
OECD discussion draft: BEPS action 7
Preventing the artificial avoidance of PE status

Adapting to a changing 
environment
BEPS

The OECD, with the backing of the G20, published a 15 point Action 
Plan in July 2013 setting out proposals to address base erosion and 
profit shifting (BEPS). The project has developed in response to 
concerns expressed by various territories that the interaction 
between various domestic tax systems and double tax treaties can 
often lead to profits falling outside the charge to tax altogether or 
at least being subject to an unduly low rate of tax.

What is the OECD trying to achieve?

The permanent establishment (PE) threshold test is 
contained in many countries’ domestic tax laws and 
double tax treaties. It determines whether a business 
has sufficient activity in another territory to create a 
taxable presence in that other territory from a 
corporate tax perspective. The existing PE rules were 
designed many years ago, and the OECD is now 
reviewing this threshold due to the concern that the 
rules have not kept pace with modern business models 
under current definitions contained in Article 5 of the 
OECD Model Tax Convention on Income and Capital 
(treaty definition). BEPS Action 7 requires the OECD 
to update the treaty definition of PE and associated 
commentary in order to ensure the threshold is set 
appropriately. 

What is proposed?

Under the current treaty definition of PE, the 
threshold of activity of an enterprise in one territory 
that results in the creation of a PE in another territory 
is determined by two forms of presence as follows.

•	Fixed	place	of	business	test – An enterprise has a PE 
in another territory if it has a fixed place of business 
there through which it carries on its business, 
subject to a number of specific activity exemptions.

•	Dependent	agent	test – An enterprise has a PE in 
another territory where a person (other than an 
independent agent) is acting on its behalf, and 
habitually exercises an authority to conclude 
contracts in its name, in that other territory.
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In October 2014 the OECD published a discussion draft which 
included a number of options for amending the treaty definition 
of PE. Following consultation, a revised discussion draft 
published on 15 May 2015 now includes specific proposals for 
each PE threshold issue identified. 

•	Commissionaire	arrangements	and	similar	strategies 
– The scope of the dependent agent test is to be expanded and 
the independent agent exemption is to be narrowed. The 
policy underlying this change is that where the activities that 
an agent exercises in a territory are intended to result in the 
regular conclusion of contracts to be performed by a foreign 
enterprise, then that foreign enterprise should be considered 
to have a taxable presence in that territory.

•	Specific	activity	exemptions	of	activities – The specific 
activity exemptions are to be restricted to activities that are 
of a preparatory or auxiliary nature. Furthermore, the 
specific activity exemption will not be available if there is an 
existing PE of the enterprise or an affiliate, or there is no PE 
but the overall activity of those connected enterprises is not 
of a preparatory or auxiliary nature. 

•	Splitting-up	of	contracts – Currently a construction site or 
installation project only constitutes a PE if it lasts more than 
12 months. The splitting-up of contracts to circumvent this  
12 month rule is to be addressed, either through an automatic 
rule that would take account of any activities performed by 
associated enterprises, or through the application of a wider 
treaty principal purpose test (proposed as a result of work 
under Action 6 – preventing the getting of treaty benefits in 
inappropriate discussions).

•	Insurance – The OECD is concerned that foreign insurance 
companies who use a large network of exclusive agents to sell 
insurance in a territory will not have a PE. However, it has 
now been concluded that there should be no special rules 
applicable to insurance, and these concerns should be 
addressed by proposed changes to the dependent agent test.

There is no new guidance on the attribution of profits to PEs. 
Work will continue in this area after September 2015 with 
updated guidance to be produced by the end of 2016 (the 
deadline for the negotiation of the multilateral instrument 
under Action 15, which will implement the results of the work 
on Action 7).

What does this mean for business?

Taken together, the proposals will expand the scope of the 
existing PE rules, and there could be collateral impact on 
arrangements which are not specifically targeted. The 
increased interest in PE rules as a result of these proposals, 
coupled with recent unilateral initiatives (such as the 
introduction of the UK Diverted Profits Tax), and media 
attention on certain business models, is also likely to result in 
further scrutiny and challenge from tax authorities under the 
current PE rules. 

What should businesses be doing?

•	Identify business situations that could give rise to heightened 
PE risk under both current and proposed rules.

•	Develop operating guidelines and processes/controls to 
monitor and mitigate inadvertent PE risk.

•	Engage with tax authorities around both threshold PE issues 
and profit attribution, for example, through the use of 
advance pricing agreements.


