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New Capital Allocation Rules for Permanent 
Establishments (Article 7 AOA)

The 2010 Commentary to the OECD Model contains the new Rules for the Authorised OECD Approach (AOA) for 
attributing capital of business to Permanent Establishments (PEs). The AOA provides that the profit that should be 
attributed to a PE is the profit it might be expected to make if it were a separate and independent enterprise. The 
principle underlying it is that the arms’ length principle should be applied to attribute profits to PEs. Put simply, in 
spite of recognising that a PE is part of the global business enterprise, each part is sought to be treated as a separate 
and distinct enterprise, and arm’s length pricing between each arm is sought to be introduced, for all transactions. 
By extending this analogy, even part of the debt at the enterprise level is sought to be allocated to the PE, and hence 
the corresponding interest cost is to be considered as deductible. This will significantly reduce the tax base in the 
developing countries, in favour of the developed countries, which is analysed in the Article.

Peculiarities of Taxation of Permanent 
Establishments (“PEs”)
Taxation of PE has been a problem due to the fact that it 
is not a legal entity, and therefore there is a gap between 
tax law and private law.1 In 2008, the Committee on 
Fiscal Affairs of OECD published a report on the issue 
of attribution of profits (or losses) to a PE. Article 7 of 
the Model Convention (“MC”) provides that the profit 
that should be attributed to a PE is the profit it might be 
expected to make if it were a separate and independent 
enterprise. The principle underlying it is that the arms’ 
length principle should be applied to attribute profits 
to PEs. The 2008 report culminated a change in the 
OECD MC in 2010. While doing so, it extended the 
limited independence fiction of the 2008 report to the 
extended independence fiction2 .
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1 Reimer, E, Permanent establishment in the OECD Model Tax Convention, Permanent Establishments A Domestic Taxation, Bilateral Tax Treaty and OECD 
Perspective, 2010/2011, Kluwer Law International, Great Britain 2011, para. 7.

2  Pijl Hans, “Interpretation of Article 7 of the OECD Model, Permanent Establishment Financing and Other Dealings”, Bulletin for International Taxation, 
(July 2011) p 294,
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3  Para 72 of the 2010 report
4 Para 99, ibid

Article 7.1 of the MC provides that the profits of 
an enterprise of a contracting state shall be taxable 
only in that state, unless the enterprise carries on 
business in the other contracting state through a PE 
situated therein. The profits attributable to the PE, in 
accordance with Article 7.2, may be taxed in that state. 
Further, Article 7.2 provides that the PE shall be seen 
as a separate and independent enterprise in particular 
in dealings with other parts of the enterprise, when the 
PE is engaged in the same or similar activities under 
the same or similar conditions taking into account the 
functions performed, assets used and risks assumed 
by the enterprise through the PE and through the other 
parts of the enterprise. 

Article 7 does not seek to allocate the overall income 
of the whole enterprise to the PE, instead it requires the 
profits or losses attributable to the PE to be calculated 
as if it was a separate enterprise. Income may thus be 
attributed to a PE even though the enterprise has not 
made any profits and the other way around.

The focus is on formulating the most preferable 
approach to attribute profits to a PE under Article 7.2 
of the MC in a modern way. The report is based upon 
an analogy to the TP Guidelines. The new approach 
of the OECD for attribution of profits to a PE is known 
as the Authorised OCED Approach (‘AOA’). In this 
article, an analysis on the AOA, to the extent it deals 
with the capital attribution, has been made. Some of 
the conclusions in this regard are also applicable to 
treatment of royalties between different parts of the 
same enterprise.

The Authorised OECD Approach (“AOA”)
The AOA is to apply the TP Guidelines by analogy. The 
profit of the PE is the profit attributable to it according 
to the arm´s length principle, in particular in dealings 
with other parts of the enterprise, as if it was a separate 
and independent enterprise engaged in the same or 
similar activities under the same or similar conditions, 
taking into account the functions performed, assets 
used and risks assumed by the enterprise through the 
PE and through other parts of the enterprise. 

According to the AOA a two-step analysis is 
required for this purpose. Step one consists of a 
functional and factual analysis, which must identify the 
economically significant activities and responsibilities 
undertaken by the permanent establishment. Step two 
consists of applying the transfer pricing tools in Article 
9 of the MC applied by analogy to dealings between 
the PE and the rest of the enterprise, by reference to 
functions performed, assets used and risks assumed. 
The end result of this two-step analysis is to determine 

the calculation of profits (or losses) of the PE from all 
its activities.

Step One - The functional and factual analysis
The functional and factual analysis, in the first step, 
takes account of the functions performed by the 
personnel (the people functions) of the enterprise as 
a whole and assesses what significance they have in 
generating profit. Risks and assets must be attributed 
to the PE on the basis of the functions performed, and 
an “open minded” approach is required in order to 
determine to which part of the enterprise the economic 
ownership of the assets should be attributed. 

The economic ownership principle is vital to 
the attribution of profits to the PEs, and is based on 
the assumption that assets are to be economically 
attributed to that part of the enterprise that needs them 
in order to perform its functions. Once the exercise of 
attribution of assets (which may also include intangible 
assets, self generated or otherwise) and risks based 
on functional analysis is completed, the next step is to 
determine and attribute “free capital” to the PE. 

Measurement of Capital under the AOA
The term “free” capital is defined as an investment 
which does not give rise to an investment return in the 
nature of interest that is deductible for tax purposes. 
According to the AOA, the PE should have an 
appropriate amount of capital in order to support the 
functions it performs, the assets it uses and the risks 
it assumes. The process of attributing “free” capital 
to the PE involves two stages; the first involves a 
measurement of the risks and valuation of the assets 
attributed to the permanent establishment, and the 
second is to determine the “free” capital the permanent 
establishment needs to support these risks and assets. 
This results in a need to draw up a “tax balance sheet” 
of the PE3. The “separate and independent enterprise” 
hypothesis requires that an appropriate portion of the 
enterprise’s “free” capital be attributed to its PEs for 
tax purposes. An attribution of “free” capital in excess 
of the amounts recorded in or allotted to the PE by the 
home cothe PE for any other purpose4.
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The purpose of preparing the tax balance sheet 
and determination of free capital is to determine 
how much debt of the enterprise as a whole can be 
considered as attributable to the PE, and consequently 
how much of the corresponding interest cost can also 
be so attributed while determining the income of the 
PE. Till the 2008 Report, such interest allocation while 
computing PE profits was not possible.

When it comes to the valuation of assets, there are 
several options. One option is to use the accounting 
value of the assets, another is to use the market 
value of the assets and a third is to use the purchase 
price or cost. While the third method seems to have 
certain advantages, mainly because if there was a 
debt incurred for the acquisition of the asset, the debt 
would also be corresponding to such cost itself. When 
it comes to the measurement of risks, one may use the 
enterprise´s own measurement tools. The attribution 
of “free” capital to the PE needs to be done on an 
arm´s length basis, i.e. in accordance with where the 
assets and associated risks have been attributed and 
should take into account the specific functions, assets 
and risks of the PE relative to the functions, assets and 
risks of the enterprise as a whole. 

The AOA has several approaches for the 
determination of “free” capital, which are briefly 
discussed below: 
(i) Under the capital allocation approach, “free” 

capital is allocated on the basis of the proportion 
of assets and risks attributed to the permanent 
establishment. The problem with this approach is 
the possibility of the existence of different market 
conditions, different business activities or that the 
enterprise itself is thinly capitalised, or may be 
saving a “war chest” for an acquisition, which may 
or may not get fructified. 

(ii) Under the thin capitalisation approach, “free” 
capital is allocated on the basis of debt-equity ratios 
of independent enterprises in the host country of 
the PE, carrying on the same or similar activities 
under the same or similar conditions. The problem 

with this approach is that it might be hard to apply 
it outside the financial sector.

(iii) Under the economic capital allocation approach, 
“free” capital is allocated on the basis of the 
measurement of the risks. The problem with the 
approach is that non-financial enterprises do not 
have developed systems for measurement of 
risks. 

(iv) Under the Safe–harbour approach/quasi thin 
capitalisation approach/regulatory minimum 
capital approach, the free capital is based on local 
regulatory requirements, especially for banks. This 
per se is not based on principle of AOA, as the AOA 
starts with a premise that the business and the PE 
have the same creditworthiness. In practice, it is 
also difficult to find objective benchmarks which 
could be applied.

(v) In addition, other methods have been discussed 
for insurance business, which are not discussed 
here, as being too specific.

(vi) There are also discussions for thinly capitalised 
businesses, (the so-called $ 2 companies, which 
have $ 2 as capital, and $ 1 million as debt). For the 
same reason as in the preceding paragraph, these 
too are not discussed here.

Allocation of Funding Costs/Interest Expense
The AOA acknowledges that the PE needs funding, 
made up of both “free” capital and interest-bearing 
debts. Once the amount of funding required is 
established, based on the foregoing discussion, the 
“free” capital of PE is determined. The excess of assets 
attributed to the PE over its ‘free’ capital is the debt 
attributed to the PE. Cost of such debt needs to be 
ascertained for attributing to the PE, so that its profits 
can be ascertained.
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According to AOA there are two approaches to 
determine an allowable interest deduction for the PE. 
These are (i) the tracing approach; where the interest 
rate on the funds provided to the PE are determined 
to be the same as the actual interest of the third party 
provider of the funds; and (ii) the fungibility approach; 
where the PE is allocated a portion of the whole 
enterprise´s actual interest rate paid to a third party.

Such interest attribution is only for the purpose 
of ascertaining the profits of the PE, and no actual 
payment of such interest to the other parts of the 
enterprise is expected. This being so, in the absence 
of actual payment of interest from the source country, 
it will not be able to even collect withholding tax on 
such interest being reduced while ascertaining the PE 
profits.

The 2010 Report, under certain circumstances, also 
permits allocation of interest cost on internal debts, i.e. 
which are not backed by a debt from a lender either in 
the head office, or in any other part of that enterprise. 

Step Two - Determination of profits of the PE
This step involves determination of profits of the PE. 
When it comes to the determination of profits of the 
separate and independent enterprises, the AOA is to 
undertake a comparison of dealings between the PE 
and the rest of the enterprise, with transactions between 
independent enterprises, which includes allowance for 
interest incurred at a place other than the PE state. 
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A Critique of the AOA 
1. The AOA does not discuss frequency of 

recalculation of capital, viz. at beginning, or after 
every transaction, or at year end5.

2. Interest cost allocation will generally reduce the 
profits remaining taxable for the PE. Besides, as 
noted earlier, the source state will not be able to tax 
the interest so allowed in the hands of the recipient 
of interest, leading to base erosion in the PE state.

5   Pijl Hans, “Interpretation of Article 7 of the OECD Model, Permanent Establishment Financing and Other Dealings”, Bulletin for International Taxation, 
(July 2011) p 301

he excess of assets attributed to 
the PE over its ‘free’ capital is the 
debt attributed to the PE. Cost of 
such debt needs to be ascertained 
for attributing to the PE, so that its 

profits can be ascertained.
T

Particulars Assets – 
Enterprise 

Level

Liabilities – 
Enterprise 

Level

Assets – PE 
Level

Liabilities – PE 
Level (Capital 

Allocation + 
Interest Tracing)

Liabilities – PE 
Level (Capital 

Allocation 
+ Interest 
Fungible)

Various Assets 1000 500
Capital 200 100 100
Debt 1 (@10%) 
– for PE

300 300
400

Debt 2 (@ 5%) 500
Interest Free 
Loan From HO 

100

Interest Cost 55 30 27.5

Example

Notes:
1. Capital at enterprise level is 20% of assets, hence at PE level also taken in same proportion.
2. In interest tracing option debt for PE is attributed fully to PE. Excess funding by the Head office, by whatever name called, 

will not get any interest attribution.
3. In fungible interest option, entire excess of assets over capital is treated a composite debt, and interest allocated on 

proportion of debt at PE (400) to aggregate debt (800) – i.e. 50%.
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5. The AOA also seeks to recognise royalties between 
different arms of the same enterprise. This will 
further erode the tax base in the source country.

6. It is generally known that PEs are located in 
developing countries, while the business have their 
residence in developed countries. The latter being 
part of the OECD, and the former by the UN6. Both 
these organisations have different interest groups 
to support, and at times the conflicting interests are 
compared with a football match7. Looking at the 
glaring unfairness in the allocation of income to the 
PE state under the new approach, the developing 
countries sure hope and pray that the UN wins 
this game, as even though there are provisions of 
letting the domestic law prevail, and the recourse 
to MAP, how many countries will be able to resist 
the “persuasive” pressure from OECD MC?8 Will 
David win over Goliath again? Else the developing 
countries will be deprived of their share in the pie.

7. This view is based on the concept that it is the 
place of income generating activity9 rather than 
the jurisdiction where the income producer resides 
that economically contributes to the production 
of income and should be compensated for that 
contribution10. 

8. Perhaps if there are so many contradicting views on 
calculation of profit attribution to a PE, then it is right 
time that an alternative tax system is conceived, 
which allocates taxing rights beyond PEs11.  n

3. The interest cost allocable to the PE can significantly 
increase if the “tax balance sheet” is drawn at 
market values (especially if intangibles are also 
included), which is one of the permitted methods 
of drawing it up. This will jack up the assets base 
to be allocated, and any allocation on such higher 
base to the PE, will result in higher assets being 
attributed to the PE, leading to higher debt being 
so attributed, and therefore higher interest costs, 
and so lower profits remaining to the taxed at the 
PE.

4. As a result of such interest attribution and erosion 
of tax base in the source country, what will happen 
is that the source state will get less tax. As a 
corollary, in the residence state, the enterprise 
will get lower tax credit for taxes paid in source 
states. Consequently, the residence state will get 
a higher tax quantum. In other words, the taxpayer 
in residence country will incur compliance costs to 
increase the taxes in his country, and not to save 
his own overall tax liability.

nterest cost allocation will 
generally reduce the profits 
remaining taxable for the PE. 
Besides, as noted earlier, the 
source state will not be able to 

tax the interest so allowed in the hands of the 
recipient of interest, leading to base erosion in 
the PE state.

I
6 In words of Doernberg Richard L “while the US and OECD Models tend to favour capital exporters (i.e. the residence state), the UN Model favours the 

capital importing states (i.e. the capital importing state) by assigning greater taxing authority to the source state with respect to both investment and 
business income”, see . Doernberg Richard L, International taxation in a nutshell, Thomson West, USA, 2008, p 126.

7 http://taxjustice.blogspot.com/2011/06/un-versus-oecd-not-football-match.html accessed on 29th November, 2011
8 More so, considering that out of 25 members in the UN Tax Committee, 12 are from OECD Countries.
9 Musgrave & Musgrave, Inter – Nation Equity in MODERN FISCAL ISSUES: ESSAYS IN HONOR OF CARL S SHOUP(1972), p 71
10 Doernberg Richard L and Hinnekens Luc, Electronic commerce and international taxation, Kluwer Law International in association with IFA,  

The Netherlands, 1999, p. 306-307
11 In words of Doernberg Richard L and Hinnekens Luc, “History has shown that there is nothing sacred about the legacy of the permanent establishment 

as a fixed place of business in a changing economy. It started with the idea of taxation of business profits on the basis of economic allegiance to the 
taxing state and distinguished (taxable) core business activities from ancillary activity, ibid p. 311.


