
WHO TO CONTACT DURING THE LIVE EVENT 
 

For Additional Registrations: 

-Call Strafford Customer Service 1-800-926-7926 x10 (or 404-881-1141 x10) 
 

For Assistance During the Live Program: 

-On the web, use the chat box at the bottom left of the screen 
 

If you get disconnected during the program, you can simply log in using your original instructions and PIN. 

 

 

IMPORTANT INFORMATION FOR THE LIVE PROGRAM 
 

This program is approved for 2 CPE credit hours. To earn credit you must: 

 

• Participate in the program on your own computer connection (no sharing) – if you need to register 

additional people, please call customer service at 1-800-926-7926 x10 (or 404-881-1141 x10).  Strafford 

accepts American Express, Visa, MasterCard, Discover. 

 

• Listen on-line via your computer speakers. 

 

• Respond to five prompts during the program plus a single verification code.  You will have to write 

down only the final verification code on the attestation form, which will be emailed to registered 

attendees. 

 

• To earn full credit, you must remain connected for the entire program. 
 

 

 

 

 

 

Mastering U.S. Permanent Establishment Tax Under  

New OECD Guidance vs. General Tax Treaty Approach 
Navigating Income Attribution Rules in the U.S. Model Income Tax Convention and Recently Signed Tax Treaties 

THURSDAY, APRIL 20, 2017, 1:00-2:50 pm Eastern 

FOR LIVE PROGRAM ONLY 



Tips for Optimal Quality 

Sound Quality 

When listening via your computer speakers, please note that the quality  

of your sound will vary depending on the speed and quality of your internet 

connection. 

 

If the sound quality is not satisfactory, please e-mail sound@straffordpub.com 
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Notice 

 ANY TAX ADVICE IN THIS COMMUNICATION IS NOT INTENDED OR WRITTEN BY 

THE SPEAKERS’ FIRMS TO BE USED, AND CANNOT BE USED, BY A CLIENT OR ANY 

OTHER PERSON OR ENTITY FOR THE PURPOSE OF (i) AVOIDING PENALTIES THAT 

MAY BE IMPOSED ON ANY TAXPAYER OR (ii) PROMOTING, MARKETING OR 

RECOMMENDING TO ANOTHER PARTY ANY MATTERS ADDRESSED HEREIN.  

  

You (and your employees, representatives, or agents) may disclose to any and all persons, 

without limitation, the tax treatment or tax structure, or both, of any transaction 

described in the associated materials we provide to you, including, but not limited to, 

any tax opinions, memoranda, or other tax analyses contained in those materials. 

 

The information contained herein is of a general nature and based on authorities that are 

subject to change.  Applicability of the information to specific situations should be 

determined through consultation with your tax adviser. 
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Part I: Effectively 
Connected Income 
Verses Permanent 

Establishment 
 

By: Daniel Cassidy 



• In general, the United States taxes foreign companies 
only on income that is earned in the United States.  
Income earned by a foreign company outside of the 
United States in general not taxed. 

 

• Under the U.S. statutory framework, a set of sourcing 
rules are applied to various types of income to 
determine whether it is U.S. source or foreign source.  
U.S. source income with generally be taxed in the 
United States, while foreign source income generally 
will not be taxed in the United States. 

Overview of U.S. Taxation of Foreign Business Entities 
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1. Income tax treaties will generally lower the 
withholding rate on non-business income from 
the statutory 30% to somewhere in the range of 
0% to 15%. 

 

2. Income tax treaties change the threshold for 
taxation for foreign companies form the statutory 
standard of earning “effectively connected 
income” to the treaty standard of having a 
“permanent establishment.” 

Impact of Income Tax Treaties 
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• Interest Income – Sourced to residence of the person 
making payment 

 

• Dividends – Sourced to residence of the person making 
payment 

 

• Personal Service – Sourced to the country where the 
services are performed 

 

• Rents – Sourced to the country where the property is 
located or used 

 

Sourcing Rules 
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• Royalties – Sourced to the country where the 
intangible property is to be used 

 

• Gain on Sale of Real Property – Source to country 
where the property is located 

 

• Gain on Sale of Personal Property (other than 
inventory) – Source to country of the seller’s 
residence 

 

Sourcing Rules (Continued) 

9 



• Gain on Sale of Purchased Inventory – Sourced to 
country where the sale takes place (title passage rule) 

 

• Gain from the Sale of Produced Inventory – 50% 
source to country where sold and 50% to country 
where production occurred 

 

 

Note:  By inventory, I mean property held for sale in the 
normal course of a business. 

 

Sourcing Rules (Continued) 
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• Expenses are first directly traced to items of foreign 
and U.S. source income to the extent that they can 
be directly traced. 

• Expenses not directly traceable to an income 
source (other than interest and R&D expenses ) are 
allocated.  This allocation is generally based on 
gross revenues (but gross profit can also be used in 
some situations). 

• Interest expense is allocated based on assets. 

• R&D expense is allocated 50% to the location 
where the R&D is performed and 50% by gross 
revenue. 

Allocation of Expenses 
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Non-Business Income – Non-business income is 
subject to a gross withholding tax at source of 30% 
(or lower treaty rate). The person that makes 
payment of the income is required to withhold and 
remit the tax.  Generally, no income tax return is 
required to be filed by the foreign company. 

 

Business Income – Business income is calculated by 
applying ordinary corporate graduated tax rates to 
the net income the foreign company earns in the 
United States. 

2 Systems for Taxing the Income of a Foreign Company 
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• Non-business income is referred as FDAP income 
(which stands for fixed or determinable, annual or 
periodical). 
 

• It includes interest, dividends, rents, salaries, royalties, 
wages, premiums, annuities, compensation, 
remunerations, emoluments, and income that is not 
associated with business activities. 
 

• If a foreign company receives non-business income 
from U.S. sources it will generally be subject to 
withholding at 30% or lower treaty rates. 

Non-Business Income (FDAP) 
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Income Effectively Connected with a U.S. Trade or 
Business (ECI) 

 

Consists of: 

1. All U.S. source business income (e.g. U.S. source 
income from the provision of services, the sale 
property, rental of property, licensing of intangible 
assets). 

2. Non-U.S. source business income that is attributable 
an office or other fixed base of business located in 
the United States. 

 

Business Income 
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Statutory Standards – Under the statutory standards, a foreign 
corporation is subject to income tax (an will be required to file an 
income tax return)in the United States if they have Effectively 
Connected Income. 

 

This standard applies to any company that does not qualify for 
benefits under a tax treaty between their home country and the 
United States. 

 

Once again – Effectively Connected Income consists of : 

 

1. U.S. source business income; and 

2. Foreign source business income that is attributable to an office 
or fixed base 

 

Statutory Standard 
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Article 7: Business Profits 
 
1. The business profits provision in U.S. treaties 

generally states that foreign companies will not be 
subject to tax in the United States on business 
income unless the income is attributable to a 
“Permanent Establishment” located in the Unites 
States. 

2. The income attributable to a permanent 
establishment should be determined as if the 
permanent establishment were a separate entity 
dealing with the foreign corporation under an arm’s 
length standard. 

Business Income Under U.S. Tax Treaties 
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Article 5: Permanent Establishment 

 

1. A Physical Location: (a) a place of management; 
(b) a branch; (c) an office; (d) a factory; (e) a 
workshop; (f) a mine, oil or gas well, or any other 
place of extraction; or (g) a building, construction 
site, or drilling rig if the activities last more than 
12 months. 

2. Dependent Agent: The existence of a dependent 
agent that habitually exercises the authority to 
conclude contracts on behalf of the company. 

 

 

 

 

Business Income Under U.S. Tax Treaties 
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• Services are performed in the United States by an 
individual who is present in the United States for more 
than 183 days and the services performed in the United 
States account for more than 50% of the Company’s 
business revenues. 

 

• Services are performed in the United States for an 
aggregate of 183 days or more in any 12 month period 
with respect to the same or connected project for 
customers who are resident in the United States or who 
maintain a permanent establishment in the United 
States. 

 

Service Permanent Establishment:  The Canada Treaty 
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• The use of facilities for the purpose of storage, display 
or delivery of goods or merchandise 

• The maintenance of a stock of goods or merchandise 
for purposes of storage, display or delivery 

• The maintenance of a stock of goods or merchandise 
for purposes of processing by another person 

• The use of facilities for the purchase or goods and 
merchandise or the collection of information 

• The use of facilities for advertising, the supply of 
information, scientific research, or similar activities 
which are preparatory or auxiliary in charactor 

 

Activities That Do Not Cause a Permanent Establishment 
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• Any foreign corporation that has effectively connected 
income, but is exempt from U.S. income taxes because the 
do not have a permanent establishment, must still file a 
treaty-based return. 

 

• A treaty-based return consists of Page 1 of Form 1120-F and 
Form 8833.  Penalties for failure to file are $10,000 per 
return. 

 

• The purpose of the treaty-based return is to put the IRS on 
notice that the company is not paying tax on effectively 
connected income by virtue of a treaty position.  This allows 
the IRS the opportunity to challenge the taxpayer’s position. 

 

 

Treaty-Based Returns 
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The provisions of U.S. income tax treaties do not 
necessarily prevent states from taxing the economic 
activities of foreign companies.  In particular there are 
two common situations where a foreign corporation will 
not be subject to federal income taxation, but may be 
subject to state income taxation. 
 
1. The foreign company maintains a stock of goods in the 
United States. 
 
2. The foreign corporation provides services to a U.S 
client outside the United States, but the client receives 
the benefits in the United States. 

State Taxation 
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An Argentinian company (non-treaty)manufactures goods in 
Argentina and sells them to U.S. customers.  Orders are taken over 
the internet and goods are shipped via common carrier.  Title and 
risk of loss transfer in the United States. Sales to customers in the 
United States are $5,000,000 and related deductible expenses are 
$3,000,000. 

 

Result:  50% of the income from the transaction constitutes ECI and 
is subject to both income tax and branch tax in the United States. 

Income tax:  $2,000,000 net income X 50% source X 34% = 
$340,000 

 

Branch Tax: [$1,000,000 US Source - $340,000 income tax] x 30% = 
$198,000 

 

 

Example 1 – Application of Statutory Rule 

22 



An Canadian company (treaty)manufactures goods in 
Canada and sells them to U.S. customers.  Orders are 
taken over the internet and goods are shipped via 
common carrier.  Title and risk of loss transfer in the 
United States. Sales to customers in the United States are 
$5,000,000 and related deductible expenses are 
$3,000,000. 
 
Result:  The activities of the Canadian company are 
exempt from U.S. tax because the company does not 
maintain a permanent establishment in the United 
States. Taxpayer must file a treaty-based return. 
Income tax:  None 
Branch Tax: None 
 
 
 
 

Example 2 – Application of Treaty Rule 
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An Argentinian law firm (non-treaty) provides legal 
advice to a U.S. based company.  All services are 
performed in Argentina. 

 

Result:  Because the services are performed outside 
of the United States, the income is foreign source 
income.  Therefore, there is no effectively connected 
income. 

 

Income tax:  None 

Branch Tax: None 

 

 

Example 3 -- Services 
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An Canadian law firm (treaty) provides legal advice to a 
U.S. based company.  All services are performed in 
Canada. 
 
Result:  Because the services are performed outside of 
the United States, the income is foreign source income.  
Therefore, there is no effectively connected income. 
There is no treaty position taken here, so the is no need 
to file a treaty-based return. 
 
Income tax:  None 
Branch Tax: None 
 

Example 4 -- Services 
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An Canadian law firm (treaty) provides legal advice to a U.S. 
based company.  All services at the offices of the client in the 
United States. The Canadian law firm does not have a 
permanent establishment in the United States. 

 

Result:  The law firm has a effectively connected income 
because the services are performed in the United States.  
Since it does not have a permanent establishment, it is 
exempt under the treaty.  It must file a treaty-based return. 

 

Income tax:  None 

Branch Tax: None 

 

Example 5 -- Services 
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An Argentinian law firm (non-treaty) provides legal 
advice to a U.S. based company. All services at the offices 
of the client in the United States. Fees for these services 
totaled $1,000,000. 

Result: The law firm has effectively connected income 
because the services are performed in the United States.  
It is subject to tax on that income. 

Income tax:  $1,000,000 net income X 34% = $340,000 

 

Branch Tax: [$1,000,000 US Source - $340,000 income 
tax] x 30% = $198,000 

 

 

 

Example 6 -- Services 
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Part II: Business Profits 
Attributable to a 

Permanent 
Establishment 

 

By: Daniel Cassidy 



Article 7: Business Profits 
 
1. The business profits provision in U.S. treaties 

generally states that foreign companies will not be 
subject to tax in the United States on business 
income unless the income is attributable to a 
“Permanent Establishment” located in the Unites 
States. 

2. The income attributable to a permanent 
establishment should be determined as if the 
permanent establishment were a separate entity 
dealing with the foreign corporation under an arm’s 
length standard. 

Business Income Under U.S. Tax Treaties 
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• The statutory “effectively connected” standard is 
one that is based on application of the sourcing 
rules.  You determine the source of the income and 
then you apply a relatively mechanical set of 
expense allocation rule. 

 

• The “attributable to” treaty invokes a transfer 
pricing analysis where profits are assigned 
according to where functions are performed, risks 
are borne, etc. 

 

“Attributable to” Verses “Effectively Connected” 
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Assume we have a foreign corporation that 
purchases goods in its home country and sells to U.S. 
customers from sales offices located in the United 
States.  Assume that U.S. sales are $100 million and 
expenses allocated to U.S. sales under the cost 
allocation rules are $80 million. 

 

Further assume, that under an arm’s length transfer 
pricing analysis, the sales functions performed in the 
United States is a limited risk would be allocated a 
net margin of 5%. 

Example 1 
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U.S. Source Income   $100 million 

 

Allocated Expenses    $70 million 

 

Effectively Connected Income   $30 million 

Result Under the “Effectively Connected” Approach 
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Sales Attributable to Branch  $100 Million 

 

Expenses of Branch    $95 Million 

 

U.S. Taxable Income      $5 Million 

 

Result Under the “Attributable to” Standard 
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Assume we have a foreign corporation that 
purchases goods in its home country and sells to U.S. 
customers from sales offices located in the United 
States.  Assume that U.S. sales are $100 million and 
expenses allocated to U.S. sales under the cost 
allocation rules are $110 million. 

 

Further assume, that under an arm’s length transfer 
pricing analysis, the sales functions performed in the 
United States is a limited risk would be allocated a 
net margin of 5%. 

 

Example 2 
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U.S. Source Income   $100 million 

 

Allocated Expenses   $120 million 

 

Effectively Connected Income  <$20> million 

Result Under the “Effectively Connected” Approach 
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Sales Attributable to Branch  $100 Million 

 

Expenses of Branch    $95 Million 

 

U.S. Taxable Income      $5 Million 

 

Result Under the “Attributable to” Standard 
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• The “attributable to” standard also eliminates the 
application of any force-of-attraction rules contained in 
the statutory rules. 

 

Example:  Suppose a foreign corporation operates a 
engineering consulting business with a permanent 
establishment in the United States.  It also operates an 
unrelated manufacturing business that produces goods in 
its home country and sells to customers in the United 
States.  Sales are shipped directly from the home country 
to the United States customer with no involvement or 
permanent establishment in the United States. 

Force-of-Attraction 
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• Under the “effectively connected” standard both 
businesses would generate U.S. source income and 
be subject to tax in the United States. 

 

• Under the “attributable to” standard  the 
engineering business would be subject to U.S. 
taxation.  However, none of the income from the 
manufacturing business would be subject to tax in 
the United States because none of its income is 
attributable to a permanent establishment in the 
United States. 

Results 
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PERMANENT ESTABLISHMENT 

DETERMINATIONS UNDER NEW 

OECD GUIDANCE (ACTION 7) 

COMPARED TO THE GENERAL 

U.S. TAX TREATY APPROACH 

Presented by: 
 
William K. Norman, Esq. 
  Ord & Norman 
  Los Angeles, California 
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SIGNIFICANCE OF NEW OECD  

PE GUIDANCE (BEPS ACTION 7) 

• To Inbound Investors: 

▫ Changes in OECD Commentary May Influence 
Interpretation of PE Articles of Existing U.S. 
Treaties Under the Ambulatory Principle 

• To Outbound Investors: 

▫ Foreign Subsidiaries of U.S. Based Enterprises 
May Have Activities in Third Countries Subject to 
Treaties Governed by the OECD PE Changes 
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CATEGORIES OF 

PERMANENT ESTABLISHMENTS 
UNDER U.S. MODEL INCOME TAX CONVENTION (2016) 

• Fixed place of business. (Art 5(1) and (2)) 

• Building site or construction or installation 
project (or installation or drilling rig used for 
exploration or exploitation) if the site on project  
(or the addition of “connected activities” of 
“connected persons”) last for more than 12 
months. (Art. 5(3)) 
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CATEGORIES OF 

PERMANENT ESTABLISHMENTS (cont.) 

• Dependent agent acting on behalf of an 
enterprise resident in one country that has and 
habitually exercises in the other country an 
authority to conclude binding contracts unless 
exercised through or as an “exception place or 
activity”.  (Art. 5(45)) 
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CATEGORIES OF 

PERMANENT ESTABLISHMENTS (cont.) 

• Independent agent unless it acts for the 
enterprise in the other country in the “ordinary 
course of [its] business as an independent 
agent”. (Art. 5(6)) 
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CATEGORIES OF 

PERMANENT ESTABLISHMENTS (cont.) 

• Enterprise performs services in the other 
country for an aggregate of 183 days or more in 
a 12 month period with respect to the same or 
connected project for customers resident in the 
other country or maintains a PE therein.  
(U.S./Canada Art. 5(9)) 
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EXCEPTED ACTIVITIES AND PLACES 

a) Use of facilities solely for the purpose of 
storage, display or delivery of goods or 
merchandise belonging to the enterprise; 

b) Maintenance of a stock of goods or merchandise 
belonging to the enterprise solely for the 
purpose of storage, display or delivery; 

c) Maintenance of a stock of goods or merchandise 
belonging to the enterprise solely for the 
purpose of processing by another enterprise; 
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EXCEPTED ACTIVITIES AND PLACES 

(cont.) 
d) Maintenance of a fixed place of business solely for 

the purpose of purchasing goods or merchandise, 
or of collecting information, for the enterprise; 

e) Maintenance of a fixed place of business solely for 
the purpose of carrying on, for the enterprise, any 
other activity of a preparatory or auxiliary 
character; 

f) Maintenance of a fixed place of business solely for 
any combination of the activities mentioned above 
provided that the overall activity of the fixed place 
of business resulting from this combination is of a 
preparatory or auxiliary character. 
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TREATMENT OF AGENTS, 

ACTIVITIES AND FACILITIES  

UNDER BEPS ACTION 7 



• PE is present in country where an agent not of 
independent status “habitually plays the principal 
role leading to the conclusion of contracts that 
are routinely concluded without material 
modification” by resident of other country.  ¶ 5 
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DEPENDENT AGENTS UNDER  

BEPS ACTION 7 



• A person that “acts exclusively or almost 
exclusively on behalf of one or more enterprises 
to which it is closely related . . . shall not be 
considered to be an independent agent.”  ¶ 6 
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INDEPENDENT AGENTS UNDER  

BEPS ACTION 7 



• All activities and facilities to be excepted must be  
“preparatory or auxiliary.” 
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SPECIFIC EXCEPTED ACTIVITIES 

UNDER BEPS ACTION 7 



• An activity or facility will not qualify as an excepted 
activity if the same or closely related enterprise 
carries on business activities in the same state and: 
▫ That place or the other place is a PE of the enterprise or 

the closely related enterprise, or 
▫ The overall activity resulting from the combination of 

the activities of the two enterprises is not of a 
preparatory or auxiliary character, 

• provided the activities of the two enterprises are 
complementary functions of a cohesive business 
operation.  ¶ 5(4.1) 
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SPECIFIC EXCEPTED ACTIVITIES 

UNDER BEPS ACTION 7 (cont.) 



• Examples of a PE are given in the revised 
commentary in Action 7 where an enterprise of 
State R maintains in State S a very large 
warehouse in which a significant number of 
employees work for the main purpose of storing 
and delivering goods owned by the enterprise of 
State R that it sells online. 
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Treatment of Warehouses Under 

BEPS Action7 





CASE STUDY –FOREIGN CORPORATION 

WITH U.S. PE EXPOSURES 
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CloudCo – ANALYSIS 

Maintenance of PE 
• Does CloudCo maintain a PE in the United States through which it 

carries on business? 
• Permanent establishment is defined to include: 
 

1) fixed place of business with relevant exceptions for preparatory or auxiliary 
activities; and 
 

2) activities of dependent agents on behalf of  CloudCo habitually exercising 
authority to conclude contracts in the name of CloudCo. 

 
• Exceptions from PE status are provided for activities of independent 

agents acting in the ordinary course of their business as independent 
agents, activities of affiliated agents acting on their own behalf and 
building or construction sites lasting no more than 12 months. 
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CASE STUDY (cont.) 



CloudCo – ANALYSIS (cont.) 

Maintenance of PE 

• CloudCo itself does not conduct business through its 
own fixed place of business in the United States. 

 
• SaleCo is not acting as agent with requisite authority 

on behalf of CloudCo. 
 
• Hence, CloudCo has no PE in the U.S. 

 
• BEPS Action 7 – concept of a PE through a “digital 

presence” was not adopted. 
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CASE STUDY (cont.) 



• The income from the sale of digital products may be structured 
(by documentation) not to be U.S. source.  However, the 
income as business profits still may be attributed to a U.S. PE 
of UKOpCo under U.S./U.K. Treaty because: 

 
 SalesCo provides “customer assistance and marketing research. 

 
 The activities of SalesCo may be attributed to UKOpCo as the 

activities of a dependent agent. 
 
 Attribution occurs only if SalesCo has “authority to conclude 

contracts that are binding” on UKOpCo. 
 

• Thus, UKOpCo has no PE in the U.S. to which income from the 
sales of digital products may be attributed. 
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CASE STUDY (cont.) 

UKOpCo – ANALYSIS - Sale of Digital 

Products Under U.S./U.K. Treaty 



• BEPS Action 7 (aiding contract closing) – 
UKOpCo may have a PE from the activities of 
SalesCo if the latter “habitually plays a principal 
role leading to the conclusion of contracts that 
are routinely concluded without material 
modification”.  
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CASE STUDY (cont.) 

UKOpCo – Sale of Digital Products 

Under BEPS: 



• The sale of physical products is necessarily derived from 
sources within the U.S.  Under the Treaty the sales 
income would need to be “attributed” to a PE of UKOpCo 
in the U.S. for UKOpCo to be subject to U.S. taxation. 
 

• The warehouse and the maintenance of inventory are 
excepted activities from PE treatment if use of facilities is 
solely for the purpose of storage, display or delivery of 
goods or merchandise. 
 Article 5(4.a) 
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CASE STUDY (cont.) 

UKOpCo - ANALYSIS 

Sale of Physical Products Under 

U.S./U.K. Treaty 



 
• Further, the maintenance of a fixed place of business solely for any combination of activities 

mentioned in Subparagraph a) through e) of Paragraph 4 of the Treaty is not a PE provided 
the overall activities of the fixed place of business resulting from the combination are of 
“preparatory or auxiliary character”.    
 Article 5(4.f) 
 

• Thus, income from the sale of physical products is not attributed to any PE of UKOpCo 
maintained in the U.S. 
 

• Under BEPS Action7, the warehouse and order fulfillment center of a closely related 
enterprise may be a complementary function that is not preparatory or auxiliary and is part 
of a cohesive business operation of UKOpCo.   
 

• Thus, the warehouse and center are parts of a PE of UKOpCo under Action7. 
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CASE STUDY (cont.) 

UKOpCo - ANALYSIS (cont.) 

Sale of Physical Products Under 

U.S./U.K. Treaty 



• Various Approaches: 
 
 Effectively connected under the Internal Revenue Code 

[IRC § 864(c)] with deductions allocated and 
apportioned [Treas. Reg. §§ 1.861-8 and 1.882-5]. 

 Attribution under U.S. Model Treaty as if PE were a 
separate and independent enterprise or at election 
under the effectively connected rules [Article 7(2) of 
U.S. 2016 Modal and Technical Explanation to 2006 
Model to Article 7, ¶ 2]. 

 Authorized OECD Approach (AOP) under which profits 
of PE are these expected to make if it were a separate 
and independent enterprise as determined under a two 
step process. 
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ATTRIBUTION OF BUSINESS PROFITS TO 

A PERMANENT ESTABLISHMENT 



• Step 1—Perform a functional and factual analysis 
of: 

 

 Rights and obligations 

 Significant “people functions” relevant to 
“economic ownership” and “assumption of risks” 

 Other functions 

 Nature of dealings of PE with rest of enterprise 

 Attribution of capital, assets and risks to PE 
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TWO STEP PROCESS OF ATTRIBUTION 

TO PE UNDER AOA 



• Step 2—Determine arm’s dealings of PE with rest 
of enterprise through: 

 Determination of comparability of the dealings of 
PE to uncontrolled transactions 

 Application of one of the pricing methods in the 
OECD Guidelines 

• No profits are attributed to PE for mere purchasing 
activities 

• Any resulting double taxation is resolved through the 
mutual agreement procedure (MAP) 
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TWO STEP PROCESS (cont.) 



EXAMPLES OF AOA FROM PUBLIC 

DISCUSSION DRAFT OF OECD 

GUIDANCE ON THE ATTRIBUTION 

OF PROFITS TO PERMANENT 

ESTABLISHMENTS (July 4, 2016) 
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EXAMPLE 1 -- FACTS 

SellCo is a dependent agent enterprise (DAE) 

Prima 
(A) 

SellCo 
(B) 

Functions of Prima: 

Mfg consumer products, 

No physical presence other than in Country A, 

Engages SellCo as sales agent for commissions 

      based on Sales and reimbursement of  

      advertising costs, 

Sets pricing policy, 

Warehouses goods, 

Delivers to customers, 

Invoices customers, bears credit risks, and 

Handles collections 

Functions of SellCo: 

Identifies customers 

Solicits, places and processes orders 

Arranges for advertising in local market 



Pricing of Controlled Transaction between Prima and 
SellCo: 
 
• Step 1 – Functional Analysis of Associated Enterprises: 

 
 Prima  :  Assumption of inventory and credit risks is 

  respected because of control and financial capacity. 

 
 SellCo  :  Assumption of operational risk of performance of 

  contractually assigned tasks 

 
• Step 2 – Determination of arm’s length profit of SellCo 

  i.e. commission 
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EXAMPLE 1 – ANALYSIS UNDER AOA 



Attribution of Profit from Prima to DAPE: 
Step 1 – Functional Analysis: 
 Risks of inventory, marketing intangibles, or 

receivables have not been attributed to DAPE. 
 No significant people functions are performed by 

SellCo on behalf of DAPE 
 Economic ownership of any assets have not been 

attributed to DAPE 
 No risks are attributed to DAPE so no need to attribute 

notional capital 

• Step 2 – Arm’s Length Profit Attributed to DAPE 
 Given no risks or assets attributed to DAPE, no profits 

of Prima are attributed to DAPE 
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EXAMPLE 1 – ANALYSIS UNDER AOA (cont.) 



• Facts are same as Example 1 except SellCo: 
 

 Is responsible for warehousing and monitoring 
inventory levels, 
 

 Sets parameters for credit 
 

 Approves sales based on review of 
creditworthiness of customers and 
 

 Handles collection of receivables 
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EXAMPLE 2 – FACTS 



• Analysis of Controlled Transaction Between 
Prima and SellCo: 
 

 Functional Analysis 
Inventory risk is allocated to SellCo based on Control 

Credit risk is allocated to SellCo based on control 

Funding return is allocated to Prima 
 

 Arm’s Length Price for SellCo Determined 
 

 Arm’s Length Funding Return to Prima 
Determined 
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EXAMPLE 2 – ANALYSIS 



Attribution of Profit of Prima to DAPE: 
Step 1 – Functional Analysis: 
 Determine functions performed by SellCo on its 

own account and on behalf of Prima. 
 Economic ownership of inventory and receivables 

including credit risk is attributed to DAPE 
 Capital to fund risk and assets is attributed to 

DAPE 
 Remaining functions performed by SellCo are for 

its own account 

• Step 2 – Determine Arm’s Length Profit of DAPE 
 DAPE is allocated a funding return from SellCo 
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EXAMPLE 2 – ANALYSIS (cont.) 



• Consistency among various business operations. 

 

• Consistency over time.  Can I follow the code one 
year and the treaty the next? 

 

• Consistency across types of income.  Can I follow 
the code for my business activities and the treaty 
for FDAP income. 

Types of Consistency 
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CONSISTENCY PRINCIPLE ILLUSTRATED 

PolCo 
(Poland) 

Sales through 

U.S. PE 

Profitable 

Sales through 

Independent 

Sales Agent 

No PE, 

but ECI Profits 

Sales through 

Independent 

Sales Agent 

No PE, 

but ECI loss 

 PolCo reports profits from sales of product a, does not report profits from products b claiming 

treaty benefit and claims loss from sale of product c under Code 

 Ruling holds PolCo has “option” to either 1) report profits for sale of product a but claim no loss 

under Code for sales of product c under U.S./Poland Income Tax Treaty or 2) report profits and 

losses from the sales of products a, b, and c under the Internal Revenue Code.  Rev. Rul. 84-17 

Product a 
Product b 

Product c 
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