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OECD – BEPS Action Plan 7: Revised discussion draft on preventing 

artificial avoidance of permanent establishment status  

Background 

 
The Organisation for Economic Co-operation and 
Developments (OECD) launched an Action Plan on 
Base Erosion and Profit Shifting (BEPS) in July 2013. 
OECD has identified 15 specific actions considered 
necessary to address BEPS in a comprehensive manner 
and sets deadlines to implement these actions. 
 
In October 2013, the OECD invited interested parties to 
contribute examples of strategies that allegedly result in 
the artificial avoidance of Permanent Establishment (PE) 
status and that could therefore be addressed as a part of 
the work on Action 7. After discussing such strategies 
and ways of addressing them, the OECD released, on 
31 October 2014, the first discussion draft on Action 7 
which described a number of PE avoidance strategies 
and included a number of alternative options on how to 
deal with these strategies.  
 
Based on the comments that were received on the first 
discussion draft and the interventions at a public 
consultation meeting held on 21 January 2015, Working 
Party 1

1
 met in March 2015 to review the options 

included in the first discussion draft.  

 
The main objective of that meeting was to move from a 
series of alternative options to one specific preferred 
proposal with respect to each PE avoidance strategy 
previously identified.  On 15 May 2015, the OECD 
released the revised discussion draft on ‘Preventing the 
Artificial Avoidance of PE Status’.  
 
The revised discussion draft reflects the proposals that 
resulted from that meeting and on which the Committee 
on Fiscal Affairs is now inviting comments to be sent by 
12 June 2015 by email to taxtreaties@oecd.org. 
___________________ 

1
 Tax Conventions and Related Questions (the subsidiary body of the OECD 

Committee on Fiscal Affairs that deals with tax treaty issues) 

Key changes suggested in the revised discussion 
draft summarised as follows: 

 

Commissionnaire arrangement 

 
The first discussion draft defines ‘Commissionnaire 
arrangement’ as an arrangement through which a 
person sells products in a given state in its own name 
but on behalf of a foreign enterprise which is the 
owner of these products. Through such an 
arrangement, a foreign enterprise is able to sell its 
products in a state without having a PE to which such 
sales may be attributed for tax purposes. The person 
that concludes the sales does not own the products 
that it sells and therefore, it cannot be taxed on the 
profits derived from such sales and may only be taxed 
on the remuneration that it receives for its services 
(usually a commission). 

 
The first discussion draft indicated that changes were 
needed to the wording of Article 5(5)

2
 and 5(6)

3
 of the 

OECD Model Tax Convention (the Convention) in 
order to address commissionnaire structures and 
similar arrangements.  
_____________ 

2
 Article 5(5) - Notwithstanding the provisions of paragraphs 1 and 2, where a 

person — other than an agent of an independent status to whom paragraph 
6 applies — is acting on behalf of an enterprise and has, and habitually 
exercises, in a Contracting State an authority to conclude contracts in the 
name of the enterprise, that enterprise shall be deemed to have a permanent 
establishment in that State in respect of any activities which that person 
undertakes for the enterprise, unless the activities of such person are limited 
to those mentioned in paragraph 4 which, if exercised through a fixed place 
of business, would not make this fixed place of business a permanent 
establishment under the provisions of that paragraph. 
 
3
 Article 5(6) - An enterprise shall not be deemed to have a permanent 

establishment in a Contracting State merely because it carries on business in 
that State through a broker, general commission agent or any other agent of 
an independent status, provided that such persons are acting in the ordinary 
course of their business 
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The first discussion draft suggested four alternative 
Options (Option A to D) for changes to Article 5(5) and 
5(6) of the OECD Model Tax Convention that were 
intended to reflect that policy, without allowing the types 
of avoidance strategies, that have taken place under the 
current wording of the Article. Option B suggested to 
replace the wording ‘conclude contracts’ under Article 
5(5) by ‘concludes contracts, or negotiates the material 
elements of contracts’ and strengthen the requirement of 
‘independence’. It addresses situations where contracts 
are not formally concluded by the intermediary who is 
acting on behalf of the enterprise by introducing the 
alternative test of an intermediary who concludes 
contracts or who negotiates the material elements of 
contracts. 
 
The Working Party concluded that Option B was 
preferable to Options A, C and D. It was agreed, 
however, that the concept of ‘associated enterprises’ 
used in Article 5(6) should be replaced by a narrower 
concept and that Article 5(6) should not automatically 
exclude an unrelated agent acting exclusively for one 
enterprise. 
 
The Working Party also agreed that it would be 
important to provide additional guidance in the 
Commentary on the changes that would be made to 
paragraphs 5 and 6. Further, it was agreed that the 
changes to Article 5(5) were not intended to address 
BEPS concerns related to the transfer of risks between 
related parties through low-risk distributor arrangements, 
acknowledging that these concerns are best addressed 
through the work on Action 9 (Risks and Capital) 
because they are different from the concerns that arise 
from situations where (unlike what happens in a 
distributor arrangement) sales generated by a local sales 
workforce are not attributed to a resident taxpayer. 
 
The revised discussion draft proposes changes to Article 
5(5) and 5(6) (Changes to Option B suggested in the first 
discussion draft) as follows: 
 

 Under the existing Article 5(6)(a), an independent 
agent is one who is acting on behalf of various 
persons. The revised discussion draft suggests to 
remove the condition of ‘acting on behalf of various 
persons’. 
 

 The concept of ‘associated enterprises’ should be 
replaced by a narrower concept by replacing wording 
‘one or more enterprises to which it is connected’ in 
place of ‘one enterprise or associated enterprises’. 
 

 In relation to Article 5, a person shall be connected 
to an enterprise if  
 

 one possesses at least 50 per cent of the 
beneficial interests in the other (or, in the case of 
a company, at least 50 per cent of the aggregate  

 

vote and value of the company’s shares or of 
the beneficial equity interest in the company) 
or if another person possesses at least 50 per 
cent of the beneficial interest (or, in the case 
of a company, at least 50 per cent of the 
aggregate voting power and value of the 
company’s shares or of the beneficial equity 
interest in the company) in the person and 
the enterprise.  
 

 In any case, a person shall be considered to 
be connected to an enterprise if, 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. 
 

In line with above, it has been proposed to replace 
relevant paragraphs of the OECD Commentary. 

 

Artificial avoidance of PE status through 
the ‘specific activity exemptions’ 

 
The ‘specific activity exemptions’ is a list of 
exceptions included in Article 5(4)

4
 of the Convention, 

according to which a PE is not deemed to exist where 
a place of business is used solely for activities that 
are listed in that paragraph. The current Article 5(4) 
does not need all the activities mentioned in the 
Article 5(4) to be of a preparatory or auxiliary 
character.   
 
The first option that the first discussion draft identified 
was to amend Article 5(4) so that all its 
subparagraphs would be subject to a ‘preparatory or 
auxiliary’ condition (Option E). The discussion draft 
also indicated, however, that if Option E was not 
adopted, it would be possible to address BEPS 
concerns specifically related to Article 5(4)(a), (b) and 
(d) through the following three options: 
 

 Option F: removing the reference to word 
‘delivery’ from Article 5(4)(a) and (b). 
 
 

_______________ 
 
4
 Article 5(4) - Notwithstanding the preceding provisions of this Article, the 

term “permanent establishment”  shall be deemed not to include:  
a) the use of facilities solely for the purpose of storage, display or delivery of 
goods or merchandise belonging to the enterprise;  
b) the maintenance of a stock of goods or merchandise belonging to the 
enterprise solely for the purpose of storage, display or delivery;  
c) the maintenance of a stock of goods or merchandise belonging to the 
enterprise solely for the purpose of processing by another enterprise;  
d) the maintenance of a fixed place of business solely for the purpose of 
purchasing goods or merchandise or of collecting information, for the 
enterprise;  
e) 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;  
f) the maintenance of a fixed place of business solely for any combination of 
activities mentioned in subparagraphs a) to e), 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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 Option G: amending Article 5(4)(d) so as to remove 

the exception for purchasing. 
 

 Option H: deleting Article 5(4)(d) so as to remove 
both the exception for purchasing and the exception 
for collecting information. 
 

Although the comments received on the discussion draft 
indicated that there were strong objections to the 
Options E, F, G and H, Option E was generally 
considered to be preferable to the other options. A large 
number of commentators, however, complained about 
the uncertainty of the phrase ‘preparatory or auxiliary’ 
and requested that more guidance and examples be 
provided in reference to the meaning of that phrase. 
 
The Working Party discussed these comments and the 
majority concluded that Option E was preferable to other 
Options and, therefore, that Article 5(4) should be 
modified so that each of the exceptions included in that 
paragraph would be restricted to activities that are 
otherwise of a ‘preparatory or auxiliary’ character. The 
working party also agreed that it would be important to 
provide additional commentary guidance, primarily 
through examples, concerning the meaning of the 
phrase ‘preparatory or auxiliary’. 
 
Accordingly, the revised discussion draft proposes to 
adopt Option E and to amend Article 5(4) so that all its 
subparagraphs i.e. activities listed therein are subject to 
a ‘preparatory or auxiliary’ condition.  
 
In line with above, it has been proposed to replace 
relevant paragraphs of the OECD Commentary. 

 

Fragmentation of activities between related 
parties 

 
The OECD Commentary on Article 5 (Paragraph 27.1), 
currently deals with the application of Article 5(4)(f) in the 
case of what has been referred to as the ‘fragmentation 
of activities’.  The commentary provides that Article 
5(4)(f) is of no importance in a case where an enterprise 
maintains several fixed places of business within the 
meaning of Article 5(4)(a) to (e) provided that they are 
separated from each other locally and organisationally. 
In such a case each place of business has to be viewed 
separately and in isolation for deciding whether a PE 
exists. 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. This 
should not be restricted to cases where the same 
company maintains different places of business in a 
country but should be extended to cases where these 
places of business belong to related parties. 
 

The first discussion draft indicated that, given the 
ease with which subsidiaries may be established, 
such concerns could be addressed by a rule that 
would take into account not only of the activities 
carried on by the same enterprise at different places 
but also of the activities carried on by associated 
enterprises at different places or at the same place. 
The discussion draft included two alternative versions 
of that rule: one that applied only to situations where 
one of the enterprises maintains a fixed place of 
business that constitutes a PE (Option I) and one that 
did not include that requirement and could therefore 
apply where none of the places to which it referred 
constituted a PE but the combination of the activities 
at the same place or at different places went beyond 
what is preparatory or auxiliary (Option J). 
 
While a few comments supported the idea of an anti-
fragmentation rule, the vast majority of comments 
expressed strong objections to Options I and J. The 
Working Party considered that, despite these 
comments, it is essential to have an anti-
fragmentation rule in order to address BEPS 
concerns related to Article 5(4) and that such a rule 
would be the logical consequence of the view that 
Article 5(4) should only apply to activities of 
‘preparatory and auxiliary’ character because it was 
relatively easy to use related companies in order to 
segregate activities which, when taken together, went 
beyond that threshold.  
 
Accordingly, the revised discussion draft proposes to 
adopt Option J which would apply whenever the 
relevant business activities exceeded the threshold of 
preparatory or auxiliary, regardless of whether any of 
the enterprises had a PE.  
 
In line with above, it has been proposed to replace 
relevant paragraphs of the OECD Commentary. 
 

 

Splitting-up of contracts 

 
The splitting-up of contracts in order to abuse the 
exception in Article 5(3) is discussed in paragraph 18 
of the OECD Commentary on Article 5. It provides 
that the twelve month threshold given in Article 5(3) 
has given rise to abuses; it has sometimes been 
found that enterprises (mainly contractors or 
subcontractors working on the continental shelf or 
engaged in activities connected with the exploration 
and exploitation of the continental shelf) divided their 
contracts up into several parts, each covering a 
period less than twelve months and attributed to a 
different company which was, however, owned by the 
same group. Apart from the fact that such abuses 
may, depending on the circumstances, fall under the 
application of legislative or judicial anti-avoidance 
rules, countries concerned with this issue can adopt 
solutions in the framework of bilateral negotiations. 
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The splitting-up of contracts in order to avoid the 
existence of a PE is also a concern with the application 
of service PE provisions. Paragraph 42.45 of the OECD 
Commentary on Article 5 addresses this issue and 
includes an alternative anti-abuse provision that may be 
included in treaties that include a service PE provision. 
As indicated in that paragraph, legislative or judicial anti-
avoidance rules may apply to prevent such abuses. 
 
The first discussion draft suggested that BEPS concerns 
related to the splitting-up of contracts in order to 
circumvent the restrictions imposed by Article 5(3) could 
be addressed either through an ‘automatic’ rule that 
would take account of any activities performed by 
associated enterprises (Option K) or through the 
‘Principal Purposes Test’ rule proposed as a result of the 
work on Action 6 (Option L). 
 
The comments on the first discussion draft included 
objections to both Options K and L. Among those who 
expressed a preference, there was a clear majority in 
support of Option L.  
 
The revised discussion draft proposes that addition of an 
example

5
 in the Commentary on the Principal Purposes 

Test rule (as proposed under Option L) would address 
the splitting-up of contracts issue but in the case of 
states that could not address the issue through domestic 
anti-abuse rules, a more automatic rule based on Option 
K should be included in the Commentary as a provision 
that should be used in treaties that would not include the 
Principal Purposes Test or as an alternative provision to 
be used by countries concerned with the splitting-up of 
contracts issue. 
 
 
 
 
 
 
 
 

_______________ 

5
 Example E: R Co 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. That 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. The contracts with RCO 
and SUBCO provide that both companies are jointly and severally liable for the 
performance of the contract concluded with SUBCO. In this example, in the 
absence of other facts and circumstances showing otherwise, it would be 
reasonable to conclude that one of 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. Granting 
the benefit of that rule in these circumstances would be contrary to the object and 
purpose of that paragraph as the time limitation of that paragraph would 
otherwise be meaningless. 

 
 

The revised discussion draft also proposes that the 
following drafting changes should be made to this 
alternative provision (Option K

6
).  

 

 The concept of ‘associated enterprises’ would be 
too broad and it was decided to use the different 
concept of ‘connected enterprises’ [which is 
based on the definition of ‘person connected to an 
enterprise’ proposed above for the purpose of 
Article 5(6)]. 
 

 Given the business support for having a minimum 
time threshold under which the provision could 
not apply to a given connected enterprise, it was 
agreed to add this threshold to the provision. 
 

 Similarly, it was agreed to follow the suggestion, 
found in many comments, to restrict the 
application of the rule to cases where the 
enterprises perform ‘connected activities’.  
 

In line with above, it has been proposed to replace 
relevant paragraphs of the OECD Commentary. 
 

Insurance 

 
According to the definition of the term PE an 
insurance company of one state may be taxed in the 
other state on its insurance business, if it has a fixed 
place of business or if it carries on business through a 
person. Paragraph 39 of the OECD Commentary on 
Article 5 suggests that insurance companies may do 
large scale business in a state without having a PE in 
that state. 
 
Since agencies of foreign insurance companies 
sometimes do not meet either of the above 
requirements, it is conceivable that these companies 
do large-scale business in a state without being taxed 
in that state on their profits arising from such 
business. 
 

 

_______________ 
 
6
 For the sole purpose of determining whether the twelve month period 

referred to in paragraph 31has been exceeded, 
a) where an enterprise of a Contracting State carries on activities in the other 
Contracting State at a place that constitutes a building site or construction or 
installation project and these activities are carried on during periods of time 
that do not last more than twelve months, and 
b) activities are carried on at the same building site or construction or 
installation project during different periods of time by one or more enterprises 
associated with the first- mentioned enterprise, these different periods of time 
shall be added to the period of time during which the first- mentioned 
enterprise has carried on activities at that building site or construction or 
installation project. 
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The first discussion draft suggested two options (Options 

M and N) in situations where foreign insurance 
companies do large-scale business in a state without 
having a PE in that state. Option M suggested to include 
in the OECD Model Tax Convention a provision similar 
to Article 5(6) of the UN Model as per which an 
insurance enterprise is deemed (except with respect to 
re-insurance) to have a PE in the other contracting state 
if it collects premiums or insures risks situated therein 
through a person other than an agent of an independent 
status. Option N was to refrain from adopting any 
specific rule for insurance enterprises and to rely instead 
on the more general changes proposed to Article 5(5) 
and 5(6) in order to deal with commissionnaire 
arrangements and similar strategies. 
 
The large majority of comments stated that Option N 
was preferable to Option M. Option M would create a 
misalignment with the regulatory framework applicable to 
insurance (especially in Europe). The insurance was 
heavily regulated and mere fact of collecting premiums 
in a country did not create a sufficient taxable nexus. 
 
Based on the various comments, the revised discussion 
draft proposes that Option N is a better approach and, 
therefore, no specific rule for insurance enterprises 
should be added to Article 5, which means that concerns 
related to cases where a large network of exclusive 
agents is used to sell insurance for a foreign insurer 
should be addressed through the more general changes 
proposed to Article 5(5) and 5(6) of the OECD Model 
Tax Convention. 
 

Profit attribution to PEs and interaction with 
Action Points on Transfer Pricing 

 
The first discussion draft indicated that the preliminary 
work on Action 7 that was done with respect to 
attribution of profit issues had focussed on the 
determination of additional profits that would be 
allocated to the state of the PE as a result of the 
changes that could be made to the definition of PE under 
the various options included in the discussion draft and 
on interactions between the work on the PE threshold 
and ongoing work on other parts of the Action Plan 
dealing with transfer pricing, in particular the work 
related to risk and capital referred to in Action 9. 
 
The first discussion draft acknowledged that, although 
the existing rules of Article 7 would be appropriate for 
determining the profits of any additional PE arising under 
the options included in the discussion draft, there was a 
need for additional guidance on how these rules would 
apply to such PEs, in particular outside the financial 
sector. The discussion draft also stressed that there was 
a need to take account of the results of the work on 
other parts of the Action Plan dealing with transfer 
pricing, in particular the work related to intangibles, risk 
and capital. 
 

Work on attribution of profit issues related to Action 7 
cannot, therefore, realistically be undertaken before 
the work on Action 7 and Action 8-10 has been 
completed.  It is indicated that, for these reasons and 
based on the many comments that have stressed the 
need for additional guidance on the issue of 
attribution of profits to PEs, it was decided that follow-
up work on attribution of profits issues related to 
Action 7 would be carried on after September 2015 
with a view to providing the necessary guidance 
before the end of 2016, which is the deadline for the 
negotiation of the multilateral instrument that will 
implement the results of the work on Action 7. 
 
 

Our comments 

 

The Working Party dealt with the public comments 
received on the suggestions given in the first 
discussion draft. Accordingly, the OECD issued a 
revised discussion draft where substantial changes 
have been proposed in the commissionnaire 
arrangements, preparatory or auxiliary activities and 
splitting-up of contracts. It also suggests 
corresponding changes in the OECD Model 
Convention as well as in the OCED commentary. The 
revised discussion draft suggests solutions to issues 
faced by the various countries in relation to profit 
shifting by the multinational enterprises by use of 
Article 5 dealing with PE.  
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