considered in the report on multinational banking enterprises included 
in the OECD 1984 publication entitled Transfer Pricing and Multinational Enterprises — Three 
Taxation Studies. This Commentary does not depart from the positions expressed in the report on 
this topic. One issue not discussed in the report relates to the transfer of debts by bankers from one 
part of the bank to another; this is discussed in paragraphs 15.2 to 15.4 above.  
  
20. The above-mentioned report also addresses the issue of the attribution of capital to the 
permanent establishment of a bank in situations where actual assets were transferred to such a branch 
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and in situations where they were not. Difficulties in practice continue to arise from the differing views 
of Member countries on these questions and the present Commentary can only emphasise the 
desirability of agreement on mutually consistent methods of dealing with these problems. 
 
[The following three paragraphs have been moved after paragraph 33]  
 
21. Another case is related to the question whether any part of the total profits of an enterprise 
should be deemed to arise from the exercise of good management. Consider the case of a company that 
has its head office in one country but carries on all its business through a permanent establishment 
situated in another country. In the extreme case it might well be that only the directors' meetings were 
held at the head office and that all other activities of the company apart from purely formal legal 
activities, were carried on in the permanent establishment. In such a case there is something to be said 
for the view that at least part of the profits of the whole enterprise arose from the skilful management 
and business acumen of the directors and that part of the profits of the enterprise ought, therefore, to be 
attributed to the country in which the head office was situated. If the company had been managed by a 
managing agency, then that agency would doubtless have charged a fee for its services and the fee 
might well have been a simple percentage participation in the profits of the enterprise. But, once again, 
whatever the theoretical merits of such a course, practical considerations weigh heavily against it. In 
the kind of case quoted the expenses of management would, of course, be set against the profits of the 
permanent establishment in accordance with the provisions of paragraph 3, but when the matter is 
looked at as a whole, it is thought that it would not be right to go further by deducting and taking into 
account some notional figure for "profits of management". In cases identical to the extreme case 
mentioned above, no account should therefore be taken in determining taxable profits of the permanent 
establishment of any notional figure such as profits of management. 
  
22. It may be, of course, that countries where it has been customary to allocate some proportion of 
the total profits of an enterprise to the head office of the enterprise to represent the profits of good 
management will wish to continue to make such an allocation. Nothing in the article is designed to 
prevent this. Nevertheless it follows from what is said in paragraph 21 above that a country in which a 
permanent establishment is situated is in no way required to deduct when calculating the profits 
attributable to that permanent establishment an amount intended to represent a proportionate part of the 
profits of management attributable to the head office. 
  
23. It might well be that if the country in which the head office of an enterprise is situated allocates 
to the head office some percentage of the profits of the enterprise only in respect of good management, 
while the country in which the permanent establishment is situated does not, the resulting total of the 
amounts charged to tax in the two countries would be greater than it should be. In any such case the 
country in which the head office of the enterprise is situated should take the initiative in arranging for 
such adjustments to be made in computing the taxation liability in that country as may be necessary to 
ensure that any double taxation is eliminated. 
  
46.24. It is usually found that there are, or there can be constructed, adequate accounts for each part or 
section of an enterprise so that profits and expenses, adjusted as may be necessary, can be allocated to a 
particular part of the enterprise with a considerable degree of precision. This method of allocation is, it 
is thought, to be preferred in general wherever it is reasonably practicable to adopt it. There are, 
however, circumstances in which this may not be the case and paragraphs 2 and 3 are in no way 
intended to imply that other methods cannot properly be adopted where appropriate in order to arrive at 
the profits of a permanent establishment on a “separate enterprise” footing. It may well be, for 
example, that profits of insurance enterprises can most conveniently be ascertained by special methods 
of computation, e.g. by applying appropriate co-efficients to gross premiums received from policy 
holders in the country concerned. Again, in the case of a relatively small enterprise operating on both 
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sides of the border between two countries, there may be no proper accounts for the permanent estab-
lishment nor means of constructing them. There may, too, be other cases where the affairs of the 
permanent establishment are so closely bound up with those of the head office that it would be 
impossible to disentangle them on any strict basis of branch accounts. Where it has been customary in 
such cases to estimate the arm’s length profit of a permanent establishment by reference to suitable 
criteria, it may well be reasonable that that method should continue to be followed, notwithstanding 
that the estimate thus made may not achieve as high a degree of accurate measurement of the profit as 
adequate accounts. Even where such a course has not been customary, it may, exceptionally, be 
necessary for practical reasons to estimate the arm’s length profits. 

Paragraph 4 
 
47.25. It has in some cases been the practice to determine the profits to be attributed to a permanent 
establishment not on the basis of separate accounts or by making an estimate of arm’s length profit, but 
simply by apportioning the total profits of the enterprise by reference to various formulae. Such a 
method differs from those envisaged in paragraph 2, since it contemplates not an attribution of profits 
on a separate enterprise footing, but an apportionment of total profits; and indeed it might produce a 
result in figures which would differ from that which would be arrived at by a computation based on 
separate accounts. Paragraph 4 makes it clear that such a method may continue to be employed by a 
Contracting State if it has been customary in that State to adopt it, even though the figure arrived at 
may at times differ to some extent from that which would be obtained from separate accounts, 
provided that the result can fairly be said to be in accordance with the principles contained in the 
Article. It is emphasized, however, that in general the profits to be attributed to a permanent 
establishment should be determined by reference to the establishment’s accounts if these reflect the real 
facts. It is considered that a method of allocation which is based on apportioning total profits is 
generally not as appropriate as a method which has regard only to the activities of the permanent 
establishment and should be used only where, exceptionally, it has as a matter of history been 
customary in the past and is accepted in the country concerned both by the taxation authorities and 
taxpayers generally there as being satisfactory. It is understood that paragraph 4 may be deleted where 
neither State uses such a method. Where, however, Contracting States wish to be able to use a method 
which has not been customary in the past the paragraph should be amended during the bilateral 
negotiations to make this clear. 
  
48.26.  It would not, it is thought, be appropriate within the framework of this Commentary to attempt 
to discuss at length the many various methods involving apportionment of total profits that have been 
adopted in particular fields for allocating profits. These methods have been well documented in 
treatises on international taxation. It may, however, not be out of place to summarise briefly some of 
the main types and to lay down some very general directives for their use. 
  
49.27. The essential character of a method involving apportionment of total profits is that a 
proportionate part of the profits of the whole enterprise is allocated to a part thereof, all parts of the 
enterprise being assumed to have contributed on the basis of the criterion or criteria adopted to the 
profitability of the whole. The difference between one such method and another arises for the most part 
from the varying criteria used to determine what is the correct proportion of the total profits. It is fair to 
say that the criteria commonly used can be grouped into three main categories, namely those which are 
based on the receipts of the enterprise, its expenses or its capital structure. The first category covers 
allocation methods based on turnover or on commission, the second on wages and the third on the 
proportion of the total working capital of the enterprise allocated to each branch or part. It is not, of 
course, possible to say in vacuo that any of these methods is intrinsically more accurate than the others; 
the appropriateness of any particular method will depend on the circumstances to which it is applied. In 
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some enterprises, such as those providing services or producing proprietary articles with a high profit 
margin, net profits will depend very much on turnover. For insurance enterprises it may be appropriate 
to make an apportionment of total profits by reference to premiums received from policy holders in each 
of the countries concerned. In the case of an enterprise manufacturing goods with a high cost raw 
material or labour content, profits may be found to be related more closely to expenses. In the case of 
banking and financial concerns the proportion of total working capital may be the most relevant 
criterion. It is considered that the general aim of any method involving apportionment of total profits 
ought to be to produce figures of taxable profit that approximate as closely as possible to the figures that 
would have been produced on a separate accounts basis, and that it would not be desirable to attempt in 
this connection to lay down any specific directive other than that it should be the responsibility of the 
taxation authority, in consultation with the authorities of other countries concerned, to use the method 
which in the light of all the known facts seems most likely to produce that result. 
  
50.28. The use of any method which allocates to a part of an enterprise a proportion of the total profits of 
the whole does, of course, raise the question of the method to be used in computing the total profits of the 
enterprise. This may well be a matter which will be treated differently under the laws of different 
countries. This is not a problem which it would seem practicable to attempt to resolve by laying down 
any rigid rule. It is scarcely to be expected that it would be accepted that the profits to be apportioned 
should be the profits as they are computed under the laws of one particular country; each country 
concerned would have to be given the right to compute the profits according to the provisions of its own 
laws. 

Paragraph 5 
 
51.29. In paragraph 4 of Article 5 there are listed a number of examples of activities which, even 
though carried on at a fixed place of business, are deemed not to be included in the term “permanent 
establishment”. In considering rules for the allocation of profits to a permanent establishment the most 
important of these examples is the activity mentioned in paragraph 5 of this Article, i.e. the purchasing 
office. 
  
52.30. Paragraph 5 is not, of course, concerned with the organisation established solely for purchasing; 
such an organisation is not a permanent establishment and the profits allocation provisions of this 
Article would not therefore come into play. The paragraph is concerned with a permanent 
establishment which, although carrying on other business, also carries on purchasing for its head office. 
In such a case the paragraph provides that the profits of the permanent establishment shall not be 
increased by adding to them a notional figure for profits from purchasing. It follows, of course, that any 
expenses that arise from the purchasing activities will also be excluded in calculating the taxable 
profits of the permanent establishment. 

Paragraph 6 
 
53.31. This paragraph is intended to lay down clearly that a method of allocation once used should not 
be changed merely because in a particular year some other method produces more favourable results. 
One of the purposes of a double taxation convention is to give an enterprise of a Contracting State 
some degree of certainty about the tax treatment that will be accorded to its permanent establishment in 
the other Contracting State as well as to the part of it in its home State which is dealing with the 
permanent establishment; for this reason, paragraph 6 gives an assurance of continuous and consistent 
tax treatment. 



36 

Paragraph 7 
 
54.32. Although it has not been found necessary in the Convention to define the term “profits”, it 
should nevertheless be understood that the term when used in this Article and elsewhere in the 
Convention has a broad meaning including all income derived in carrying on an enterprise. Such a 
broad meaning corresponds to the use of the term made in the tax laws of most OECD Member 
countries. 
  
55.33. This interpretation of the term “profits”, however, may give rise to some uncertainty as to the 
application of the Convention. If the profits of an enterprise include categories of income which are 
treated separately in other Articles of the Convention, e.g. dividends, it may be asked whether the 
taxation of those profits is governed by the special Article on dividends etc., or by the provisions of this 
Article. 
  
56.34. To the extent that an application of this Article and the special Article concerned would result 
in the same tax treatment, there is little practical significance to this question. Further, it should be 
noted that some of the special Articles contain specific provisions giving priority to a specific Article 
(cf. paragraph 4 of Article 6, paragraph 4 of Articles 10 and 11, paragraph 3 of Article 12, and 
paragraph 2 of Article 21). 
  
57.35. It has seemed desirable, however, to lay down a rule of interpretation in order to clarify the 
field of application of this Article in relation to the other Articles dealing with a specific category of 
income. In conformity with the practice generally adhered to in existing bilateral conventions, 
paragraph 7 gives first preference to the special Articles on dividends, interest etc. It follows from the 
rule that this Article will be applicable to business profits which do not belong to categories of income 
covered by the special Articles, and, in addition, to dividends, interest etc. which under paragraph 4 of 
Articles 10 and 11, paragraph 3 of Article 12 and paragraph 2 of Article 21, fall within this Article (cf. 
paragraphs 12 to 18 of the Commentary on Article 12 which discusses the principles governing 
whether, in the particular case of computer software, payments should be classified as income within 
Articles 7 or as a capital gains matter within Article 13 on the one hand or as royalties within Article 12 
on the other). It is understood that the items of income covered by the special Articles may, subject to 
the provisions of the Convention, be taxed either separately, or as business profits, in conformity with 
the tax laws of the Contracting States. 
  
58.36. It is open to Contracting States to agree bilaterally upon special explanations or definitions 
concerning the term “profits” with a view to clarifying the distinction between this term and e.g. the 
concept of dividends. It may in particular be found appropriate to do so where in a convention under 
negotiation a deviation has been made from the definitions in the special Articles on dividends, interest 
and royalties. It may also be deemed desirable if the Contracting States wish to place on notice, that, in 
agreement with the domestic tax laws of one or both of the States, the term “profits” includes special 
classes of receipts such as income from the alienation or the letting of a business or of movable 
property used in a business. In this connection it may have to be considered whether it would be useful 
to include also additional rules for the allocation of such special profits. 
  
59.37. It should also be noted that, whilst the definition of “royalties” in paragraph 2 of Article 12 of 
the 1963 Draft Convention and 1977 Model Convention included payments “for the use of, or the 
right to use, industrial, commercial, or scientific equipment”, the reference to these payments was 
subsequently deleted from that definition in order to ensure that income from the leasing of 
industrial, commercial or scientific equipment, including the income from the leasing of containers, 
falls under the provisions of Article 7 rather than those of Article 12, a result that the Committee on 
Fiscal Affairs considers to be appropriate given the nature of such income. 


