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Abbreviations and Acronyms
•

BEPS – Base Erosion and Profit Shifting

•

MNE – Multinational Enterprise

•

OECD – Organisation for Economic Co-operation and Development

•

PE – Permanent Establishment

•

PPT – Principal Purposes Test

•

MTC – Model Tax Convention

•

FE – Foreign Enterprise

•

CRE – Closely related enterprises
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Structure of the presentation
• Background
• Segment A. Artificial avoidance of PE status through commissionaire arrangements and similar
strategies
• Segment B. Artificial avoidance of PE status through the specific exceptions in Article 5(4)

• Segment C. Other strategies for the artificial avoidance of PE status
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Profit attribution to PEs and interaction with action points on transfer pricing has not been dealt with in this presentation

Background
• At the request of the G20, the OECD published the report ‘Addressing Base Erosion and Profit
Shifting (BEPS report, OECD, 2013) in February, 2013.

• The BEPS Report identifies the root causes of BEPS and notes that tax planning leading to BEPS
turns on a combination of coordinated strategies.
• BEPS Report relating to current treaty definition of PE states as follows: -
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Background
Extract of para from BEPS Report relating to current treaty definition of PE: • “It had already been recognised way in the past that the concept of permanent establishment
referred not only to a substantial physical presence in the country concerned, but also to
situations where the non-resident carried on business in the country concerned via a dependent
agent (hence the rules contained in paragraphs 5 and 6 of Article 5 of the OECD Model Tax
Convention). Nowadays it is possible to be heavily involved in the economic life of another
country, e.g. by doing business with customers located in that country via the internet, without
having a taxable presence therein (such as substantial physical presence or a dependent agent).
In an era where non-resident taxpayers can derive substantial profits from transactions with
customers located in another country, questions are being raised as to whether the current rules
ensure a fair allocation of taxing rights on business profits, especially where the profits from such
5
transactions go untaxed anywhere.”

Background
• Following up on the BEPS report, the OECD published its BEPS action plan in July 2013.
• As per the Action Plan 7 “Weaknesses in the current rules create opportunities for base erosion

and profit shifting (BEPS), requiring bold moves by policy makers to restore confidence in the
system and ensure that profits are taxed where economic activities take place and value is
created”.
•

The BEPS action plan identifies 15 actions along 3 key pillars:

•

Introducing coherence in the domestic rules that affect cross-border activities

•

Reinforcing substance requirements in the existing international standards, and

•

Improving transparency as well as certainty.
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Background
•

The BEPS action plan called for a review of the definition of “Permanent Establishment” to: -

•

prevent the use of common tax avoidance strategies which are used to circumvent the
existing PE definition, such as arrangements through which taxpayers replace subsidiaries
that traditionally acted as distributors by commissionaire arrangements and

•

to prevent the exploitation of the specific exceptions to the PE definition currently provided

for by Art. 5(4) of the OECD Model Tax Convention (2014), an issue which is particularly
relevant in the digital economy.
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Background
•

The Action Plan includes the changes that will be made to Article 5 of the OECD Model Tax

Convention and the Commentary thereon.
•

These changes are prospective only and, as such, do not affect the interpretation of the former
provisions of the OECD Model Tax Convention and of treaties in which these provisions are

included, in particular as regards the interpretation of existing paragraphs 4 and 5 of Art 5.
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A. Artificial avoidance of PE status
through commissionaire arrangements
and similar strategies
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Commissionaire Arrangement and BEPS concerns
•

Under a commissionaire arrangement,
•

contracts are generally concluded in the name of the agent (commissionaire).

•

The obligation to perform is of the foreign enterprise being the owner of the goods who sells
directly to the customer.

• For the foreign enterprise - It is able to sell its products in a state without
•

having a permanent establishment

•

to which such sales may be attributed for tax purposes

•

and without being taxable in that state for profits derived from such sales.
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Commissionaire Arrangement and BEPS concerns
• For the person that sells products - Since such person is not the owner of products

•

It cannot be taxed on profits derived from such sales

•

It can be taxed only on the remuneration received for its services (viz., commission).

• Existing Art 5(5) relies on the formal conclusion of contracts in the name of the foreign
enterprise.

• Hence, the foreign enterprise is able to avoid the application of Art 5(5) of the OECD MTC
(Dependent Agent), on the ground that the contracts are concluded by the person acting as a
commissionaire in its own name.
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Commissionaire Arrangement and BEPS concerns
The BEPS concerns arising from commissionaire arrangement is illustrated as follows: -

• XCO is a company resident of state X engaged in the sale of medical products. Until 2000, these
products were sold to clinics and hospitals in state Y by YCO, a company resident of state Y.
• XCO and YCO are members of the same multinational group.
• In 2000, a commissionaire contract was entered between the two companies.

• Pursuant to the contract, YCO transfers to XCO its fixed assets; stock; and customer base and agrees to
sell in state Y the products of XCO in its own name, but for the account of and at the risk of XCO.
• As a consequence, the taxable profits of YCO in state Y are substantially reduced.
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This is not very relevant in the Indian context as the definition of “agent” does not postulate the creation of such arrangements. Hence the same is
not discussed in detail.

Commissionaire Arrangement and BEPS concerns
Other strategies adopted to erode the taxable base of the state where sales took place are: Strategy 1

• Where contracts are substantially negotiated in a state
• but are not concluded in that state
• because they are finalised or authorised abroad

Strategy 2
• The person that habitually exercises an authority to conclude contracts
• constitutes an “independent agent”

• to which the exception of Article 5(6) applies
• even though it is closely related to the foreign enterprise.
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Remedy sought by Action Plan 7
• In a case where the activities that an intermediary exercises in a country,

•

results in the regular conclusion of contracts,

•

which are ideally to be performed by a foreign enterprise,

•

then that foreign enterprise should be considered to have a sufficient taxable nexus in the
country of the intermediary,

•

unless the intermediary is performing these activities in the course of an independent
business.

• To achieve the aforementioned objective, the wording of Articles 5(5) and 5(6) of the OECD

Model Tax Convention and their respective commentaries are modified.
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Modified Art. 5(5) - Highlights
• Art 5(5) is subject to Art 5(6).
• Art 5(5) stipulates the conditions under which an enterprise is deemed to have a PE in respect of

any activity of a person acting on its behalf in another State (agent).
• Agent may be either individuals or companies.
• Agent need not be residents of, nor have place of business in the State in which they act for the
enterprise.
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Modified Art. 5(5) – Conditions to be met
• All of the following 3 conditions must be met: -

•

Condition I: The person is acting in a Contracting State on behalf of an enterprise
AND

•

Condition II: The person in doing so,
•

Test 1 - Habitually concludes contracts, or

•

Test 2 - Habitually plays principal role leading to the conclusion of contracts that

are routinely concluded without material modification by the enterprise,
AND
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Modified Art. 5(5) – Conditions
• Condition III: These contracts are either

•

in the name of the enterprise, or

•

for the transfer of the ownership of, or

•

for the granting of the right to use, property owned by that enterprise or that the enterprise
has the right to use, or

•

for the provision of services by that enterprise.
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Modified Art. 5(5) – Exceptions
• Paragraph 5 of Art 5 shall not apply if the activities performed by the person on behalf of the
enterprise are,

• limited to activities mentioned in paragraph 4 i.e. are of preparatory or auxiliary character or
• are covered under paragraph 6 i.e. activities performed by an independent agent.
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Commentary of Art 5(5) – Condition I - On behalf of
• As per the Action Plan, “It is a generally accepted principle that an enterprise should be treated as

having a PE in a State if there is under certain conditions a person acting for it, even though the
enterprise may not have a fixed place of business in that State within the meaning of paragraphs 1 and
2. This provision intends to give that State the right to tax in such cases.”

• Paragraph 5 stipulates the conditions under which an enterprise is deemed to have a permanent
establishment in respect of any activity of a person acting for it.
• Persons whose activities may create a PE for the enterprise are persons, whether or not employees of

the enterprise,
•

who act on behalf of the enterprise and
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•

are not doing so in the course of carrying on a business as an independent agents

Commentary of Art 5(5) – Condition I - On behalf of
• It would not have been in the interest of international economic relations to provide that any person

undertaking activities on behalf of the enterprise would lead to a permanent establishment for the
enterprise.
• Such treatment is to be limited to persons who in view of the scope of the nature of their activity

involve the enterprise to a particular extent in business activities in the State concerned.
• A person cannot be said to be acting on behalf of an enterprise if the enterprise is not directly or
indirectly affected by the action performed by that person.

• The person acting on behalf of an enterprise can be a company; in that case, actions of employees and
directors of that company are considered together for determining whether and to what extent that
company acts on behalf of the enterprise.
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Commentary on Art. 5(5) – Condition II - Test 1
Habitually concludes contracts
•

The scope of Agency PE rule under Article 5(5) has been expanded. Under the erstwhile rule, a
dependent agent can constitute PE only if he ‘has authority to conclude contract in the name’ of

the principal. The words ‘in the name of’ has been deleted in the modified Art 5(5).
•

The Phrase ‘conclusion of contract’ is more definitive. It requires actual conclusion of contract.
Any activity which falls short of conclusion of contract is not covered by Test 1. Depending

upon intensity of such activity’ it may fall under Test 2.
•

The test of “habitually concludes contracts” is based on contract law of the state.
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Commentary on Art. 5(5) – Condition II - Test 1
Habitually concludes contracts
•

A contract may be concluded without any active negotiation of terms. For example the contract

law of a state may provide that contract is concluded by reason of a person accepting, on behalf
of an enterprise, the offer made by a third party to enter into a standard contract with that

enterprise.
•

The person who negotiates in a State all elements and details of a contract in a way binding on
the enterprise can be said to conclude the contract in that State even if that contract is signed by
another person outside that State.
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Commentary on Art. 5(5) – Condition II - Test 1
Habitually concludes contracts
• The use of the term “permanent establishment” in this context presupposes that
•

•

conclusion of contracts
•

by that person, or

•

as a direct result of the actions of that person,

takes place repeatedly and not merely in isolated cases.

• Presence which an enterprise maintains in a Contracting State should be more than merely
transitory. The extent and frequency of activity will depend on the nature of the contracts and the

business of the principal.
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Commentary on Art. 5(5) – Condition II - Test 2
Principal role leading to conclusion
•

This test supplements the test based on contract law.

•

It focusses on situations wherein conclusion of contracts is the direct result of: •

substantive activities taking place in one State or

•

actions that the person performs in a Contracting State on behalf of the enterprise

although the relevant rules of contract law provide that the conclusion of the contract takes place
outside that State.
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Commentary on Art. 5(5) – Condition II - Test 2
Principal role leading to conclusion
• The phrase must be interpreted in the light of the object and purpose of paragraph 5 i.e. to cover
cases where activities that a person exercises in a State intends to result in the regular conclusion

of contracts to be performed by a foreign enterprise, i.e. where that person acts as the sales force
of the enterprise.
• The principal role leading to the conclusion of the contract will therefore be associated with the

actions of the person who convinced the third party to enter into a contract with the enterprise.
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Commentary on Art. 5(5) – Condition II - Test 2
Principal role leading to conclusion
Example 1:

• A person solicits and receives (but does not formally finalize) the orders. The orders are directly
sent to the warehouse of principal enterprise. Such person plays the principal role leading to the
conclusion of contracts. The principal enterprise shall be deemed to have a PE under Art 5(5) in

respect of activities undertaken by the person.
• However, if the activities of the agent is merely confined to promotion or advertisement in a way
that does not directly result in the conclusion of contracts then paragraph 5 shall not apply.
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Commentary on Art. 5(5) – Condition II - Test 2
Principal role leading to conclusion
Example 2:
• RCO, a company resident of State R, distributes various products/ services worldwide through its

websites.
• SCO, a company resident of State S, is a wholly-owned subsidiary of RCO. SCO’s employees
send emails, make telephone calls to, or visit large organisations to convince them to buy RCO’s

products and services.
• When an account holder is persuaded by an employee of SCO to purchase a given quantity of
goods or services, the employee indicates the price that will be payable for that quantity.
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Commentary on Art. 5(5) – Condition II - Test 2
Principal role leading to conclusion
Example 2 (continued)

• The employees indicate that a contract must be concluded online with RCO.
• The employees also explain the standard terms of RCO’s contracts, including the fixed price
structure used by RCO, which the employee is not authorised to modify.
• The account holder subsequently concludes that contract online for the quantity discussed with

SCO’s employee and in accordance with the price structure presented by that employee.
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Commentary on Art. 5(5) – Condition II - Test 2
Principal role leading to conclusion
Example 2 (continued)

• Thus, SCO’s employees play the principal role leading to the conclusion of the contract between
the account holder and RCO.
• The fact that SCO’s employees cannot vary the terms of the contracts does not mean that the

conclusion of the contracts is not the direct result of the activities that they perform on behalf of
the enterprise.
• Convincing the account holder to accept these standard terms is a crucial element leading to the
conclusion of the contracts between the account holder and RCO.
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Commentary on Art. 5(5) – Condition III
• Sub paragraphs a), b) and c) of Art 5(5) deals with various contracts that may be concluded or

entered into by the person acting on behalf of the non-resident. These contracts should have the
following essential features:
a)

in the name of the enterprise, or

b) for the transfer of the ownership of, or for the granting of the right to use, property owned
by that enterprise or that the enterprise has the right to use, or
c)

for the provision of services by that enterprise
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Commentary on Art. 5(5) – Condition III
• Para 32.9 - The reference to contracts “in the name of” in subparagraph a) of Art. 5(4) does not

restrict the application of the subparagraph to contracts that are literally in the name of the
enterprise; it may apply, for example, to certain situations where the name of the enterprise is

undisclosed in a written contract.
• Para 33 - Contracts referred to in paragraph 5 cover contracts relating to operations which
constitute the business proper of the enterprise.
• Employment contracts and contracts relating to internal operations are not covered.
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Commentary on Art. 5(5) – Condition III
• Para 32.11 - For the purposes of subparagraph b), it does not matter whether or not the relevant

property existed or was owned by the enterprise at the time of the conclusion of the contracts
between the person who acts for the enterprise and the third parties. For e.g., a person acting on
behalf of an enterprise might sell property that the enterprise will subsequently produce before

delivering it directly to the customers.
• Para 34: Where the requirements set out in paragraph 5 are met, a permanent establishment of the
enterprise exists to the extent that the person acts for the latter, i.e. not only to the extent that

such a person concludes contracts or plays the principal role leading to the conclusion of
contracts that are routinely concluded without material modification by the enterprise.
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Points to note – Art 5(5)
•

The determination of the profits attributable to a permanent establishment resulting from the

application of paragraph 5 will be governed by the rules of Article 7.
•

This will require that activities performed by other enterprises and by the rest of the enterprise to
which the permanent establishment belongs be properly remunerated.

•

The profits to be attributed to the permanent establishment in accordance with Article 7 are only
those that the permanent establishment would have derived if it were a separate and independent
enterprise performing the activities that paragraph 5 attributes to that permanent establishment.
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Points to note – Art 5(5)
• Paragraph 5 simply provides an alternative test of whether an enterprise has a permanent
establishment in a State. If it can be shown that the enterprise has a permanent establishment

within the meaning of paragraphs 1 and 2 (subject to the provisions of paragraph 4 i.e.
preparatory or auxiliary character), it is not necessary to show that the person in charge is one
who would fall under paragraph 5.

• Changes in Art 5(5) & 5(6) do not address BEPS concerns from low-risk distributor
arrangements.
• Low-risk distributor arrangements are addressed by Action Plan 9 (Risks and Capital).
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Points to ponder - Art 5(5)
•

Whether the authority to conclude contracts should necessarily be explicit or expressed?

•

How to determine whether the Agent has habitually played principal role in conclusion of
contract? Whether inability of the Agent to vary the terms of the contract is a critical factor in
determining whether the Agent played a principal role? Whether participating in negotiation by

the Agent is decisive?
•

How to determine whether a modification made to the contract by the foreign enterprise at the
time of its conclusion is material or not?

•

When does a subsidiary become a DAPE?
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Points to ponder - Art 5(5)
• Whether there are any differences in the DAPE test under Explanation 2 to section 9(1) vs DAPE

test under Article 12 of MLI vs DAPE test under the Double Tax Avoidance Agreements?
• Whether ALP remuneration to an agent negates DAPE? Whether FAR of an agent is equal to
FAR of its principal (Foreign Enterprise)?

• In case, out of 10 functions, 4 functions leads to creation of a DAPE under Article 12, whether
the balance 6 functions are to be combined for attribution? Whether functions independently
performed by Foreign Enterprise (say 3 more) would have to be reckoned while attributing the

profits to PE?
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Points to ponder - Art 5(5)
•

What is the impact of DAPE under the Act and MLI in the following cases: -

•

Contracts routinely concluded without material modifications

•

Contracts routinely concluded with material modifications

•

Contracts not routinely concluded without material modifications

•

Contracts not routinely concluded with material modifications
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Modified Art. 5(6) - Highlights
PARA (a):
• Art. 5(6) provides for exception to Art 5(5).

• Exception conditions- Where a person acts on behalf of an enterprise
• in the course of carrying on a business as an independent agent and
• acts for the enterprise in the ordinary course of that business.
• A person will not be reckoned as an independent agent

• if such person acts exclusively or almost exclusively
• On behalf of one or more enterprise to which it is closely related (CRE).
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Modified Art. 5(6) - Highlights
PARA (b):

• Lays down rules to determine CREs
• General Rule – If one person has control of the other or both are under common control
• Deemed Rule – If one person possesses directly or indirectly more than 50% of the beneficial
interest in the other.
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Legal and economic independence – overreach by
principal in agent’s business
A. Meaning of agency
• Agency should not be limited to section 182 of Indian Contract Act:

“182. “Agent” and “principal” defined.—An “agent” is a person employed to do any act for
another, or to represent another in dealings with third persons. The person for whom such act
is done, or who is so represented, is called the “principal”.

• Prohibited activities like securing orders or playing principal role leading to conclusion of
contracts are not necessarily contractual agency functions.
• Therefore, the agency should be more broadly understood keeping in mind the prohibited

activities.
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Legal and economic independence – overreach by
principal in agent’s business
B. Economic and legal independence:
•

Dual independence v. dual dependence : Dual independency should be established to be

regarded as independent agent. Dual dependency need not be established to regard a person as a
dependent agent.
•

Former is relevant and not the latter.

•

Act and MLI refer to independence and not to dependence
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IT Act – Section 9 – Explanation 2
•

•

Provided that such business connection shall not include any business activity carried out
through a broker, general commission agent or any other agent having an independent status, if
such broker, general commission agent or any other agent having an independent status is
acting in the ordinary course of his business
Provided further that where such broker, general commission agent or any other agent works
mainly or wholly on behalf of a non-resident (hereafter in this proviso referred to as the
principal non-resident) or on behalf of such non-resident and other non-residents which are
controlled by the principal non-resident or have a controlling interest in the principal nonresident or are subject to the same common control as the principal non-resident, he shall not be
deemed to be a broker, general commission agent or an agent of an independent status.
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MLI – Article 12 - Artificial Avoidance of Permanent
Establishment Status through Commissionnaire
Arrangements and Similar Strategies
(2) Paragraph 1 shall not apply where the person acting in a Contracting Jurisdiction to a Covered
Tax Agreement on behalf of an enterprise of the other Contracting Jurisdiction carries on business

in the first-mentioned Contracting Jurisdiction as an independent agent and acts for the enterprise
in the ordinary course of that business. Where, however, a person acts exclusively or almost
exclusively on behalf of one or more enterprises to which it is closely related, that person shall not

be considered to be an independent agent within the meaning of this paragraph with respect to any
such enterprise.
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Case laws in India
•

In case of Director of Income-tax vs E-Funds IT Solutions Inc [[2014] 364 ITR 256 (Delhi)], it was held as
follows:
“31………………A dependent agency is one which is bound to follow instructions and is personally
dependent on the enterprise he represents. Such dependency must not be isolated or once in a while
transaction but should be of comprehensive nature.

32. The 'dependency test' ….. requires examination and answer whether the business interest of the
principal and the agency have merged. When there is evidence of merging of interest, then power to
instruct the agent exceeds a certain level. In such cases the Principal regularly participates in the process
of settling current business problems or exercises discretionary power in the said respects. OECD
Commentary does not accept dependency based on financial support, supply of patents etc. as itself
creating agency PE. Klaus Vogel on Double Taxation Conventions, Third Edition at page 345 in
paragraph 170 states that interdependence must exist in both legal and economic respects but the
independence is the main criteria.
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Case laws in India
•

In case of Director of Income-tax vs E-Funds IT Solutions Inc [[2014] 364 ITR 256 (Delhi)], it was held as
follows:
35. Transactions between a foreign enterprise and an independent agent, do not result in establishment of
a permanent establishment under paragraph 5 to Article 5 if the independent agent is acting in ordinary
course of their business. The expression "ordinary course of their business" has reference to activity of
the agent tested by reference to normal customs in the case in issue. It has reference to normal practice
in the line of business in question. However as per paragraph 5 of Article 5, an agent is not considered to
be an independent agent if his activities are wholly or mostly wholly on behalf of foreign enterprise and the
transactions between the two are not made under arm's length conditions. The twin conditions have to be
satisfied to deny an agent character of an independent agent. In case the transactions between an agent
and the foreign principal are under arm's length conditions the second stipulation in paragraph 5 of
Article 5 would not be satisfied, even if the said agent is devoted wholly or almost wholly to the foreign
enterprise…..”
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Case laws in India
•

In case of GE Energy Parts Inc vs CIT [2019] 411 ITR 243 (Delhi), it was held as follows:

“63……………Activities of an agent must be "devoted wholly, or almost wholly on behalf of that
enterprise." On a conjoint reading of part 2 of para 5 of Article 5 and Article 3(g), it is apparent that the
second part of para 5 refers to an agent looking after the activities of a single enterprise and not multiple
enterprises………………Furthermore, there also was the need to show that they were not at arm's length
practice. ….. An agent of a foreign company is an agent of dependent status even if there is more than one
company in the related group. If there are multiple independent customers – you qualify as an agent of
independent status. The fact that transactions between such an agent of dependent status and multiple
related enterprises are or are not at ALP, is not relevant at the stage of establishment of a dependent
agent PE in India, which is created solely due to the nature of activities of such an agent for the
overseas entity…..”
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Legal and economic independence – overreach by
principal in agent’s business
C.

Legal independence (LI):

•

Question whether LI exists would require the test of substance over form

•

Principal may take shelter of form [i.e. apparent agreement] to convey that HIS activities in the

source State are limited to the agreement and hence no PE triggers.
•

Principal may take shelter of form [i.e. apparent agreement] to convey that AGENT’S activities
in the source State are limited to the agreement and hence no PE triggers.

•

In substance, there could be an overreach by either principal or by agent.
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Legal and economic independence – overreach by
principal in agent’s business
C. Legal independence:
•

Overreach by principal

• Principal will interfere in the functioning of agent
• This interference goes beyond providing normal instructions as per the apparent agreement
•

Examples could be principal having a say in hiring of agent’s staff, setting up agent’s
infrastructure etc., which are ordinarily otherwise taken care of by the agent.

• Agent tolerating such interference undermines his legal independence
•

By such overreach, principal is not disclosing such activities, which if disclosed, would
trigger a PE for him [applying ROD test]
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Legal and economic independence – overreach by
principal in agent’s business
•

Overreach by Agent:
•

Agent will interfere in the functioning of principal

•

This interference goes beyond providing services as per the apparent agreement

•

Examples could be agent virtually closing the contract although as per apparent agreement, his
role is limited to merely canvassing for the principal

•

Agent tolerating such imposition by the principal [i.e. to perform tasks beyond the contractual
obligation] undermines his legal independence

•

By such overreach, principal is not disclosing such additional activities of the agent, which if
disclosed, would get aggregated to agent’s apparent activities thus triggering DAPE for
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principal.

Legal and economic independence – overreach by
principal in agent’s business
D.

Economic independence (EI):

•

EI should be tested on year to year basis

•

OECD guidelines provide for 90% test

•

EI should not be based on profits or sales which the agent derives from his principal as

compared to profits or sales which he derives from others.
•

The above are only certain objective parameters which by themselves are not conclusive.

•

The above tests do not answer the FAR of agent with each of his principal, deployment of

his resources in dealing with various principals, potential revenues arising as a result of
present efforts etc. Therefore, going concern test appears a more appropriate measure of
50

economic independence

Legal and economic independence – overreach by
principal in agent’s business
D. Economic independence:

•

Going concern as a parameter
•

Broadly, it is necessary to examine that if the agent’s activities with a principal stop,
would this affect the going concern test

•

While applying going concern test, the question is not complete stoppage of business but
whether the business in its present stature and scale is likely to continue or not.

•

The factors like FAR of agent with each of his principal, deployment of his resources in
dealing with various principals and potential revenues arising as a result of present efforts
are to be considered in addition to present revenue and profits from a particular principal.

•

Going concern test is a subjective test on the basis of above objective parameters.
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Legal and economic independence – overreach by
principal in agent’s business
D. Economic independence:
•

Does legal dependence impinge on economic independence?

•

As stated earlier, overreach of agent in principal’s work and vice versa would undermine
legal independence

•

This may also affect economic independence. For example when a principal interferes in

the resources management of the agent, he may not permit the deployment of resources for
other principals.
•

Therefore, legal dependency may affect economic independency.
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Commentary on Art. 5(6) – Ordinary course of
business
•

Para 38.6 - An independent agent cannot be said to act in the ordinary course of its business as

such when it performs activities that are unrelated to the business of an agent.
•

For example: - Where a company that acts as a distributor for a number of companies to which it
is not closely related, also acts as an agent for a CRE, the activities that the company undertakes

as a distributor will not be considered to be part of the activities that the company carries on in
the ordinary course of its business as an agent. It will therefore not be relevant in determining
whether the company is independent from the CRE on behalf of which it is acting.
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Commentary on Art. 5(6) – Carrying on business as an
independent agent
•

The exception of paragraph 6 only applies where a person acts on behalf of an enterprise in the
course of carrying on a business as an independent agent.

•

It would therefore not apply where a person acts on behalf of an enterprise in a different

capacity, such as where an employee acts on behalf of her employer or a partner acts on behalf
of a partnership.
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Commentary on Art. 5(6) – Factors indicating person is
not acting as an independent agent
Whether an agent is acting as an independent agent depends on the extent of obligations which the

agent has vis-à-vis the principal. Factors indicating person is not acting as an independent agent
are:•

agent’s commercial activities for the principal are subject to detailed instructions or to

comprehensive control by the principal.
•

entrepreneurial risk in relation to activities of the agent is borne by the principal

•

significant control is exercised by the principal regarding the manner in which that work is
carried out by the agent.
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Commentary on Art. 5(6) - Factors indicating person is
not acting as an independent agent
•

It may be a feature of the operation of an agreement that an agent will provide substantial
information to a principal in connection with the business conducted under the agreement. The

provision of information by the agent in the course of seeking approval from the principal for
the manner in which the business is to be conducted indicates the dependence of the agent on

the principal.
•

Where an agent acts for a number of principals in the ordinary course of his business and none
of these is predominant in terms of the business carried on by the agent; dependence may exist if
the principals act in concert to control the acts of the agent in the course of his business on their

behalf.
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Commentary on Art. 5(6) - Factors indicating person is
not acting as an independent agent
•

Amended article 5(6) also provides that a person is not considered to be independent agent
where it acts exclusively or almost exclusively for one or more CRE.

•

OECD commentary has used words ‘wholly or almost wholly’ to explain the concept of

‘exclusively or almost exclusively’.
•

Para 38.7 states that independent status is unlikely if the activities of the person are performed
wholly or almost wholly on behalf of only one enterprise (or a group of closely related

enterprise).
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Commentary on Art. 5(6) - Factors indicating person is
not acting as an independent agent
•

Para 38.8 - Person’s activities on behalf of enterprises to which it is not closely related, do not
represent a significant part of that person’s business, then it can be inferred that it is acting

“exclusively or almost exclusively” for CREs.
•

90% threshold is illustrated to determine “exclusively or almost exclusively” criteria. Where, for
example, the sales that an agent concludes for enterprises other than CREs < 10% of all the sales

that it concludes as an agent, then that agent should be viewed as acting “exclusively or almost
exclusively” on behalf of CREs.

58

Commentary on Art. 5(6) - Factors indicating person is
acting as an independent agent
Factors discussed in the commentary which indicate that the person is acting as an independent

agent are: •

Principal is relying on the special skill and knowledge of the agent.

•

Agent’s activities constitute an autonomous business conducted by him in which he bears risk

and receives reward through the use of his entrepreneurial skills and knowledge.
•

The provision of information by the agent to the principal is simply intended to ensure the
smooth running of the agreement, and, continued good relations with the principal is not a sign
of dependence.
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Commentary on Art. 5(6) - Factors indicating person is
acting as an independent agent
•

Number of principals represented by the agent shall help in determining the independent status

of the principal
•

Limitations on the scale of business which may be conducted by the agent clearly affect the
scope of the agent’s authority. However such limitations are not relevant to dependency which is

determined by consideration of the extent to which the agent exercises freedom in the conduct
of business on behalf of the principal within the scope of the authority conferred by the
agreement.

•

The control which a parent company exercises over its subsidiary in its capacity as shareholder
is not relevant in a consideration of the dependence or otherwise of the subsidiary in its capacity
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as an agent for the parent.

Commentary on Art. 5(6) – CRE
• Para 38.9 - Subparagraph b) explains the meaning of the concept of a “person closely related to an
enterprise” for the purpose of the Article. A person is closely related to an enterprise if,
General rule

• Based on all the relevant facts and circumstances,
•

one has control of the other or

•

both are under the control of the same persons or enterprises.

Percentage beneficial holding

• If one possesses directly or indirectly
•

more than 50% of the beneficial interest in the other or

•

if another person possesses directly or indirectly more than 50% of the beneficial interest in the
person and the enterprise.
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Commentary on Art. 5(6) – CRE
• In case of company, beneficial interest refers to beneficial equity interest in the company or
aggregate vote and value of company’s shares.

• The concept of CRE is to be distinguished from the concept of “associated enterprises” which is
used for the purposes of Article 9; although the two concepts overlap to a certain extent, they are
not intended to be equivalent.
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Points to ponder – Art 5(6)
•

Pre MLI language and phrase used in Double Tax Avoidance Agreements (e.g. India-UK
DTAA) is - “provided that such persons are acting in the ordinary course of their business”. Post

MLI, the phrase is “acts for the enterprise in the ordinary course of that business”. What is the
implication of deployment of ‘their business’ v ‘that business’.
•

What would constitute acting in the “ordinary course of that business”? Whether the expression

“in the ordinary course of that business” has to be tested with reference to the agent’s ‘conduct
of business’ or ‘contract with the principal’ or ‘custom in the trade’?
•

What is the meaning of ‘dependence’. What type of dependence is envisaged to be regarded as
DAPE?
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•

What type of independence is required to be demonstrated?

Points to ponder – Art 5(6)
•

Whether a subsidiary could be an independent agent? Or it is an automatic DAPE?

•

Whether the concept of CRE is equivalent to the concept of “associated enterprises”?

•

A person who acts ‘exclusively or almost exclusively’ on behalf of one or more enterprises to
which it is closely related, that person shall not be considered as an independent agent - What is
the meaning of the phrase ‘acts exclusively or almost exclusively’? Whether scope of the same is

different from the phrases ‘mainly or wholly’ as used in the Act or ‘wholly or almost wholly’ as
used in the existing treaties as shown below:
Act

Existing Treaty

MLI

2nd proviso to explanation 2 to section
9(1)(i)

Article 5(5) of India UK Treaty

Article 13(2)

‘Where such broker, general commission
agent or any other agent works mainly or
wholly on behalf of a non-resident’

‘if the activities of such an agent are
carried out wholly or almost wholly for the
enterprise’

‘acts exclusively or almost exclusively on64
behalf of’

Points to ponder – Art 5(6)
•

What are the factors to be reckoned for determining whether an agent is working ‘exclusively or
almost exclusively’ on behalf of one or more CRE’s?

•

A person who acts exclusively or almost exclusively on behalf of one or more enterprises to
which it is closely related, that person shall not be considered as an independent agent - What is

the scope of the phrase – ‘to which it is closely related’ in Article 12(2).
•

What would be the impact on creation of a DAPE under the Act and MLI under the following
situations:
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Points to ponder – Art 5(6)
Situation

Whether contract is
routinely concluded by
FE

Whether material
modification in contract
is made by FE

I

Yes

No

II

Yes

Yes

III

No

No

IV

No

Yes
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B. Artificial avoidance of PE
status through the specific
exceptions in Article 5(4)
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Introduction
•

Article 5(4) enlist exceptions (“the specific activity exemptions”) according to which a

permanent establishment is deemed not to exist, where a place of business is used solely, for the
listed activities.
•

The provisions of Art 5(4) amounts to a general restriction of the scope of the definition of

permanent establishment contained in paragraph 1 of Art 5.
•

When read with paragraph 1, it provides a more selective test, by which to determine what
constitutes a permanent establishment.

•

To a considerable degree, these provisions limit the definition in paragraph 1.
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Introduction
•

It excludes from its rather wide scope a number of fixed places of business which, should not be

treated as permanent establishments because the business activities exercised through these
places are merely preparatory or auxiliary.
•

Article 5(4) contain activities listed in 6 sub-paragraphs (a to f).

•

Under the existing Art 5(4),
•

activities specified under sub-para (a) to (d) are not regarded as PE.

•

activities mentioned in sub-paras (e) and (f) are not regarded as PE only if such activities are
preparatory or auxiliary in nature.
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What are the BEPS concerns related to Art. 5(4)?
• The situations from (a) to (f) were conferred exemption owing to their preparatory or auxiliary
character.

• Such place of business may contribute to the productivity of the enterprise; but the services it
performs are so remote from the actual realization of profits that it is difficult to allocate any
profit to it.

• Since the introduction of these exceptions, there have been dramatic changes in the way that
business is conducted. Depending on the circumstances, activities previously considered to be
merely preparatory or auxiliary in nature may nowadays correspond to core business activities.
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Remedy sought by this Action Plan
•

Thus, Art 5(4) is modified to ensure that profits derived from core activities performed in a
country can be taxed in that country. As per the modified Article 5(4) each of the exceptions

included therein from (a) to (f) is subject to the test of “preparatory or auxiliary” character.
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What is meant by preparatory or auxiliary in nature?
Preparatory activity - meaning
•

An activity that is carried on in contemplation of the carrying on of what constitutes
the essential and significant part of the activity of the enterprise as a whole.

•

Generally precedes another activity and is carried on for a short period.

Auxiliary activity – meaning
•

An activity that is carried on to support, without being part of, the essential and
significant part of the activity of the enterprise as a whole.

•

Para 21.2 - An activity that requires significant proportion of assets or employees is
not auxiliary in nature.
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Highlights of modifications to Commentary on Art.5(4)
•

Decisive criterion to distinguish between activities which have a preparatory or auxiliary

character is - whether or not the activity of the fixed place of business in itself forms an essential
and significant part of the activity of the enterprise as a whole.
•

In any case, a fixed place of business whose general purpose is one which is identical to the

general purpose of the whole enterprise, does not exercise a preparatory or auxiliary activity.
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Highlights of modifications to Commentary on Art.5(4)
•

Subparagraphs a) to e) refer to activities that are carried on for the enterprise itself.

•

A PE would therefore exist if such activities were performed on behalf of other enterprises at the

same fixed place of business.
•

For example an advertising agency enterprise that maintained an office for the advertising of its
own products or services were also to engage in advertising on behalf of other enterprises at that

location, then that office would constitute PE of the enterprise by which it is maintained.
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Example - Sub paragraph (a) – use of facilities for
storage, display or delivery
Example 1
•

An enterprise of State R maintains in state S a very large warehouse.

•

A significant number of employees work for the main purpose of storing and delivering goods

owned by the enterprise that the enterprise sells online to customers in State S.
•

Paragraph 4 will not apply to that warehouse since the storage and delivery activities, which
represents an important asset and requires a number of employees, constitute an essential part of

the enterprise’s sale/distribution business and do not have, therefore, a preparatory or auxiliary
character.
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Example - Sub paragraph (a) – use of facilities for
storage, display or delivery
Example 2: After sales services

•

An enterprise maintained a fixed place of business for the delivery of spare parts to customers
for machinery supplied to those customers.

•

In addition the fixed place of business is also used for the maintenance or repairs of such

machinery.
•

The activity of repairs and maintenance in addition to delivery and would not constitute
preparatory or auxiliary activities. These after-sale activities constitute an essential and
significant part of the services of an enterprise vis-à-vis its customers.
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Example - Sub paragraph (a) – use of facilities for
storage, display or delivery
Example 3:
•

An enterprise is in the business of refining oil. It owns and operates a pipeline that crosses the

territory of a country solely to transport its own oil to its refinery located in another country. In
such case, subparagraph a) would be applicable.
•

Where facilities of cables and pipelines are used by the owner to transport property belonging to

other enterprises, subparagraph a) shall not apply. Since it is restricted to delivery of goods or
merchandise belonging to the enterprise that uses the facility. Subparagraph e) also will not be

applicable to that enterprise since the cable or pipeline is not used solely for the enterprise and
its use is not of preparatory or auxiliary character.
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Example - Sub paragraph (a) – use of facilities for
storage, display or delivery
Example 3 (continued):
• Disposal test: - A separate question is whether the cable or pipeline could also constitute a PE for

the customer of the operator of the cable or pipeline, i.e. the enterprise whose data, power or
property is transmitted or transported from one place to another. In such a case, the enterprise is
merely obtaining transmission or transportation services provided by the operator of the cable or

pipeline and does not have the cable or pipeline at its disposal. As a consequence, the cable or
pipeline cannot be considered to be a PE of that enterprise.
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Example - Sub paragraph (b) – maintenance of stock of
goods for storage, display or delivery
Example

• An independent logistics company operates a warehouse in State S. An enterprise of State R
continuously stores goods in such warehouse.
• Further such enterprise is allowed unlimited access to a separate part of the warehouse for

inspecting and maintaining the goods stored.
• In this case, sub-paragraph (b) is applicable and the question of existence of a PE will depend on
whether these activities constitute a preparatory or auxiliary activity.
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Example - sub paragraph (c) – maintenance of stock of
goods for processing by another enterprise
Example
• R Co is an enterprise of State R.
• A stock of goods belonging to RCO is maintained by a toll-manufacturer located in State S for the

purposes of processing.
• RCO is allowed unlimited access to a separate part of the facilities of the toll manufacturer for
inspecting and maintaining the goods stored therein.

• In this case, subparagraph (c) will apply only if the maintenance of that stock of goods by RCO
constitutes a preparatory or auxiliary activity.
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Example - sub paragraph (c) – maintenance of stock of
goods for processing by another enterprise
Example (continued)
• This will be the case if RCO is merely a distributor of products manufactured by other

enterprises. In that case the mere maintenance of a stock of goods for the purposes of processing
by another enterprise would not form an essential and significant part of RCO’s overall activity.
• In such a case paragraph 4 will deem a PE not to exist. Though the fixed place of business is at

the disposal of the enterprise of State R, it is only for maintaining its own goods to be processed
by the toll-manufacturer.
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Example - sub paragraph (d) – maintenance of fixed place of
business for purchasing goods or collecting information
Example 1

• RCO is a company resident of State R. It is a large buyer of a particular agricultural product produced
in State S.
• RCO maintains a purchasing office in State S. The employees who work at that office are experienced
buyers having specialised knowledge of that product and enter into different types of contracts.
• In this example, the only activity performed through the office is the purchasing of products for RCO,

which is an activity covered by subparagraph d). However, purchasing function forms an essential and
significant part of RCO’s overall activity. It would not be regarded as preparatory or auxiliary. Hence
the office would constitute a PE.
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Example - sub paragraph (d) – maintenance of fixed place of
business for purchasing goods or collecting information
Example 2

• RCO is a company resident of State R.
• It maintains an office in State S during a 2 year period for researching the local market and
lobbying the government for changes that would allow RCO to establish stores in State S. During

that period, employees of RCO occasionally purchase supplies for their office.
• Sub paragraph (d) would apply if each of the activities (namely purchasing, researching,
lobbying) are the only activity performed at the office.
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Sub paragraph (d) – maintenance of fixed place of business
for collecting information
• The second part of subparagraph d) relates to a fixed place of business that is used solely to
collect information for the enterprise.

• Where, for example, an investment fund sets up an office in a State solely to collect information
on possible investment opportunities in that State, the collecting of information through that
office will be a preparatory activity.
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Sub-paragraph (e) - Any other activity
•

PE shall be deemed to include the 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.
•

Fixed places of business used solely for the purpose of advertising or for the supply of
information or for scientific research or for the servicing of a patent or a know-how contract

shall not constitute PE, if such activities have a preparatory or auxiliary character.
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BEPS concern on fragmentation of activities
•

Sub paragraph (f) deals with maintenance of a fixed place of business solely for any
combination of activities mentioned in subparagraphs a) to e). Such fixed place of business shall

not constitute a PE if the overall activity of the fixed place of business resulting from this
combination is of a preparatory or auxiliary character.
•

Subparagraph f) is of no importance in a case where an enterprise maintains several fixed places

of business within the meaning of subparagraphs a) to e) provided that they are separated from
each other locally and organizationally. In such a case each place of business has to be viewed
separately and in isolation for deciding whether a permanent establishment exists.
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BEPS concern on fragmentation of activities
•

Places of business are not “separated organisationally” where they each perform in a
Contracting State complementary functions such as receiving and storing goods in one place,

distributing those goods through another etc.
•

An enterprise cannot fragment a cohesive operating business into several small operations in
order to argue that each is merely engaged in a preparatory or auxiliary activity.

•

Given the ease with which subsidiaries may be established, the anti fragmentation rule should
not be restricted to cases where the same enterprise maintains different places of business in a
country but should be extended to cases where these places of business belong to CREs.
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Remedy sought under Action Plan 7
•

Some BEPS concerns related to Art. 5(4) will therefore be addressed by a new rule which will
take account not only of the activities carried on by the same enterprise at different places but

also of the activities carried on by CREs at different places or at the same place.
•

This new rule is the logical consequence of the decision to restrict the scope of Art. 5(4) to
activities that have a “preparatory and auxiliary” character. In the absence of that rule, it would

be relatively easy to use closely related enterprises in order to segregate activities which, when
taken together, go beyond that threshold.
•

The new anti fragmentation rule prevents creation of exception from PE status for activities that
are preparatory or auxiliary in nature (when viewed in isolation) but constitute a larger set of
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business activities in the source country (when viewed on a combined basis).

New anti fragmentation rule - paragraph 4.1 to Art 5
•

The new rule denies Art. 5(4) exemption to a fixed place of business used by a Foreign enterprise
(FE) on satisfaction of the following conditions: -

•

Where Foreign enterprise (FE) or a CRE carries on business activities at the same place/ another
place in the Source State AND
• That place or other place constitutes a PE of the FE or CRE in Source State OR

• Where the overall combined activities of FE and CREs (carried out at the same place or two
places) is not preparatory or auxiliary.
AND
•

The business activities of FE and CRE constitute complementary functions forming part of cohesive 89

business operations.

Example
Example 1
•

RCO, a bank resident of State R, has a number of branches in State S which constitute PEs. It

also has a separate office in State S where a few employees verify information provided by
clients that have made loan applications at these different branches. The results of the
verifications done by the employees are forwarded to the headquarters of RCO in State R. The

other employees at the headquarters analyse the information included in the loan applications
and provide reports to the branches where the decisions to grant the loans are made.

90

Example
Example 1 (continued)

•

In this case, the exceptions of paragraph 4 will not apply to the office because
•

another place (i.e. any of the other branches where the loan applications are made)
constitutes a PE of RCO in State S; and

•

the business activities carried on by RCO at the office and at the relevant branch constitute

complementary functions that are part of a cohesive business operation (i.e. providing loans
to clients in State S).
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Example
Example 2
•

RCO, a company resident of State R, manufactures and sells appliances.

•

SCO, a resident of State S that is a wholly owned subsidiary of RCO, owns a store where it sells
appliances that it acquires from RCO.

•

RCO also owns a small warehouse in State S, where it stores a few large items that are identical
to some of those displayed in the store owned by SCO.

•

When a customer buys such a large item from SCO, SCO employees go to the warehouse where
they take possession of the item before delivering it to the customer.

•

Thus the exceptions of Art 5(4) shall not apply.
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Example
Example 2 (continued)

• In this case, the exceptions of paragraph 4 will not apply to the warehouse since:
•

SCO and RCO are closely related enterprises;

•

SCO’s store constitutes a permanent establishment of SCO

•

The business activities carried on by RCO at its warehouse and by SCO at its store constitute

complementary functions that are part of a cohesive business operation.
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Points to note
•

A fixed place of business which has the function of managing an enterprise or even only a part
of an enterprise (e.g. a certain area of operation or concern) or of a group of the concern cannot

be regarded as doing a preparatory or auxiliary activity. The function of managing an enterprise,
constitutes an essential part of the business operations of the enterprise.
•

If a fixed place of business used for the supply of information would not only give information

but would also furnish plans etc. specially developed for the individual customer then the
exception under paragraph 4 shall not apply.
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Points to note
• If, under paragraph 4, a fixed place of business is deemed not to be a PE, this exception applies
likewise to the disposal of movable property forming part of the business property of the place of

business at the termination of the enterprise’s activity at that place. For example, the display of
merchandise during a trade fair or convention is excepted under subparagraphs a) and b), the sale

of that merchandise at the termination of the trade fair or convention is covered by subparagraph
e) as such sale is merely an auxiliary activity. The exception does not, of course, apply to sales of
merchandise not actually displayed at the trade fair or convention.
• The fixed places of business to which paragraph 4 applies do not constitute PEs, even if the

contracts necessary for establishing and carrying on these business activities are concluded by
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those in charge of the places of business themselves.

Points to note
•

Where paragraph 4 does not apply because a fixed place of business used by an enterprise for
activities that are listed in that paragraph is also used for other activities that go beyond what is

preparatory or auxiliary, that place of business constitutes a single PE of the enterprise. The
profits attributable to the PE with respect to both types of activities may be taxed in the state

where that PE is situated.
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Points to ponder – Art 5(4) and (4.1)
•

Whether Article 13(4) of MLI is applicable to other form of PE’s like installation PE, Service
PE?

•

An agent may carry out various activities on behalf of the foreign enterprise from a fixed place

of business. Some of the activities undertaken by the agent from such fixed place of business
may fail to satisfy the ‘preparatory or auxiliary’ test. Whether in such a case, the profits

attributable to ‘preparatory and auxiliary activities’ carried out by agent through such fixed place
of business be also taxed?
•

When will the functions of buying, research, advertising or delivery constitute a POA function?

•

What is the meaning and scope of ‘complementary functions’ and ‘cohesive business operation’
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in Anti fragmentation rule.

Points to ponder – Art 5(4) and (4.1)
•

Whether application of anti fragmentation rule can be prevented merely by shifting the locale of
the CRE to another State?

•

Application of anti fragmentation rule in case one of the fragmented activity is undertaken by a

CRE in a non-MLI State.
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C. Other strategies for the
artificial avoidance of PE status
99

C. Other strategies for the artificial avoidance of PE
status
This segment deals with the following issues:
• Splitting-up of contracts to abuse exception provided in Art 5(3).
• Strategies for selling insurance in a State without having a PE therein. Action plan

concludes that it would be inappropriate to address this issue through a PE rule that
would treat insurance differently from other businesses.
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How did the exception in Art. 5(3) result in abuses?
•

A building site or construction or installation project constitutes a PE only if it lasts more than

12 months. Considering the fact that the existence of a Construction PE is largely dependent
upon satisfaction of the ‘duration test’, some of the entities began splitting of contracts with an

objective of circumventing the prescribed time period. Under the “splitting-up” approach,
enterprises [mainly contractors or subcontractors engaged in activities mentioned in Art. 5(3)]
•

divided their contracts up into several parts each

•

covering a period less than 12 months and attributed to a different company which

•

was, however, owned by the same group.
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Remedy sought in the Action Plan
•

Part C of the BEPS action plan 7 addresses the BEPS concerns arising from splitting-up of
contracts. Para 17 recommends adoption of any of the following two measures for addressing

the BEPS concerns related to the artificial/ abusive splitting-up of contracts:
•

The Principal Purposes Test (PPT) rule – The PPT Rule will be added to the OECD Model
Tax Convention as a result of the adoption of the Report on Action 6 (Preventing the
Granting of Treaty Benefits in Inappropriate Circumstances).

•

Incorporation of a specific provision in the treaty - For States that are unable to address the
issue through domestic anti-abuse rules, a more automatic rule will also be included in the
Commentary as a provision. The provision should be used in treaties that do not include the
PPT or as an alternative provision to be used by countries specifically concerned with the
splitting-up of contracts issue.
102

Example on PPT given in this report
• RCO is a company resident of state R. It has successfully submitted a bid for the construction of a
power plant for SCO, an independent company resident of state S.

• The construction project is expected to last 22 months. During the negotiation of the contract, the
project is divided into two different contracts, each lasting 11 months.
• The first contract is concluded with RCO and the second contract is concluded with SUBCO, a

recently incorporated wholly-owned subsidiary of RCO resident of state R.
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Example on PPT given in this report
Example (continued)

• At the request of SCO, which wanted to ensure that RCO would be contractually liable for the
performance of the two contracts, the contractual arrangements are such that RCO is jointly and
severally liable with SUBCO for the performance of SUBCO’s contractual obligations under the

SUBCO-SCO contract.
• The principal purposes for the conclusion of the separate contract under which SUBCO agreed to
perform part of the construction project was for RCO and SUBCO to each obtain the benefit of

the rule in paragraph 3 of Article 5 of the state R-state S tax convention.
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Draft provision for addressing the issue
• The second measure suggested by the BEPS Action Plan 7 is for the treaties which do not include
the PPT rule or where treaty partners want an explicit provision for addressing the treaty abuse by

splitting-up strategy.
• The draft provision in Action Plan 7, requires identification of ‘connected activities’ carried out
by ‘closely related enterprises’ (CRE) ‘at the same building site or construction or installation

project’.
• The time spent by main contractor as well as on connected activities should exceed 30 days in the
source country.
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Draft provision for addressing the issue
• The duration of main activity should exceed 30 days in source country and each of the connected

activities in source state should also exceed 30 days.
• The connected activities may be carried out at different points of time. Irrespective of the time
periods, the time spent by CREs on connected activities should be aggregated with time spent by

contractor except the one which has been carried on for less than 30 days.
• The construction activity shall constitute a PE if the aggregate time period exceeds 12 months.
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Draft provision for addressing the issue
• The twelve month test applies to each individual site or project. In determining how long the site
or project has existed, no account should be taken of the time previously spent by the contractor

concerned on other sites or projects which are totally unconnected with it.
• A building site should be regarded as a single unit, even if it is based on several contracts,
provided that it forms a coherent whole commercially and geographically.
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Example explaining the draft provision
Situations

Time spent by main

Time spent by CRE

Time spent by CRE

Aggregate

contractor

on

on second connected

under Article 14(1)

on

construction,
installation

source

first

activity
etc

in

country

–

connected

in

source

country – clause (b)

activity

in

time

source

Existence

of

Construction

PE

under Article 14(1)

country - clause (b)

of MLI

clause (a)

I

125 days

40 days

35 days

200 days

Yes

II

125 days

40 days

30 days

165 days

No

III

30 days

91 days

70 days

161 days

No

IV

31 days

91 days

70 days

192 days

Yes

Note 1: In situation II, the time spent by CRE on second connected activity should not be aggregated as the same is not exceeding 30 days threshold.
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Note 2: In situation III, the time spent on main contractor should not be aggregated as the same is not exceeding 30 days threshold.

Connected activities under the draft provision
Factors for determining whether activities constitute Connected Activities:
• Whether the contracts covering the different activities were concluded with the same or related

person;
• Whether the conclusion of additional contracts with a person is logical consequence of a previous
contract concluded with that person or related persons;
• Whether the activities would have been covered by a single contract absent tax planning

considerations;
• Whether the nature of the work involved under the different contracts is the same or similar;
• Whether the same employees are performing the activities under the different contracts.
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Points to ponder – Art 5(3)
•

Under what circumstances, activities undertaken by CRE’s would be regarded as connected
activities?

•

Article 14 of MLI provides that if connected activities are carried on at different times by one of
more CRE at the same project site for a period exceeding 30 days THEN time spent by main
contractor and CRE would have to be added for determining whether the threshold limit under

the Treaty has reached – Whether Article 14 of MLI would be applicable if CRE works at a
different city within the same State? Whether in such circumstances, the condition of CRE

working at the ‘same project site’ would be satisfied?
•

In case there is an overlap of time spent by main contractor and CRE on a particular activity;
Whether the time spent by each of them be included in computing the threshold of 30 days?
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Conclusion
• The BEPS package of measures represents the first substantial renovation of the international tax
rules in almost a century.
• Implementation of the BEPS actions is key to its success. The BEPS package is designed to be
implemented via changes in domestic law and practices, and via treaty provisions

• Countries have also agreed to continue to work together to ensure a consistent and coordinated
implementation of the BEPS recommendations.
• Proposed improvements to data and analysis will help support ongoing evaluation of the
quantitative impact of BEPS, as well as evaluating the impact of the countermeasures developed
under the BEPS Project.
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CASE STUDIES
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CASE STUDY I - DAPE & SPECIFIC EXEMPTION

Direct Sale

J Co
Netherland

Market Research

India

51%

100%

WoS Co

J phone
Customers

Services

Ind Co

Other
Customers
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J Co
o J Co is resident of Netherlands
o J Co is engaged in the business of manufacturing and distribution of J Phones
o Among others, J Co offers online sale of J Phones to Indian customers
WOS Co
o WoS Co, a wholly owned subsidiary of J Co India undertakes market research relating to products of

J Co. It also does feasibility study for opening of new stores of J Phones in India. WoS Co is
compensated on cost plus 5% (computed based on arm’s length analysis).

Ind Co
o Ind Co, an entity incorporated in India. It is engaged in the following activities:
o Marketing of J Phones in India for commission sales for which happens online (commission is at
ALP)
o It is a distributor of J Phones having stores at various places in India

o Warranty and post sales support for J Phones sold online or at stores in India
o Marketing of other phones (other than J Phones) in India for commission
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Functions performed by Ind Co
o Based on the feasibility report conducted by WOS, Ind Co along with J Co would jointly develop

marketing strategy for promoting products;
o Identification of potential customer for J Co products;
o Spread awareness about the products with the potential customers;

o Providing information about the products to customers;
o Acting as communication partner providing technical specification, price, terms and conditions
between the customer and J Co;

o Carry out price discussions with customers based on the standard contracts with marginal room for
negotiations;
o The contracts are finally approved by the Sales Manager in Netherlands;
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o Ind Co also act as communication channel for coordinating logistics, invoicing and settlement
between the customer and J Co.

Financial and commercial facts of Ind Co

Particulars

Number of
transactions

Revenue in Rs

Transaction
costs

Profit/ loss

Customer
base

Marketing of J
Phones in India
for commission
as a % of every
sale

40

80,000 [10% of
8,00,000]

1,00,000

(20,000)

40

Trading in J
Phone

100

20,00,000

8,00,000

12,00,000

50

Warranty and
post sales
support for J
Phones

60 (out of 140)

60,000

20,000

40,000

60

Marketing of
other phones

30

30,000 [10% of
3,00,000]

50,000

(20,000)

30

Trading in other
phones

80

4,00,000

1,00,000
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Questions to ponder
o Whether activity of Ind Co and/ or WoS Co would result in a DAPE in India, in terms of amendments

proposed under the MLI and under the Act?
o Whether they are to be regarded as agent of independent status under the Act or MLI?
o Whether Ind Co and WoS is eligible for specific activity exemption under MLI?

o Would the answers change if the shareholding by J Co in Ind Co is not 51%, but 49%?
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CASE STUDY II - OPERATIONAL FRAGMENTATION

UH Co
China

Secondment
of scientists

S1 Co
Mauritius

Nepal

•

It has global presence through its various
subsidiaries and branches engaged in
various parts of its operational or value
chain (entity wise role is explained in the
next slide).

H 1 Co

Mauritius

Customer

UH Group is engaged in manufacture of
organic compounds, research and
development in bio-technology projects
for drugs, catalytic preparations and
other organic compounds.

H Co

Japan

India

•

Mu Co
Bangalore

A Co
Mumbai

B1
Patna,
Bihar

B2
Nepal
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Operational life cycle*

Conceptual analysis and
formulation

Stability testing and
product validation against
reference standards

Modelling a prototype

Contract, delivery and
post sale support

Final manufacturing and
packaging

* The above depicted flow chart is only a hypothetical operational flow and may
not represent the actual action points in pharma segment

Animal sourcing and
testing
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Operation matrix
H 1 Co

Mu Co

A Co

Taxpayer

Mauritius
subsidiary of
S1Co

Conceptual
analysis and
formulation

Negotiation and Prototype,
interaction with Stability testing
customers
and validation of
products against
reference
standards

Contract with
customer

Customer
delivery

Customer
support

Indian subsidiary
of H1Co

B1

B2

H Co

Branch of H1Co

Branch of H1Co

Taxpayer and
HCo are
subsidiaries of
UH Co

Animal testing
and test
reporting

Animal sourcing
for testing

Final
manufacture and
packaging

Secondment of
scientists to
carry out
stability testing
in India
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Commercial matrix before and after fragmentation
Particulars

Standalone

On a fragmented basis

Parties

H 1 Co
(Standalone)

H1Co

Mu Co

A Co

B1

B2

H Co

Revenue

1000
[Total
contract
value]

1000

200

100

75

50

150

575

Costs

750
[Total
estimated
costs]

575 (paid to AE(s) and
branches]+ 100 (Own costs)
= 675

50

60

40

25

150

Profits

250
[Estimated
profits]

325

150

40

35

25

-

Questions to ponder:
o Would H 1Co constitute a PE in India? Or can it claim specific exemption under Article
13 of MLI?

o What are the tax implications if S1Co sells shares of Mu Co?
o Would the conclusions be different if Mu Co is a branch of S1Co?
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CASE STUDY III – SPLITTING OF CONTRACTS
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 Factual matrix
•

NCO successfully bids for the tender of the construction of a thermal power plant floated
by ICO. Time line for completion of construction - 10 months.

•

Post acceptance of the bid and after negotiation, project is divided into C1, C2 and C3.

•

C1- contract for supply and assembly of equipment. Time line – 5 months. Supply of

equipment on FOB basis from Netherlands.
•

C2 – contract for construction work. Time line – 5 months.

•

C3 – contract for supervision services. Supervisory work involves presence of employees
of ZCO in India.

•

Sub-contract / assignment of supervision work would be at 80% of consideration to NCO.

•

LCO is a wholly owned subsidiary of NCO. LCO was incorporated much before the date of
tender.

•

NCO is liable for performance of the entire contract.

•

ZCO is not related to NCO.
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Questions to ponder:
o Whether benefit under Art 5(3) of the Treaty with Netherlands would be available to NCO, LCO
and ZCO?

o Would the conclusion vary if LCO is an independent entity?
o Whether work carried out by ZCO is to be considered as connected activity?

o What would be the tax implications under the following situations:
Situation I
No of days for which activities
carried on in India

NCO

LCO

ZCO

AY 2018-19

130

15

45

AY 2019-20

21

136

39
125

Questions to ponder:
Situation II
No of days for which activities
carried on in India

NCO

LCO

ZCO

AY 2018-19

120

70

21

AY 2019-20

31

81

90

o Whether position under the IT Act would change if work carried out under C1 and C2 are held as
connected activities?
o What are the tax implications under the IT Act for ZCO?
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Questions to ponder:

o Whether are the tax implications under the IT Act on profit earned from supply of equipment by
NCO?

o Would the answer vary if (i) consideration received towards supply and assembly of equipment is
a consolidated figure; (ii) consideration is bifurcated towards supply and assembly of equipment.
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Reference for case studies
• Section 9(1)(i)
• Article 12 to 15 of MLI

• BEPS Action Plan 7
• Article 1 to 5 of India Netherland DTAA
• Article 1 to 5 of India China DTAA read with new protocol.

• Article 1 to 5 of India Japan DTAA
• Article 1 to 5 of India Mauritius DTAA
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THANK YOU
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