






















Status of Implementation of the Authorized 
OECD Approach into Domestic Tax Law and  
Tax Treaties – Part 2
This article examines profit/loss allocation in 
a headquarter/branch scenario. Part 1, which 
was published in European Taxation 8 (2015), 
discussed the actual split between a head office 
and branch from a theoretical perspective, basic 
concepts derived from public international 
treaty law, the notion of Key Entrepreneurial 
Risk-Taking Functions versus Significant People 
Functions and the Authorized OECD Approach 
(AOA). Part 2 continues to analyse the AOA, 
looks at the question of whether adequate 
capital is allocated to the branch as a fictitious 
separate entity and outlines court cases, tax 
policy and advance pricing agreement/mutual 
agreement procedure implications.

5.6.  Application of the AOA by the various 
Member States

In the following section an overview is given of the coun-
tries that have issued guidelines on the application of the 
AOA in the form of rulings, legal amendments and/or 
decrees. What emerges is that implementation steps have 
mainly been taken by Denmark, Germany, Japan, Korea 
(Rep.), the Netherlands, Poland58 and the United States.

5.6.1.  Functional analysis

In line with the AOA, the starting point for Germany, the 
Netherlands, the United States and the Belgian Ruling 
Commission is that dealings between a head office and 
permanent establishment (PE) must be based on the sep-
arate entity approach, which means that the conditions 
underlying such dealings must be the same as those that 
would have existed had the PE acted as a functionally dis-
tinct and separate enterprise, carrying out the same or 
similar functions and acting under the same or similar 
conditions. Austria is also now prepared to apply the AOA 
unless the relevant tax treaty provides otherwise.
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58. Poland has no provisions or guidelines on the AOA. The common practice 
of Poland, however, is that, in cross-border situations, the AOA is followed 
by the Polish tax authorities. See A. Leszczyńska-Mikulska Wardyński & 
Partners, Poland – Permanent Establishments, Topical Analyses IBFD.

5.6.1.1.  Austria

Paragraph 98(1) of the Austrian Income Tax Act59 provides 
that all profits derived by a PE are taxable. The profits of 
the PE are calculated by means of the Austrian profit cal-
culation rules. Austria is prepared to base this calculation 
on the separate entity approach unless the tax treaty with 
the country of the parent company contains the old article 
7 provision.60

5.6.1.2.   Belgium

To date, the Belgian government and the tax administra-
tion have not yet provided any guidance on the AOA, but 
the Belgian Ruling Commission apparently fully endorses 
the AOA and uses it to confirm whether or not transac-
tions between a head office and a PE are at arm’ s length. 
Reference is made to significant people functions (SPFs), 
i.e. the main activities carried out by the employees of the 
PE. In determining these functions, the Commission, inter 
alia, looks at the business strategy of the PE and the extent 
to which it is involved in product research and develop-
ment (R&D), production and quality control, marketing, 
sales, storage of goods and storage management, transport 
of goods, after sales services and financing and managerial 
activities. In addition, the Ruling Commission has repeat-
edly indicated that the determination of SPFs underpins 
the application of the arm’ s length principle of the OECD 
Transfer Pricing Guidelines for Multinational Enterprises 
and Tax Administrations (2010) (the Guidelines).61

In addition, Belgium and the United States entered into 
an agreement on 17 June 2013 (United States) and 16 July 
(Belgium)62 concerning the application of the AOA under 
the Belgium-United States Income Tax Treaty (2006) (the 
Belgium-United States Treaty).63 The agreement states that 
the Guidelines apply, by analogy, in determining the busi-

59. AT: Income Tax Act 1988, National Legislation IBFD. 
60. E&Y D-A-CH newsletter, 2nd quarter 2014, Die Besteuerung von 

Betriebsstätten in Deutschland, Österreich und der Schweiz. 
61. OECD, Transfer Pricing Guidelines for Multinational Enterprises and Tax 

Administrations (OECD 2010), available at http://www.oecd.org/ctp/
transfer-pricing/transfer-pricing-guidelines.htm (hereinafter the Guide-
lines).

62. Competent Authority Agreement in respect of the Convention between the 
Government of the United States of America and the Government of the 
Kingdom of Belgium for the Avoidance of Double Taxation and the Preven-
tion of Fiscal Evasion with Respect to Taxes on Income (17 June 2013), Trea-
ties IBFD. The agreement was published in the Belgian Official Gazette 
of 6 August 2013.

63. Convention between the Government of the United States of America and the 
Government of the Kingdom of Belgium for the Avoidance of Double Taxa-
tion and the Prevention of Fiscal Evasion with Respect to Taxes on Income 
(27 Nov. 2006), Treaties IBFD. 
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ness profits attributable to a PE. According to the compe-
tent authority agreement, the following understandings 
have been reached:
– as per article 7(1) of the Protocol (2006) to the 

Belgium-United States Treaty, the full AOA applies 
without a need to wait for the OECD Report to be 
finalized;

– article 7 of the Belgium-United States Treaty must be 
interpreted in a manner entirely consistent with the 
full AOA;

– all other provisions of the Belgium-United States 
Treaty that require a determination of whether or 
not an asset or amount is effectively connected or 
attributable to a PE must be interpreted in a manner 
entirely consistent with the full AOA;

– when a contracting state adjusts the profit of a PE, the 
other state will make a corresponding adjustment if 
it agrees with that adjustment. If not, the contract-
ing states will enter into a mutual agreement proce-
dure; and

– relief from double taxation continues to be subject 
to the provisions and limitations of each country’ s 
domestic law, as provided for in article 22 (Elimination 
of Double Taxation) of the Belgium-United States 
Treaty.

5.6.1.3.  Canada

Canada has not yet indicated whether it will apply the 
AOA, but Canada and the United States entered into an 
agreement on 26 June 201264 concerning the application 
of the AOA under the Canada-United States Income and 
Capital Tax Treaty (1996) (Canada-United States Treaty).65 
The agreement concerns the Second Exchange of Notes 
to the Fifth Protocol to the Treaty, which states that the 
Guidelines apply, by analogy, in determining the business 
profits attributable to a PE.

Under the competent authority agreement, the following 
understandings have been reached:
– the full AOA applies without waiting for the OECD 

Report to be finalized;
– article 7 of the Canada-United States Treaty must be 

interpreted in a manner fully consistent with the full 
AOA;

– all other provisions of the Canada-United States 
Treaty that require a determination of whether an 
asset or amount is effectively connected or attribut-
able to a PE must be interpreted in a manner fully 
consistent with the full AOA; and

– relief from double taxation remains subject to the 
provisions and limitations of each country’ s domestic 
law, as provided in article 24 (Elimination of Double 
Taxation) of the Canada-United States Treaty.

64. Competent Authority Agreement in respect of the Convention Between 
Canada and the United States of America with respect to Taxes on Income 
and on Capital (26 July 2012), published in the United States Internal 
Revenue Bulletin: 2012-34.

65. Convention Between Canada and the United States of America with respect 
to Taxes on Income and on Capital (26 Sept. 1980) (as amended through 
2007), Treaties IBFD.

5.6.1.4.  Denmark

Denmark is willing to apply the AOA unless a tax treaty 
provides otherwise. No specific provisions or guidelines 
on the allocation of assets and risks have, however, been 
released. Therefore, in practice, a determination is made 
of the assets that are economically owned by the PE and 
in what capacity.

5.6.1.5.  Germany

Under the proposed new article 1(5) of the German 
Foreign Tax Law (Außensteurgesetz – AStG)66 transactions 
between a head office and a PE are regarded as internal 
dealings. Such a transaction must be treated as a trans-
action between two separate entities, which means that the 
significant functions of a PE, carried out by its employees, 
have to be determined.67 Further clarification is provided 
in the Decree on the allocation of profits to a PE.68 It is 
indicated that the allocation of profits to a PE must take 
place by means of a function and risk analysis of the busi-
ness activities of the PE. In determining the arm’ s length 
pricing, the business activities of the PE must be compared 
with those of a separate entity. Based on the function and 
risk analysis, personnel functions, both tangible and intan-
gible and financial assets, participations and equity and 
debt are allocated to the PE.

5.6.1.6.  Japan

Under the former Japanese domestic tax law, which is based 
on the “force of attraction” principle, all income arising 
from sources within Japan was fully taxable regardless of 
whether such income was attributable to the PE. Under 
the revised Japanese domestic tax law, income attribut-
able to a PE will be taxable regardless of the source. In 
addition, income attributed to a PE is calculated in line 
with the AOA, pursuant to which transactions between a 
head office and a PE will be regarded as internal dealings. 
Such transactions must be treated as occurring between 
two separate entities, which means that the significant 
functions of a PE, carried out by its employees, have to 
be determined. 

66. DE: Foreign Tax Law (Aussensteuergesetz – AStG), National Legislation 
IBFD. Originally, the AOA was included in article 5 of the 2013 Draft 
Budget BT. Drucks. 17/1000 for 2013. The Budget law was rejected. Mean-
while, however, the AOA was implemented by the Tax Act implementing 
the Administrative Cooperation Directive and amending tax regulations” 
(Gesetz zur Umsetzung der Amtshilferichtlinie sowie zur Änderung steuerli-
cher Vorschriften) of 29 June 2013 and on 13 August 2013, the German 
Ministry of Finance released for public comment draft Regulations (PE 
Regulations) on how the AOA will apply in practice (Verordnung zur 
Anwendung des Fremdvergleichsgrundsatzes auf Betriebsstätten nach § 1 
Absatz 5 des Außensteuergesetzes; Betriebstättengewinnaufteilungsverord-
nung – BsGsaV), which were adopted in October 2014.

67. Art. 1(5) AStG.
68. Article 1 of the Decree on the separate entity approach to PEs in accord-

ance with section 1, paragraph 5 of the Foreign Transactions Tax Act (OE 
profit allocation Decree) (Verordnung zur Anwendung des Fremdvergleichs-
grundsatzes auf Betriebsstätten nach § 1 Absatz 5 des Außensteuergesetzes; 
Betriebstättengewinnaufteilungsverordnung – BsGsaV).
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5.6.1.7.  Korea (Rep.)

The AOA has been applied since 1 January 2014.69 All 
transactions between a headquarters and a PE must be at 
arm’ s length, except interest expenses on loans to a non-
bank branch and guarantee fees.

5.6.1.8.   Netherlands

The Netherlands, in its Decree of 15 January 2011, no. IFZ 
2010/457m, has defined SPFs as functions related to active 
decision making connected with the making and manage-
ment of risks of activities within a company. It is mainly 
day-to-day activities that play a leading role in the opera-
tional management of a business. Furthermore, reference 
is made to the “control over risk” concept of the Guidelines, 
i.e. that: “in arm’ s length transactions it generally makes 
sense for the parties to be allocated a greater share of those 
risks over which they have relatively more control”.70

The Decree takes the view that, despite the fact that these 
terms might be interpreted differently, substantial overlap 
may exist between the concepts of SPFs and control. This 
means that risk allocation to a PE is, to a large extent, com-
parable with risk allocation to a comparable unrelated 
company that is in equivalent circumstances.

5.6.1.9.  United States

The United States also endorses the AOA, as can be 
deduced from the US Technical Explanation to article 7(3) 
of the US Model (2006),71 except in respect of the avoid-
ance of double taxation, which the United States regards 
as an article 23 of the OECD Model (2014)72 issue. The 
Technical Explanation, however, does not contain guide-
lines on the determination of SPFs.

5.6.1.10.  Countries that partially follow the AOA

Countries that do not yet follow the AOA but already have 
provisions or resolutions providing for the separate entity 
approach include, inter alia, the Czech Republic, Italy, 
Switzerland and the United Kingdom.

The Czech Income Tax Act73 contains a specific provision 
that establishes that the tax base of a PE must not be less 
than the tax base of an identical or similar activity by a tax-
payer that is a tax resident of the Czech Republic.74 This 
provision further establishes the methods for determin-
ing the tax base and indicates that in respect of the ratio 
of income/losses for the determination of gross revenues 
of comparable taxpayers, a comparable profit margin or a 
similar benchmark may be used. It also provides that the 
allocation method regarding overall profits or losses of the 
non-resident may be used.

69. KR: Corporate Income Tax Act, Presidential Decree, articles 130D and 
132(2)(9).

70. Para. 1.49 Guidelines, supra n. 4.
71. US Model Tax Convention on Income (15 Nov. 2006), Models IBFD. 
72. OECD Model Tax Convention on Income and on Capital (15 July 2014), 

Models IBFD.
73. CZ: Income Tax Act, National Legislation IBFD.
74. Id., sec. 23(11).

From a 2006 Italian Ruling75 if follows that Italy is willing 
to apply the separate entity approach, but further guide-
lines on its application and relevant case law are lacking. 
Further, article 152 of the Italian Income Tax Code pro-
vides that the income attributable to an Italian PE of a non-
resident company must be determined in the same manner 
as for resident companies, i.e. on the basis of a separate 
profit and loss account of the PE.

Section 21 of the UK 2009 Corporation Tax Act76 pro-
vides that the profits of a PE must be determined by means 
of a separate entity approach, under which the PE trades 
independently.77 The UK approach, in substance, seems 
to be in line with the basic principles of the AOA, as, first, 
a functional and factual analysis must be undertaken of 
the activities carried out by the PE and other parts of the 
enterprise. Thereafter, the remuneration for dealings with 
the PE must be determined by means of the Guidelines. A 
substantial deviation, however, is that, under UK domestic 
law, royalties and financing costs paid to a foreign PE are 
not deductible and payments from a foreign PE to a UK 
head office are not recognized.

Under Swiss practice, the profits of a PE are calculated by 
means of an object method under which the PE is treated 
as a separate entity. This means that the taxable profit of 
the PE is equal to the profits that a separate entity would 
have realized. Swiss profit allocation to a PE, therefore, 
resembles the AOA.78

5.6.2.  Method to allocate risks, equity and debt

Full guidance on this aspect of the AOA is only provided 
by Germany, the Netherlands and, to a substantial extent, 
Japan and the United States.

5.6.2.1.  Belgium

The Belgian Ruling Commission first, in line with the first 
step of the AOA, allocates assets, risks, debts and equity 
to a PE by means of a functional analysis of the activi-
ties carried out by the PE. The assets are allocated to a 
PE by means of a functional analysis of its economically 
important activities and responsibilities and the risk borne 
with regard to the underlying transactions. In allocating 
risks, the Ruling Commission considers a variety of factors 
including the product, R&D, market, guarantees, storage, 
bad-debt and currency exchange risks.

After the allocation of assets and risks is made, the Com-
mission allocates the debt on the basis of the assets and 
risks allocated to the PE that need to be financed. This 
seems to imply a preference for a tracing approach that 
reflects the specific circumstances of the PE, as the allo-
cation specifically considers the functions that are carried 
out by the PE.

75. Circular letter 32/9/2267 of 22 September 1980 on the implementation 
of the OECD Transfer Pricing Guidelines and Ruling 44/2006.

76. UK: Corporation Tax Act 2009, National Legislation IBFD.
77. This approach was included in UK: Taxation (International and Other 

Provisions) Act 2010 (TIOPA) 10/S43, which was part of UK: Finance 
Act 2011, National Legislation IBFD.

78. Supra n. 3.
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With regard to the allocation of free capital, sometimes 
the capital allocation method and sometimes the thin cap-
italization method is used based on the specific facts of the 
case. The Ruling Commission has not, however, expressed 
a preference for the application of one of the two methods.

5.6.2.2.  Denmark

Risks are allocated to a PE to the extent that the PE exer-
cises active decision-making with regard to the acceptance 
and/or management of risks. No guidance has yet been 
issued on the allocation of equity and debt, but what is 
decisive is the amount of equity and debt required to exer-
cise the functions of the PE. Furthermore, capital attribu-
tion is determined according to Danish thin capitalization 
rules based on a fixed debt-equity ratio. The Danish tax 
authorities have yet to decide on which method to apply 
from the OECD approach.

5.6.2.3.  Germany

Germany has adopted various guidelines, in particular by 
means of a Decree. The new article 1(5) of the AStG pro-
vides that the separate entity method requires that assets, 
changes in the value of assets, risks and the required equity 
must be allocated to the PE. The methods to be used are 
clarified in articles 4 to 15 of a Decree of 13 October 2014.79 
With regard to the allocation equity, the Decree provides 
for the application of the capital allocation method. Under 
this method, the allocated capital is based on the partici-
pation of the PE in assets, changes and risks (article 12). 
With regard to the allocation debt, the tracing method is 
used, under which debt used for the financing of assets 
and risks by the PE (article 15) is allocated. 

The Explanatory Memorandum to the German budget law 
for 2013 contains the following two guidelines:80

– a PE has the same credit rating as its head office, which 
would point to the application of the capital alloca-
tion method; and

– a loan granted by a head office to a PE, and vice versa, 
must be treated as an “intercompany dealings rela-
tionship”.

These points were repeated in the Explanatory Memo-
randum to the Tax Act implementing the Administra-
tive Cooperation Directive and the amending tax regula-
tions.81 Furthermore, from 18 October 2014, a Decree on 
the allocation of profits to a PE applies.

This Decree, inter alia, provides that an auxiliary or ancil-
lary account for the PE must be prepared.82 The account 
must contain all of the components that are to be attrib-
uted to the PE on the basis of its personnel functions, 

79. Supra n. 9.
80. Page 109 of the Explanatory Memorandum to the Budget Law 2013. The 

Budget Law was rejected, but meanwhile the AOA was implemented by 
the Tax Act implementing the Administrative Cooperation Directive and 
amending tax regulations.

81. DE: Explanatory Memorandum to the Tax Act implementing the Admin-
istrative Cooperation Directive and the amending tax regulations (Gesetz 
zur Umsetzung der Amtshilferichtlinie sowie zur Änderung steuerlicher 
Vorschriften (Amtshilferichtlinie-Umsetzungsgesetz – AmtshilfeRLUmsG) 
of 26 June 2013, BGBl. I 2013, S. 1809 and BGBl. II 2013, S. 1120). 

82. Art. 3 Decree.

including assets, “free capital” and liabilities, as well as 
the related business revenue and expenses. This includes 
deemed business revenue and expenses based on such 
dealings. In addition, the Decree contains provisions to 
substantiate the allocation of assets, opportunities and 
risks, “free capital” and liabilities to the PE. In principle, 
this allocation is made in accordance with the personnel 
functions of the PE. 

Concerning the allocation of chances and risks, it is indi-
cated that those related to assets or a business activity of a 
PE are allocated to that PE.83 In other instances, chances 
and risks are allocated on the basis of the personnel func-
tions of the PE.

The allocation of assets and related financing costs is based 
on the allocation of risks and chances.84

With regard to the allocation of equity to the PE, the 
Decree indicates that such an allocation should be based 
on the capital allocation method.85 With regard to a foreign 
PE of a German company, a minimum amount of capital 
may be allocated that is necessary for the carrying out of 
the SPFs of the PE. A higher amount of equity may only 
be allocated to the foreign PE if this allocation is more in 
line with the allocation of capital to an unrelated separate 
entity or required under the legislation of the country were 
the PE is established.

With regard to a German PE of a foreign company, the allo-
cation may also be based on foreign accounting rules if:
– those rules do not substantially differ from German 

accounting rules; or
– a difference in outcome is adjusted such that the 

outcome is not substantially different from that under 
German accounting laws.

With regard to the allocation of debt, the Decree seems to 
favour the application of the tracing method under which 
the allocation is based on the debt funding acquired by 
the enterprise and the asset/risk that had to be financed.86 
What is particularly relevant is which assets are allocated 
to the PE.

5.6.2.4.  Japan

From 2016, Japan will allocate assets, risks and capital to 
the PE, recognize dealings with the enterprise’ s other parts 
that include the PE and recognize dealings as if the PE were 
a separate and independent enterprise.87 The allocation of 
assets and risks is based on the functions that the PE exer-
cises. Risks are allocated to a PE to the extent that the PE 
exercises active decision-making in respect of the accep-
tance and/or management of risks. In allocating capital, 
the following two methods may be used:
– the capital allocation method, under which capital is 

allocated to the risk weighted asset ratio. This ratio 

83. Art. 10 Decree.
84. Arts. 14 and 15 Decree.
85. Arts. 12 and 13 Decree.
86. Art. 16 Decree.
87. JP: Corporation Tax Act, art. 138(1)(i), National Legislation IBFD.
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is calculated by means of credit, market, operational 
and other risks. Assets may also be used as an alloca-
tion basis; or

– the thin capitalization method, under which the debt-
to-equity ratio of a comparable company is used.

If the amount of equity (net assets) attributable to a PE is 
lower than the equity of the foreign corporation, interest 
expenses on debt of the PE corresponding to the deficiency 
of equity are not deductible.88

5.6.2.5.  Korea (Rep.)

The allocation of capital to a PE is based on the thin cap-
italization rule. In this respect, it should be noted that 
article 14 of the Law for the Coordination of International 
Tax Affairs provides for a 3:1 safe-harbour ratio or the ap-
plication of an arm’ s length ratio to a foreign controlling 
shareholder and debt borrowed from a third party based 
on the guarantee of the foreign controlling shareholder. 
There are no specific rules yet for the allocation of assets 
and risks, but based on transfer pricing rules, the functions 
performed, assets used and risks assumed by the PE have 
to be taken into account.

A special rule applies to the price that the PE uses for intra-
company intangible assets. In determining the arm’ s length 
price, the expected additional income or amount of cost 
reduction, the existence of use restrictions and the per-
missibility of sublicensing are taken into consideration.89 
Furthermore, the fees are compared with the price that an 
independent third party would pay in order to determine 
whether a royalty payment or receipt is in line with the 
arm’ s length principle.

5.6.2.6.  Netherlands

The Netherlands Decree indicates that the allocation of 
equity to the PE should be based on the capital alloca-
tion approach because, in the State Secretary’ s view, this 
method best reflects whether a PE has the same creditwor-
thiness as its head office. The thin capitalization approach 
will, therefore, only be applied when the entire enterprise 
is excessively financed with debt.

Regarding the allocation of debt to a PE, the Netherlands 
Decree prefers the application of the fungibility method, 
under which a risk-weighted portion of the total interest 
expenses of the enterprise is allocated to the PE. The argu-
ment is that the tracing method, under which the allo-
cation is based on the historic relationship between the 
debt funding acquired by the enterprise and the asset/
risk that had to be financed, might not result in an arm’ s 
length attribution of interest to a PE because the specific 
circumstances of the PE are taken into account to a lesser 
extent. Based on Netherlands case law, it is questionable 
whether or not this statement is correct. In contrast, the 
tracing method takes the exact circumstances of the PE 
into account because, under this method, a specific loan 

88. Id., art.142-4.
89. Art. 6(6) Presidential Decree of the Corporate Income Tax Act.

is linked to a PE only if it was taken up to finance assets 
that are deemed to be owned by the PE.

The Netherlands Supreme Court’ s starting point for its 
analysis is to attribute the debt, with the remainder quali-
fying as “free capital” on which interest is not deductible. 
Secondly, Netherlands case law generally uses the tracing 
method for the allocation of interest.

The expressed preference for the capital allocation method 
is, however, in line with Netherlands case law. The Supreme 
Court has decided that the application of the thin cap-
italization method results in an arbitrary outcome, since 
it depends on the specific circumstances of a case and the 
choices that an entrepreneur has made with regard to the 
financing of his business.90

5.6.2.7.   United States

In the United States, with regard to the allocation of free 
capital, an explanation is given in the US Technical expla-
nation on article 7(3) of the US Model (2006), which 
seems to resemble the AOA. Both this explanation and 
the notes or protocol accompanying a treaty specify that 
a PE cannot be entirely debt-funded, but needs sufficient 
capital to carry on its activities as if it were a distinct and 
separate enterprise. Insofar as the PE does not have such 
capital, a contracting state may attribute such capital to the 
PE and deny an interest deduction to the extent necessary 
to reflect that capital attribution. Treasury Regulations 
section 1.882-5 describes the capital allocation method. 
Under this section, the primary method for a foreign cor-
poration to determine its allocable US interest expense is 
the “adjusted US-booked liabilities method” (the AUSBL 
method). Under this method, the only interest that can be 
deducted by the US branch is interest paid or accrued on 
liabilities booked through the US branch, as adjusted by 
reference to the interest incurred on “US-connected lia-
bilities” of the US branch determined by comparing US 
assets to worldwide assets or by applying a percentage ratio 
specified in the regulations.

The notes or protocol that accompany a tax treaty allow a 
taxpayer to apply a more flexible approach that takes into 
account the relative risk of its assets in the various jurisdic-
tions in which it does business. In particular, with regard 
to financial institutions other than insurance companies, 
the amount of capital attributable to a PE is determined by 
allocating the institution’ s total equity between its various 
offices on the basis of the proportion of the financial insti-
tution’ s risk-weighted assets attributable to each of them.

Furthermore, the concept of free capital was introduced 
in the US Model (2006) Technical Explanation, which is 
in line with the first step of the AOA approach. It hypoth-
esizes the PE as a functionally-distinct entity with suffi-

90. NL: SC, 7 May 1997, no. 30.204, BNB 1997/263. In that case, the Supreme 
Court indicated that the capital allocation method, which provides for 
a pro rata allocation of capital, is less arbitrary than a thin capitalization 
method, which depends in the specific circumstances of a case and the 
choices that an entrepreneur has made with regard to the financing of his 
business. 
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cient free capital to support its operations as a notionally 
separate entity.

Finally, the US methods provide for a “reasonable allo-
cation” of certain expenses, which is not entirely consis-
tent with the arm’ s length approach of the AOA, as it is 
not in line with the tracing method or with the fungibil-
ity method.

The US Treasury Regulations also contain rules for deter-
mining which assets of a foreign corporation are treated as 
belonging (or not belonging) to its US branch (Treasury 
Regulations sections 1.882-5(b)(1) and 1.884-1(d)). In 
general, an asset is treated as a US asset if it produces 
income effectively connected with the United States (US 
ECI). Rules are provided for specific categories of assets, 
for example, property that is depreciable or capable of 
being amortized, inventory, instalment obligations, receiv-
ables, bank deposits and debt instruments.

It is also specified that transactions between separate 
offices or branches of the same taxpayer (i.e. an inter-
branch transaction) do not create US assets.

5.6.3.  Allocation of profits and losses – Determination of 
“choice of method”

5.6.3.1.   Belgium

Belgian Rulings regarding the application of the AOA to 
determine an arm’ s length price for transactions between 
a head office and a PE first determine the extent of com-
parability between the related transactions between a head 
office and a PE and free market transactions and then 
investigate the completeness and accuracy of the available 
data.91 Based on the outcome, a transfer pricing method is 
chosen, which must be the most reliable standard for the 
determination of an arm’ s length result. 

5.6.3.2.  Denmark

In Denmark, PEs are subject to mandatory tax consolida-
tion with all other group companies.

5.6.3.3.  Germany

Article 5 of the Tax Act implementing the Administra-
tive Cooperation Directive and amending tax regulations, 
which inserts a new paragraph 5 in article 1 of the AStG, 
indicates that the PE is to be treated as a separate entity. 
This means that the business relationships between a head 
office and a PE must be determined and the arm’ s length 
transfer price for those relationships. The term business 
relationship is defined by the proposed article 1(4) of the 
AStG as single or several connected economic transac-
tions between a taxpayer and a related party that are not 
based on company law agreements, a part of the income of 
which qualifies as income from agriculture, trade or busi-
ness, independent services or letting and leasing. Because a 
head office and its PE cannot conclude civil law contracts, 
the German concept is based on a deemed contractual rela-
tionship, which must be at arm’ s length. This means that 

91. For example, Ruling No. 2010.289 of 9 August 2011, p. 91.

in allocating profits and losses the transactions between a 
head office and PE are treated as contracts between inde-
pendent parties.

The Decree on the allocation of profits to a PE of October 
2014 provides that business revenue and expenses will be 
determined on the basis of the personnel function. Fur-
thermore, the Decree contains provisions on a deemed 
contractual relationship (“dealings”) between the PE and 
its parent company and/or group companies.

5.6.3.4.  Japan

Under the new tax reform, the PE is to be treated as a sep-
arate entity. This means that the business relationships 
between a head office and a PE must be determined, as well 
as the arm’ s length transfer price for those relationships.

Under the new domestic rules, internal dealings within 
a single entity are recognized (for example, an internal 
royalty, internal interest, internal service fees (including 
appropriate markups), etc., need to be charged in calcu-
lating Japanese corporate tax).92 A mere purchase by a PE 
of goods for its head office generates profits. Furthermore, 
prices of internal dealings not in line with the arm’ s length 
principle will be adjusted. Finally, a PE may claim a foreign 
tax credit on its Japanese corporate tax return.

A reasonable cost allocation from a head office to a PE, 
such as the allocation of overhead expenses related to 
administrative functions performed by the head office 
for the benefit of the PE, without any markups, con-
tinue to be deductible. In addition, some documentation 
requirements (including documentation similar to trans-
fer pricing documentation) are imposed on PEs.

5.6.3.5.  Korea (Rep.)

Under the new tax reform, a PE is to be treated as a sep-
arate entity. This means that the business relationships 
between a head office and a PE must be analysed and an 
arm’ s length transfer price for those relationships estab-
lished.

5.6.3.6.  The Netherlands

Regarding the allocation of profits, the Netherlands Decree 
confirms that the attribution of profits to a PE must take 
place by means of a functionally separate entity approach. 
This means that dealings between the PE and other parts 
of the enterprise must be identified, assessed and priced 
in accordance with the arm’ s length principle of article 9 
of the OECD Model (2014) and the Guidelines. In com-
paring similar transactions carried out between unrelated 
parties under similar circumstances, the products and ser-
vices, functions of the PE, including assets and risks, the 
terms of any contracts, the industry concerned and the 
business strategy must be taken into account.93 Thereaf-
ter, it must be determined which transfer pricing method 

92. Art. 138(2) Corporation Tax Act.
93. J. Dijkman, S. de Buck & D. Brouwers, Guidance Issued on Profit Attribution 

to Permanent Establishments, 18 Intl. Transfer Pricing J. 3, p. 209 (2011), 
Journals IBFD. 
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is the most appropriate to obtain an arm’ s length profit 
allocation for the situation at hand.

5.6.3.7.  United States

The US concept is also based on the functionally separate 
entity approach. The US Model (2006) incorporates the 
arm’ s length standard and the Guidelines in determining 
the profits attributable to a PE. Under article 7(2) of the 
US Model, the amount of income “attributable to” a PE is 
the business profits that the PE would have earned had it 
been a distinct and separate enterprise engaged in the same 
or similar activities under the same or similar conditions 
and dealing wholly independently with the enterprise in 
relation to which it is a PE.

The profits attributable to a PE may be from sources 
within or outside the country in which the PE is located. 
The profits attributable to a PE include only those profits 
derived from the assets used, risks assumed and activities 
performed by the PE.

In contrast, however, sections 871(b) and 882 of the Inter-
nal Revenue Code provide that, if a non-resident alien or a 
foreign corporation is engaged in trade or business in the 
United States, the taxpayer is taxable on any income that 
is “effectively connected” (ECI) with the conduct of a trade 
or business in the United States.

The Technical Explanation also notes that transactions 
between the foreign corporation and its US branch (i.e. 
internal dealings) are not generally recognized under US 
domestic law, but may be taken into account in situations 
in which the dealings accurately reflect the allocation of 
risk within the enterprise.

Furthermore, on 6 December 2013, the Office of the Asso-
ciate Chief Counsel (International) of the US Internal 
Revenue service issued Memorandum ILM 201349015 
of 16 September 2013, which, inter alia, deals with the 
determination of the profits of a PE. The Memorandum 
states, that, under US tax treaties that adopt the AOA, 
profits of a US PE may be based on all of the PE’ s deal-
ings, including transactions between the US PE and the 
foreign cooperation of which it forms a part, even though 
such inter-branch dealings would not give rise to income, 
gains, profits, or losses of the foreign corporation under 
the US Internal Revenue Code.

5.6.3.8.  Countries applying the separate entity approach

In Austria, the Czech Republic, Italy and the United 
Kingdom, the profit allocation to a PE also, to a substan-
tial extent, resembles that of the AOA. The provisions of 
those countries, however, contain substantial deviations 
from the AOA concerning the treatment of remuneration 
for transactions between a head office and a PE.

5.7.  Avoidance of double taxation in situations in 
which a different allocation method is used by the 
contracting states 

Because Germany and the Netherlands take the view that 
the AOA can also be applied to treaties signed before 2010 

that do not contain the new article 7, the avoidance of 
double taxation constitutes the area where both the Neth-
erlands and German approach is clearly in conflict with the 
AOA. To provide certainty, the Netherlands Decree speci-
fies that the Netherlands will also apply the AOA to pre-
2010 treaties that do not contain the new article 7 provi-
sion. This view clearly disregards the position of the other 
treaty partner and disregards the fact that the Netherlands 
Supreme Court does not generally favour the application 
of a dynamic approach to treaty interpretation and only 
applies a subsequent Commentary on the OECD Model 
if it constitutes a clarification of the existing Commentary.

In order to soften its strict approach, the Netherlands is 
prepared to accept that a provision be included in tax trea-
ties to the effect that the competent authorities will decide 
at a later stage on the application of the AOA.94

Furthermore, the Netherlands Decree mentions that the 
Netherlands is not prepared to automatically make a cor-
responding adjustment if the same profits are also taxed 
in the country of the PE. The Netherlands is only willing 
to enter into a mutual agreement procedure in the event 
of a different allocation of interest, but not in respect of a 
different allocation of equity. With regard to treaties that 
contain a pre-OECD Model (2010) article 7 provision, the 
Decree specifies that the Netherlands will only follow the 
allocation method of the PE state if the following require-
ments are met:
– the different approach of the country is based on 

domestic legislation;
– the method used by the PE country is a method 

authorized by the OECD; and
– the outcome is at arm’ s length.

No clear motivation is given for this restriction, which 
seems to contradict Netherlands treaty policy, which aims 
to include mandatory arbitration in its tax treaties to solve 
cases of double taxation.

If the other country does not follow the Netherlands 
approach of applying the AOA to existing treaties, often 
the result is not more certainty, but double taxation. As the 
Netherlands is only willing to enter into a mutual agree-
ment procedure, i.e. there is no commitment to reach a 
solution, it is expected that the matter will reach the courts 
with regard to the application of a dynamic approach to 
interpretation of the Commentary on the OECD Model 
(2010). 

German legislation takes the same approach, but this is not 
in line with the case law of the German Supreme Court, 
which in various decisions has decided that a change to 
the OECD Model can only be taken into account if it had 
already been adopted at the time the relevant tax treaty 
was signed.95 Article 1(5)(8) of the AStG generally provides 

94. Page 45 of the 2011 Dutch tax treaty policy Memorandum. Such a provi-
sion is included in article VII of the Protocol to the Convention between 
the Kingdom of the Netherlands and the Republic of Panama for the Avoid-
ance of Double Taxation and the Prevention of Fiscal Evasion with Respect 
to Taxes on Income (6 Oct. 2010), Treaties IBFD.

95. For example, DE: Supreme Court (Bundesfinanzhof – BFH), 9 Feb. 2011, I 
R 54, 55/10, IStR, p. 435 (2011), Tax Treaty Case Law IBFD and DE: BFH, 
25 May 2011, I R 95/10, IStR, p. 688 (2011).
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for the application of the AOA also to pre-2008 tax trea-
ties and only provides for the application of the outcome 
agreed under such a tax treaty if the application is based 
on that treaty and the taxpayer provides proof to the tax 
authorities that the other contracting state is exercising its 
rights in accordance with the tax treaty.

The German approach, therefore, could, in many situ-
ations, also result in uncertainty and a conflict with a pre-
2008 tax treaty that does not contain the new article 7 of 
the OECD Model. Furthermore, various German scholars 
take the view that the German approach may also result 
in treaty override if the taxing rights under a tax treaty are 
allocated to the other contracting state, but that state does 
not exercise its taxing rights because a tax is not levied 
under its domestic tax rules.96

Austria, Denmark, Japan97 and Korea (Rep.) explicitly 
provide that if an income tax treaty not incorporating the 
AOA is applicable, internal interest for non-financial en-
terprises and internal royalties will not be recognized, and 
a mere purchase of goods will not generate profits for the 
PE.

The United States takes the view that the avoidance of 
double taxation is not an article 7 issue, but an article 
23 issue.98 This means that no automatic corresponding 
adjustment is made. Because, however, the United States 
has provisions on the avoidance of double taxation in its 
tax treaties in combination with domestic relief provisions, 
sufficient tools should exist to avoid double taxation.

The same conclusions can be drawn in respect of Germany 
because the AOA will only not be applied if the other con-
tracting state exercises its taxing rights in accordance with 
the treaty. This approach would also result in treaty over-
ride if the taxing rights under a tax treaty are allocated 
to the other contracting state, but that country does not 
exercise its treaty rights because a tax is not levied based 
on domestic tax rules.99

5.8.  Tax treaties containing the new article 7

The number of tax treaties containing the new article 7 is 
very limited. To date, the provision is included in the fol-
lowing treaties: 

96. The same conclusion was arrived at by K.-M. Wilke, Referentenentwurf 
des JStG 2013 durch das MF. Die geplanten Änderungen in § 1 AStG, who, 
based on DE: BFH, 24 Aug. 2011, I R 46/10, indicates that a treaty right 
can also be exercised such that no tax is levied based on domestic law.

97. Art. 139 Corporation Tax Act indicates that a deviating tax treaty prevails 
over deviating domestic rules on the AOA. 

98. The US Treasury Department Statement released on 7 June 2007 states 
that: “We disagree with the “symmetry” requirement set forth in para-
graph 44 of the draft Revised Commentary on Article 7 of the OECD 
Model Tax Convention. We believe that relief from double taxation is 
an Article 23, not Article 7, issue, and that a home state computes the 
amount of PE income to be exempted from tax according to its domestic 
laws. However, our disagreement with the symmetry requirement should 
not adversely affect taxpayers to any significant extent in practice. The 
“overall” limitation provided for in our foreign tax credit rules (as com-
pared to a “per-country” or “item-by-item” limitation) makes it unlikely 
that double taxation of PE income will occur with respect to capital attri-
bution and interest allocation”.

99. See supra n. 39.

– Luxembourg-Andorra Income and Capital Tax Treaty 
(2 June 2014);

– Barbados-United Kingdom Income and Capital Tax 
Treaty (26 April 2012);

– Belgium- Norway Income and Capital Tax Treaty (14 
April 1988);

– United States-Belgium Competent Authority 
Agreement (17 June 2013);

– Canada-United States Competent Authority 
Agreement (26 June 2012);

– Guernsey-Cyprus Income and Capital Tax Treaty (15 
July 2014);

– Norway-Cyprus Income Tax Treaty (24 February 
2014);

– Cyprus-Switzerland Income and Capital Tax Treaty 
(25 July 2014);

– Germany-Liechtenstein Income and Capital Tax 
Treaty (17 November 2011);

– Germany-Luxembourg Income and Capital Tax 
Treaty (23 April 2012);

– Germany-Netherlands Income Tax Treaty (12 April 
2012);

– Norway-Germany Income Tax Treaty (4 October 
1991);

– Guernsey-Liechtenstein Income and Capital Tax 
Treaty (5 June 2014 (Guernsey), 11 June 2014 
(Liechtenstein));

– Guernsey-Luxembourg Income and Capital Tax 
Treaty (10 May 2013);

– Guernsey-Monaco Income Tax Treaty (7 April 2014);
– United States-Hungary Income Tax Treaty (4 

February 2010);
– United Kingdom-Iceland Income Tax Treaty (17 

December 2013);
– Switzerland-Iceland Income and Capital Tax Treaty 

(10 July 2014);
– Isle of Man-Luxembourg Income and Capital Tax 

Treaty (8 April 2013);
– Israel-Panama Income Tax Treaty (8 November 2012);
– Hong Kong-Italy Income Tax Treaty (29 November 

2013 (Hong Kong), 18 June 2015 (Italy));
– United Kingdom-Japan Income Tax Treaty (2 

February 2006);
– Jersey-Luxembourg Income and Capital Tax Treaty 

(17 April 2013);
– United States-Malta Income Tax Treaty (8 August 

2008);
– United Kingdom-Netherlands Income Tax Treaty (26 

September 2008);
– Norway-United Kingdom Income and Capital Tax 

Treaty (12 October 2000);
– United Kingdom-Panama Income Tax Treaty (29 July 

2013);
– Poland-United States Income Tax Treaty (6 August 

2013);
– Switzerland-Slovenia Income and Capital Tax Treaty 

(12 June 1996);
– Barbados-United Kingdom Income and Capital Tax 

Treaty (26 April 2012); and
– United Kingdom-Liechtenstein Income Tax Treaty 

(11 June 2012).
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5.9.  Final remarks

As was discussed in section 3., OECD member countries 
seem to take differing positions on the implementation 
of the OECD Report on the Attribution of Profits to a PE 
(2010 Report)100 including in their respective guidelines 
to their tax administrations on the topic of static versus 
dynamic interpretation. The majority of tax administra-
tions follow the dynamic approach while some jurisdic-
tions do not take an explicit position on the matter. In 
addition, the case law seems to deviate from the official 
line.

As part of BEPS Action Point 15, the OECD aims to 
analyse the tax and public international law issues related 
to the development of a multilateral instrument that will 
enable jurisdictions to implement measures developed 
in the course of the work on BEPS and amend bilateral 
tax treaties. On the basis of this analysis, the OECD seeks 
to develop a multilateral instrument that will provide an 
innovative approach to international tax matters and will 
reflect the rapidly evolving nature of the global economy 
and the need to cope quickly with these changes.

6.  Adequate Capital

6.1.  Introduction to the concept of “free capital”

Tax considerations aside, and in the absence of regula-
tory requirements, there is ordinarily no need for any 
“free” capital to be formally attributed to a PE. Conse-
quently, the PE’ s funding needs could legally be entirely 
debt funded. Nevertheless, while the PE may not need to 
have “free” capital allotted to it, under the AOA, the PE is 
treated as having an appropriate amount of “free” capital in 
order to support the functions it performs and the assets 
and risks attributed to it. Moreover, if the same operations 
were carried on through a subsidiary in the host country, 
the subsidiary may be required, under thin capitalization 
rules, to have some equity or “free” capital. Under the 
AOA, the PE needs, for tax purposes, to have attributed 
to it an arm’ s length amount of “free” capital, irrespective 
of whether or not any such capital is formally attributed 
to the PE.

There is the issue, however, of how to attribute an appro-
priate amount of “free” capital and interest-bearing debt 
to the various parts of the enterprise. A number of ap-
proaches to determining funding costs are considered in 
section 6.2.

6.2.  Free capital allocation approaches suggested by the 
OECD

Before profits can be attributed to a PE, there is an 
important issue concerning the allocation of capital or the 
determination of the “free” capital of the PE. The OECD 
makes a distinction between the methods, yet considers 
that the application or determination of free capital cannot 
be carried out only through one approach; instead, a com-

100. OECD, Report on the Attribution of Profits to Permanent Establishments 
(OECD 2010) (2010 Report).

bination of approaches is possible in light of fulfilling the 
arm’ s length principle.

According to the 2010 Report, there are at least six methods 
for determining adequate “free” capital at the level of the 
PE:
(1) capital allocation approach;
(2) economic capital allocation approach;
(3) thin capitalization approach; 
(4) safe harbour approach – quasi thin capitalization/

regulatory minimum capital approach;
(5) attribution of capital to the PE of a thinly capitalized 

enterprise; and
(6) other similar methods.

6.2.1.  Capital allocation approach – Proportionate to 
asset/risk profile

This approach suggests that the capital allocation should 
be based on a functional analysis pursuant to which the 
assets owned and risks assumed by the PE are compared to 
the enterprise as a whole. Thus, the proportion of people 
functions, assets and risks allocated to the PE give rise to 
the free capital to be allocated at the level of the PE (for 
example, if the PE has 15% of the enterprise’ s assets and/or 
risks, 15% of the enterprise’ s “free” capital will be attributed 
to it). Accuracy adjustments can be made on the basis of 
differences in market conditions, the definition of capital, 
or activities performed by the PE.

Table 1:  Advantages and disadvantages of a capital 
allocation approach

+ Pros - Cons

–  Where enterprises have 
capital structures that 
are consistent with those 
observed in comparable 
independent enterprises, 
an arm’ s length result 
ensues.

–  Where the enterprise of 
which the PE forms a part 
is resident in a different 
jurisdiction from the 
group parent company, 
the thin capitalization 
rules can ensure that the 
enterprise is adequately 
capitalized and an 
appropriate starting point 
for allocating “free” capital 
to the PE is provided.

–  Differences in the 
definition of capital 
between home and host 
countries can result in the 
attribution of more or less 
than the total amount of 
capital of the enterprise.

–  Differences in the type 
of business of the PE and 
an enterprise as a whole 
or in market conditions 
can result in capital 
allocation outside the 
arm’ s length range if 
those differences are not 
appropriately reflected in 
the measurement of risk 
or reasonably accurate 
adjustments are not 
applied.

6.2.2.  Economic capital allocation approach

This approach is explicitly based on the measurement of 
risk. The allocation of free capital depends on risk mea-
surement systems and the risks undertaken by the PE. Here 
the economic approach or economic value of capital can 
be measured.
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Table 2:  Advantages and disadvantages of an economic 
capital allocation approach

+ Pros - Cons

–  Provides a useful starting 
point when the PE 
assumes significant risks, 
as economic measures of 
capital usage may become 
more accurate and an 
increasingly acceptable 
proxy to arrive at a result 
within the arm’ s length 
range.

–  This method may mainly 
be relevant for financial 
institutions.

–  The question arises of how 
to attribute an appropriate 
amount of “free” capital 
and interest-bearing debt 
to the various parts of the 
enterprise.

–  This approach also 
requires a number of 
well-defined measures 
and sophisticated risk 
measurement systems.

6.2.3.  Thin capitalization approach – A comparability 
analysis of independent funding structures

Under the thin capitalization approach, the PE should have 
the same amount of free capital as an independent enter-
prise carrying out similar activities under similar condi-
tions. Relevant factors for allocating the amount of debt 
and free capital under this method are:
(1) the capital structure of the enterprise as a whole; and
(2) the range of actual capital structures of independent 

host country enterprises carrying on the same or 
similar activities as the PE under the same or similar 
conditions.

Table 3:  Advantages and disadvantages of a thin 
capitalization approach

+ Pros - Cons

–  Can be applied in 
respect of non-financial 
entities, but requires the 
determination of the arm’ s 
length amount of funding 
that should be attributed 
to the PE to support its 
functions, assets and risks. 
Thereafter, the comparable 
debt-to-equity ratios in the 
host country can be used 
to determine which part of 
the arm’ s length funding 
should be made up of 
“free” capital.

–  Helps to avoid some of 
the issues that arise in 
determining the amount 
of “free” capital to be 
attributed in situations in 
which the enterprise, as 
a whole, is entirely debt-
funded.

–  Requires observing a wide 
range of debt-to-equity 
ratios and raises a concern 
regarding whether it 
is possible to take into 
account all the factors that 
underlie such different 
debt-to-equity ratios.

–  The effect of attributing 
only the regulatory 
minimum to each of 
the countries where an 
enterprise has PEs can 
result in less than single 
taxation.

–  The aggregated amount of 
“free” capital attributed by 
this method to individual 
PEs may be greater than 
the amount of free capital 
in the enterprise as a 
whole.

6.2.4.  Safe harbour approach – Quasi thin capitalization/
regulatory minimum capital approach

The safe harbour approach requires that the PE have at 
least the same amount of “free” capital required for reg-
ulatory purposes as an independent banking enterprise 
operating in the host country would. This approach is not 
authorized by the OECD, as it ignores the fact that, for 
example, the PE generally has the same creditworthiness 
as the enterprise as a whole. It may be acceptable only in 
situations in which the attribution of profits to the PE does 
not result in a greater amount of profits than would be 
attributed under an AOA.

Table 4:  Advantages and disadvantages of a safe harbour 
approach – Quasi thin capitalization/regulatory 
minimum capital approach

+ Pros - Cons

–  The quasi thin 
capitalization/regulatory 
minimum capital may be 
used in conjunction with 
safe harbours.

–  Difficulties in finding 
sufficiently objective 
benchmarks outside the 
regulated financial sector.

–  Relies on sector 
benchmarks that may 
not meet comparability 
standards, and the more 
refined and wide-ranging 
the approach becomes 
the less administrative 
simplicity it has.

6.2.5.  Other methods

In the highly regulated banking and insurance sectors 
other regulatory measures (for example, solvency margins, 
minimum regulatory asset requirements, etc.) can poten-
tially be used as keys to allocate total investment assets. In 
addition, quasi thin capitalization/regulatory minimum 
capital or thin capitalization/adjusted regulatory minimum 
capital approaches could also potentially be used as keys to 
allocate the actual investment assets (hybrid approaches). 
Hybrid approaches are discussed in more detail in sections 
6.2.5.1. and 6.2.5.2., as well as in section 6.2.6.

6.2.5.1.  Thin capitalization/adjusted regulatory minimum 
approach

The thin capitalization/adjusted regulatory minimum 
capital approach, as a starting point, takes the regulatory 
minimum of the host country and adds an additional 
arm’ s length “free” capital by comparison with local finan-
cial institutions operating in a similar manner, assuming 
similar risks and enjoying the same credit rate.
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Table 5:  Advantages and disadvantages of a thin 
capitalization/adjusted regulatory minimum 
approach

+ Pros - Cons

–  Under certain facts and 
circumstances, the PE’ s 
regulatory reserves and 
minimum surplus may 
constitute an arm’ s length 
amount, without material 
adjustments.

–  The amount of the regula-
tory reserves and surplus 
of the PE is not necessarily 
a reliable metric under 
the AOA, given that it may 
not reflect an arm’ s length 
amount of investment 
assets in relation to the 
risk-weighted liabilities.

–  Adjustments are usually 
needed to ensure that this 
approach is used in an ac-
ceptable manner (i.e. the 
amount of reserves and 
surplus attributed to the 
PE is comparable to the 
reserves and surplus held 
by the business as a whole 
and the amount of invest-
ment assets allocated to 
the PE is not excessive in 
comparison to the busi-
ness as a whole).

6.2.5.2.  Safe harbour – Quasi thin capitalization/regulatory 
minimum approach

The quasi thin capitalization/regulatory minimum 
approach requires the PE to have an amount of investment 
assets that is at least equal to its reserves (as determined 
under the host country’ s regulatory regime) plus the same 
minimum amount of surplus required for regulatory pur-
poses (regulatory minimum surplus) as an independent 
enterprise conducting its business in the host country 
would.

Table 6:  Advantages and disadvantages of a safe harbour 
– quasi thin capitalization/regulatory minimum 
approach

+ Pros - Cons

–  It is an administratively 
simple way of ensuring 
that the PE cannot 
have less assets than its 
regulatory reserves and 
the regulatory minimum 
surplus for an independent 
enterprise conducting an 
insurance business in the 
same jurisdiction.

–  It does not provide 
information concerning 
which of the assets that 
satisfy the minimum 
requirements are subject 
to taxation, which income 
and gains will be taxed or 
what rate of return should 
be obtained on those 
assets.

–  It ignores important 
internal conditions of the 
AOA, for example, that 
the PE generally have the 
same creditworthiness as 
the enterprise as a whole. 

6.2.6.  Attribution of capital to the PE of a thinly 
capitalized enterprise 

This is a combination between two approaches, namely 
the thin capitalization approach and the capital allocation 

approach. The thin capitalization approach looks at the 
capital structures of comparable independent enterprises 
in comparable circumstances, etc. A second approach sug-
gests first adjusting the “free” capital of the enterprise of 
which the PE forms a part through a capital allocation 
approach so that the PE receives an arm’ s length amount. 
It is also important, in determining whether any of the ap-
proaches mentioned arrives at an arm’ s length result for 
a PE, to consider why the enterprise as a whole is thinly 
capitalized.

Table 7:  Advantages and disadvantages of a combination 
of the thin capitalization approach and the capital 
allocation approach

+ Pros - Cons

–  If the commercial reasons 
for the enterprise being 
thinly capitalized are not 
related to the business 
operations of the PE, the 
attribution to the PE of 
more than the enterprise’ s 
“free” capital may be 
consistent with the arm’ s 
length principle.

–  If the commercial reasons 
for the enterprise being 
thinly capitalized are 
related to the business 
operations of the PE, 
reliable comparables must 
be applied to account for 
such an effect in seeking 
to benchmark the PE’ s 
capitalization. If the 
available comparables 
data cannot reliably be 
used, another authorized 
OECD approach that is 
more consistent with the 
arm’ s length principle 
should be applied.

6.3.  Final remarks

While the ranking is clear, i.e. (1) SPF/KERT are identified, 
(2) risks are allocated, (3) assets/activities are allocated and 
(4) free capital attributable to the branch is calculated, the 
various methods outlined under section 6.2. cover the 
whole gamut of application options. What taxpayers are 
looking for, in respect of the guidance published by the 
tax authorities, is a consistent approach to these options.101

101. Example: With regard to the determination of the capital attributable to a 
PE, the German Ministry of Finance proposes an asymmetric approach 
maximizing the German tax base, which has been subject to criticism, 
as it is a potential source of double taxation. For a domestic PE of a 
foreign enterprise, in general, the capital allocation methodology has to 
be applied, which allocates the whole of the equity, determined accord-
ing to German tax regulations, to the different parts of the enterprise, 
taking into account the SPFs, assets and risks attributable to the PE. For 
the sake of simplicity, the equity of the foreign balance sheet can be used 
if the taxpayer can demonstrate that this equity amount does not signifi-
cantly deviate from the equity determined based on German tax law or, if 
appropriate, adjustments can be made for deviations. If the whole entity is 
undercapitalized, the capital allocation has to be based on the debt-equity 
ratio of the consolidated group. With regard to a foreign PE of a German 
enterprise, the draft PE regulation stipulates that the thin capitalization 
methodology is applied, as capital can only be attributed to the PE if the 
taxpayer establishes that the capital is required based on, for example, legal 
or regulatory requirements. A higher capital amount can only be attrib-
uted to the PE if this better reflects the arm’ s length principle – up to the 
amount resulting from the application of the capital allocation method. If 
the capital recorded in the accounts of the German PE is higher than the 
amount resulting from the application of a reasonable allocation method, 
the draft PE regulation stipulates that the capital of the German PE cannot 
be reduced retroactively. The opposite is true for a foreign PE of a domes-
tic enterprise, which can only be attributed to the capital recorded in the 
accounts. A retroactive increase isn’t possible. Therefore, it is important 
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7.  Court Cases and Tax Policy Implications

7.1.  Court cases

The following court decisions address profit allocation 
between a head office and branches.

7.1.1.  The decision in VOMAC (2007): Withholding tax 
on cross-border transactions

Van Oord ACZ India Private Limited (“VO India”), a 
wholly owned subsidiary of Van Oord ACZ Marine Con-
tractors BV, Netherlands (“VOAMC”), a Netherlands 
company, was responsible for carrying out dredging, con-
tracting, reclamation and other marine activities.

VOAMC was awarded a dredging contract at a port in 
India, which in turn was assigned to and executed by VO 
India. In completing the contract, VO India reimbursed 
any mobilization and demobilization charges to VOAMC 
based on the invoices of the non-resident service provid-
ers. VO India had earlier made an application to the tax 
authorities of India under section 195(2) of the Income tax 
Act, 1961 (the Act)102 for the issuance of a nil withhold-
ing certificate for the above payments. The tax authorities 
held that VO India was a dependent agent PE of VOAMC 
in India and issued directions to withhold tax on a certain 
proportion of the reimbursement. VO India deducted 
the tax and paid the balance to VOAMC. Later, VO India 
reimbursed the charges to VOAMC without withholding 
tax and claimed the expenditure in the income tax return. 
The tax authorities, however, disallowed the reimburse-
ment on the basis that VO India failed to withhold tax.

On appeal, the Delhi Income Tax Appellate Tribunal, 
relying on the 1999 decision of the Supreme Court in 
Transmission Corporation of AP,103 held in favour of the 
tax authorities and confirmed the disallowance. This deci-
sion was questioned by VO India and the high court, in 
the end, ruled that VO India cannot be liable to withhold 
tax on the reimbursement of mobilization and demobili-
zation charges to VOMAC.104

7.1.2.  Mashreqbank (2001): Restrictions on allowance of 
various business expenses

Mashreqbank PSC (“Mashreqbank”) is a banking company 
that was incorporated in the United Arab Emirates (UAE). 
Mashreqbank was carrying on business in India through 
its PE and was assessable to tax in India in respect of any 
profits attributable to the PE. For the relevant tax year, the 
Assessing Officer disallowed some of the expenses claimed 
by Mashreqbank under sections 37(2A), 37(3) and 43B 
of the Income Tax Act and also added certain amounts to 
the income of Mashreqbank under sections 36(1)(va) and 
40A(3) of the Income Tax Act.

for taxpayers to analyse the methodology applied for the capital alloca-
tion and evaluate any compliance with the new ruling.

102. IN: Income Tax Act, 1961, National Legislation IBFD.
103. IN: SC, 17 Aug. 1999, Transmission Corporation of A.P v. Commissioner of 

Income Tax, A.P., case no. 594-96, 239 ITR 587 (SC).
104. IN: Income Tax Appellate Tribunal (ITAT) Delhi, 30 Nov. 2007, Case no. 

2126/D/2007, Van Oord ACZ India (P.) Ltd. v. ACIT, Tax Treaty Case Law 
IBFD.

On appeal, Mashreqbank contended that, in view of the 
provisions of article 7(3) of the India-United Arab Emir-
ates Income and Capital Tax Treaty (1992)105 all expenses 
attributable to business activities carried on in India by 
Mashreqbank were allowable as a deduction, without 
restricting the allowance of such expenses under various 
provisions of the Income Tax Act. The Commissioner held 
that the profits attributable to the PE of Mashreqbank, in 
terms of article 7(3), would have to be determined in ac-
cordance with the domestic laws of India and all restric-
tions on allowance of various business expenses, as con-
tained in the Act, would, accordingly, apply.106

7.1.3.  Siemens (1997): Does the hiring of labour by a 
German entity to work in Norwegian territory 
constitute a PE?

Siemens AG (SAG) is the largest engineering company 
in Europe and is headquartered in Germany. SAG has 
complete control of the Norwegian company Siemens AS 
(SAS) through its 100% ownership of Sibag AG, which is 
also resident in Germany.

Norwegian company Siemens AS (SAS), which is under 
the complete control of SAG through its 100% ownership 
of Sibag AG, which is also resident in Germany, entered 
into a contract with the Norwegian company Norsk Hydro 
Produksjon AS (Hydro) in 1984. The aim of the contract 
was to deliver to Hydro a distributed supervision, control 
and safety system (Disco). This Disco system was an elec-
trical installation that controlled and steered production 
and security systems on the oilrigs Oseberg A and Oseberg 
B in the North Sea. These oilrigs were operated by Hydro.

SAG took part in the delivery of the system, mainly by pro-
viding the necessary personnel. Twenty SAG employees 
assisted in the completion of the contracts from 1985-
1989 in Norway. The employees never stayed in Norway 
for more than 183 days per year.

The tax authorities argued that SAG’ s contribution to the 
delivery of the system was comprehensive and that, for tax 
purposes, SAG should be regarded as a participant in ful-
filling the contract with Hydro, with the result that SAG 
participated in the activities in Norway. The tax authori-
ties took the position that the activities of the 20 employees 
constituted a PE in Norway. As a result SAG was taxed on 
the profits earned as a result of the income generated by the 
contract, as well as the employees in respect of the wages 
earned from their activities in Norway.107 The Court first 
observed that the mere delivery of a system by a foreign 
entity to a supplier in Norway does not constitute a PE. If, 
however, the foreign entity adapts, develops or installs the 
system in Norway, the delivery may constitute a PE. The 
Court based this view on paragraph 8 of the Commentary 

105. Agreement Between the Government of the Republic of India and the Gov-
ernment of the United Arab Emirates for the Avoidance of Double Taxation 
and the Prevention of Fiscal Evasion with respect to Taxes on Income and on 
Capital (29 Apr. 1992), Treaties IBFD.

106. IN: ITAT Mumbai, 13 Apr. 2007, Case no. 2153 (MUM.) of 2001, 
Mashreqbank PSC v. Deputy Director of Income Tax, Tax Treaty Case Law 
IBFD.

107. NO: SC, 29 Apr. 1997, Case no. RT. 1997 s 653, Siemens AG (SAG) and 20 
employees v. Ministry of Finance and Customs, Tax Treaty Case Law IBFD.
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on Article 5 of the OECD Model, which reads: “if the per-
sonnel have wider responsibilities than merely operating 
or maintaining the equipment, their activity may consti-
tute an entrepreneurial activity and hence a PE”. Thereaf-
ter, the Court noted that the specific role and responsibil-
ities of the SAG and the SAG personnel concerning the 
delivery of the system went far beyond the mere supply 
of labour. 

Consequently, according to the Supreme Court, Siemens 
was taking part in a business activity through a PE in 
Norway. The Court did not find it decisive that the entity 
is not directly liable to the client for the result of the activ-
ity and the activity was not carried out for the account of 
the foreign entity. 

7.1.4.  NCC AB (1999): Direct versus indirect HQ/
overhead charges to Norwegian PE

NCC AB, a Nordic construction company, was a limited 
company resident in Sweden. In 1989, the taxpayer oper-
ated its business in Norway through a branch of the 
company’ s 100% subsidiary NCC Bygg AB, a Swedish 
resident limited company. The activities in Norway were 
primarily managed from a branch office in Gothenburg, 
Sweden.

The branch office in Gothenburg engaged Aker Entre-
prenør AS, an unrelated Norwegian company, to perform 
a significant part of its functions (i.e., accounting, finan-
cial management and administration of personnel). The 
costs incurred in Gothenburg had been allocated on an 
indirect basis, in proportion to the income in Norway and 
Sweden, respectively.

In 1992, the Norwegian tax authorities denied part of 
the NOK 4,889,612 in deductions for overhead expenses 
related to the Gothenburg branch office activities in com-
puting the taxable income of the Norwegian branch, as 
a major part of the branch activities in Norway in 1989 
related to a collaboration with the Norwegian company 
Aker Entreprenør AS.

The Court held that the taxpayer’ s method for allocating 
the expenses was not in accordance with what was custom-
ary in Norway and, therefore, the method applied by the 
taxpayer was not permitted by article 7(4) of the Nordic 
Convention.108,109 The Court held that only costs that were 
not directly deductible, i.e. that could not be allocated to a 
specific part of the business, could be regarded as deduct-
ible overhead expenses. The taxpayer had the burden of 
proof both as to the question of whether costs could be 
allocated directly and as to whether the choice of method 
led to a reasonable result. The Court held that an indirect 
method could be applied only in respect of costs for which 
no direct allocation could be made.

108. Convention for the Avoidance of Double Taxation with respect to taxes on 
Inheritances and Gifts (Nordic Convention) (12 Sept.1989), Treaties IBFD.

109. NO: District Court Stavanger (Tingrett), 8 Sept. 1999, Case no. 98-0237, 
Nordic Construction Company v. Government of Norway, Tax Treaty Case 
Law IBFD.

7.1.5.  Pirelli Cavi E Sistemi Telecom project office (PE) in 
India: Offshore versus onshore income attributable 
to PE

Pirelli Cavi E Sistemi Telecom Spa (Pirelli Telecom) was 
tax resident in Italy and was engaged in the business of 
setting up a telecommunication infrastructure in India. It 
had entered into the following three contracts for setting 
up a fibre optic system:
– offshore supply contract (for equipment to be sup-

plied from outside India);
– onshore supply contract (for equipment to be sup-

plied from within India); and
– onshore services contract (for work to be carried out 

in India).

Pirelli Telecom had established a project office (PE) in 
India. It paid tax in India only income from onshore supply 
and services contracts. The tax authorities treated all three 
contracts as a composite contract. The tax authorities esti-
mated that:
– as regards the income attributable to the PE in India 

for the onshore supply and services contracts, 10% of 
the contract value was taxable in India; and

– 5% of the gross value of the offshore supply contract 
was income taxable in India.

In an initial appeal, the Commissioner of Income Tax 
(Appeals) (“the CIT(A)”) agreed with the tax authorities 
that even the income from the offshore supply contract 
was taxable in India, but reduced the estimate of taxable 
income to 1% of the value of the offshore supply contract.

The Income Tax Appellate Tribunal (ITAT), however, 
accepted Pirelli Telecom’ s position that the Indian PE did 
not play a role with regard to the offshore supply contract 
and, therefore, Pirelli Telecom’ s income from that con-
tract was not attributable to the PE.110 Hence, that income 
was not taxable in India. With regards to onshore supply 
and services contracts, according to the ITAT it was dif-
ficult to examine the books of Pirelli Telecom due to the 
passage of time. ITAT concluded that the tax authorities’ 
estimate of 10% of the contract value as taxable income 
was reasonable.

7.1.6.  Dell (2011): Dependent versus independent 
commissionaire

A subsidiary of Dell Computer Corporation was an Irish-
resident company (“Dell Ireland”) that sold Dell comput-
ers to large customers in Norway through Dell AS, a Nor-
wegian company that acted as the commissionaire for the 
taxpayer.

Dell Ireland claimed that it was not liable to tax in Norway, 
as it did not have a PE in Norway. The tax authorities 
assumed, however, that Dell AS constituted a PE under 
article 5(5) of the Ireland-Norway Income and Capital Tax 
Treaty (2000)111 and concluded that 60% of the profits from 

110. IN: ITAT Hyderabad, 28 May 2014, Case no. ITA No. 160/Hyd/2006, 
Pirelli Cavi E Sistemi Telecom S.P.A. (India Project Office) v. ACIT, Tax 
Treaty Case Law IBFD.

111. Convention between the Kingdom of Norway and Ireland for the Avoidance of 
Double Taxation and the Prevention of Fiscal Evasion with Respect to Taxes 
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the taxpayer’ s net sales in Norway should be attributable 
to the PE, while the remaining part should be attributed 
to the head office in Ireland.

This case was brought before the Oslo District Court, 
which decided in favour of the tax authorities. Dell Ireland 
appealed the decision of the Oslo District Court to the 
Court of Appeal arguing that it never had any legal obliga-
tions towards Dell AS’ customers and, therefore, Dell AS 
did not enter into contracts that bound Dell Ireland. In 
addition, Dell Ireland did not have any control or instruc-
tional authority over Dell AS and, therefore, Dell AS was 
not dependent on it. Conversely, the tax authorities took 
the view that Dell AS had only one principal, being Dell 
Ireland, and was instructed and extensively controlled by 
it. Also, Dell Ireland was, in reality, bound by the contracts 
of Dell AS.

The Court of Appeal held that Dell Ireland had a PE in 
Norway under article 5(5) of the Ireland-Norway Income 
and Capital Tax Treaty (2000), highlighting that a “func-
tional-realistic” approach should be endorsed in interpret-
ing the phrase “authority to conclude contracts in the name 
of the enterprise”. The Supreme Court, however, quashed 
the decision of the Court of Appeal, making reference to 
technical and practical considerations. It concluded that 
if the argument put forth by the tax authorities (i.e. that a 
functional realistic approach should be taken, on a case-
by-case basis, in determining whether the commission-
aire binds the principal) were accepted, it would be very 
difficult to apply article 5(5) in practice.112 Consequently, 
the Supreme Court held that Dell Ireland did not have a 
PE in Norway.

7.1.7.  Nortel (2014): PE status and the application of 
a proportionate approach to computing income 
attributable to a PE

The taxpayer company was tax resident in the United 
States (“Nortel US”), and belonged to Nortel Group (head-
quartered in Canada), a leading supplier of telecommuni-
cation hardware and software products. A group company 
in India (“Nortel India”) had entered into a contract with 
an Indian customer for the supply of hardware, but had 
immediately assigned that contract to Nortel US. For that 
purpose, Nortel US had purchased the hardware from a 
Canadian group company incurring gross losses of 65% 
and 48% for the 2002 and 2003 tax years.

Nortel Canada did not have its own infrastructure or tech-
nological capability to execute the contract and, therefore, 
the tax authorities concluded that it was merely a “paper 
company” that was set up for the sole purpose of evading 
Indian taxes. As per the tax authorities, the contract was of 
a composite nature (i.e. including the installation, testing 
and commissioning of the hardware). The tax authorities 
observed that the taxpayer company discharged its con-
tractual obligations through Nortel India. On that basis, 
the tax authorities concluded that the premises of Nortel 

on Income and on Capital (22 Nov. 2000), Treaties IBFD. 
112. NO: SC, 2 Dec. 2011, Case no. HR-2011-02245-A, (sak no. 2011/ 755), 

Dell Products v. Tax East, Tax Treaty Case Law IBFD.

India amounted to a fixed place PE in India of Nortel US. 
In addition, the tax authorities computed the income 
taxable in India on a proportionate basis, allowing for a 
deduction of head office expenses at a rate of 5% of turn-
over (i.e. the contract value).

The CIT(A) opined that all the expenses related to the PE 
had to be allowed as a deduction (i.e. 50% of Nortel US’ net 
income from the contract should be attributable to the PE 
and the remaining 50% of net income should be attribut-
able to activities outside India).

The ITAT held that Nortel US was merely a shadow 
company and, therefore, had a PE in India.113 In addition, 
due to unaudited financial statements that lacked credibil-
ity, the ITAT approved the computation of income attrib-
utable to the PE on a proportionate basis.

7.1.8.  Uge (2006): Re-characterization of a company as a 
PE for VAT purposes

Uge, a company resident in Panama, was assessed for 
VAT purposes on the basis that it had a PE in Italy and, 
therefore, was liable to pay VAT on the supply of goods 
(deemed to be) made in the Italian territory. The Italian 
tax authorities based the assessment on the following ele-
ments: (1) bank accounts in Italy pertaining to the Pana-
manian company, (2) amounts credited to the Panamanian 
company’ s bank account, (3) the identity of directors and 
shareholders of the Italian and Panamanian companies, 
(4) participation of the Italian company in the negotiation 
of contracts for the Panamanian company and (5) the fact 
that the Panamanian company’ s books and records were 
kept at the premises of the Italian company.

The Supreme Court rejected the taxpayer’ s appeal and 
stated that: (1) in the absence of a PE definition in the 
domestic law, the definition of a PE must be based on 
article 5 of the OECD Model and the definition of “centre 
of activities” in the Sixth VAT Directive (77/388);114 (2) a 
separate legal entity may be re-characterized as a PE of a 
foreign taxpayer when the former is entrusted with the 
management of the business of the latter, since this cannot 
be considered as an activity of a preparatory or auxiliary 
character; (3) evidence of the fact that an Italian company is 
carrying on business on behalf of a Panamanian company 
should be based on substance and, therefore, should be 
concluded not only following the interpretation in article 
5 of the OECD Model, but also following the actual fact 
that the persons acting for the Italian company were also 
acting for the Panamanian company and were, to a large 
extent, involved in concluding transactions and/or agree-
ments even though they lacked a factual power of repre-
sentation.115

113. IN: ITAT Delhi, 13 June 2014, ITA Nos. 1119 to 1121/Del/ 2010, Nortel 
Networks India International Inc. v. DDIT, Tax Treaty Case Law IBFD.

114. EU Sixth VAT Directive: Sixth Council Directive 77/388/EEC of 17 May 
1977 on the harmonization of the laws of the Member States relating to 
turnover taxes - Common system of value added tax: uniform basis of 
assessment, EU Law IBFD.

115. IT: SC, 25 Jan. 2006, Case no. 17206, Tax Treaty Case Law IBFD.
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7.2.  Tax policy and development

In section 3. of Part 1 of this article,116 reference was made 
to the OECD’ s multilateral instrument to modify bilateral 
tax treaties published in 2014.117 The major point of dis-
cussion in this regard is a static versus dynamic interpre-
tation of existing tax treaties. As the rudiments of exist-
ing tax treaties will be updated according to the language 
of the new article 7, a question still arises as to whether 
countries should allow taxpayers leeway in respect of a 
dynamic interpretation. There will be some countries left 
that adhere to a static interpretation, but the object and 
purpose of the multilateral instrument – as per Action 
Point 15 of the G20/OECD BEPS project – is to catch all 
bilateral treaties under the umbrella of economic sub-
stance and/or SPFs–based concepts instead of more for-
mula-based ratios. As is to be expected, economic layers 
regarding articles 1, 5 and 9, as well as article 7, are deemed 
to be incorporated into bilateral tax treaties, as the one-
size-fits-all spirit of Action Point 15 inevitably will pierce 
the veil of old and new treaties equally.

116. S. Huibregtse, L. Verdoner, I. Valutyte & R. Offemanns, Status of Imple-
mentation of the Authorized OECD Approach Into Domestic Tax Law and 
Tax Treaties – Part 1, 55 Eur. Taxn. 8 (2015), Journals IBFD.

117. OECD, Developing a Multilateral Instrument to Modify Bilateral Tax 
Treaties (OECD Publishing 2014), available at http://www.oecd.org/tax/
developing-a-multilateral-instrument-to-modify-bilateral-tax-treaties-
9789264219250-en.htm.

8.  Final Remarks

This article has addressed how the interpretation of 
article 7 has evolved over time. It also highlighted 
that implementation of the 2010 Report, in terms of 
a revision of the text of article 7 of existing bilateral 
tax treaties, has taken a long time.

More recently, BEPS Action Point 15 has suggested 
accelerating this conversion process by applying a 
dynamic approach to the interpretation of article 7 
based on the underlying assumption that the 2010 
Report will be adhered to.

The major challenges in applying the 2010 Report 
are as follows:
–  the application of new concepts like KERT/SPFs 

and “control over risk” due to a difference in their 
interpretation in various countries;

–  complexities of a two-step approach, leading to 
questions on how to allocate the proper “people 
functions”, risks and adequate capital to the 
branch operations;

–  the timing, as a taxpayer or a tax authority, for 
applying all the steps/concepts suggested by 
the 2010 Report to today’ s practice of profit 
attribution between head offices and branches.

The lowering of the PE threshold (article 5) after 
the BEPS project will increase the need for OECD 
2010 Report steps and concepts to be applied in a 
consistent and transparent manner.
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