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Introduction

Pillar Two introduces the Global Anti Base Ero-
sion Model Rules (GloBE) (OECD, 2021) and Qual-
ified Domestic Minimum Top-up Tax (QDMTT)
rules (OECD, 2023b; UK: Draft Legislation..., 2022).
These rules deal with the global minimum taxa-
tion. According to these rules, an in-scope MNE
(OECD, GloBE Rules, Article 1.1) needs to be sub-
ject to an Effective Tax Rate (ETR) of 15% in eve-
ry country it operates. In case the MNE is subject
to tax at a rate lower than 15%, then a top-up tax

needs to be calculated and allocated. The top-up
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tax could be allocated to the low-tax jurisdiction
itself through the QDMTT or another jurisdiction
pursuant to the GloBE rules, that is the income
inclusion rule (IIR) or the Undertaxed Profit Rule
(UTPR). It should be noted that the ETR per coun-
try is determined by dividing the Adjusted Cov-
ered Taxes (OECD, GloBE Rules, Article 4) by the
Adjusted GloBE income (OECD, GloBE Rules, Ar-
ticle 3).

On the other hand, the Pillar One Amount A
(OECD, 2022b; Chand, Turina, & Ballivet, 2020)
project deals with re-allocation of taxing rights to

market countries. According to these rules, an in-
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scope MNE (OECD, 2022b, Article 1) needs to real-
locate part of its residual profits calculated at the
MNE Group level to market countries. If a market
country taxes the re-allocated profits, then anoth-
er country in which the MNE Group operates is re-
quired to provide relief from double taxation. The
rules as currently drafted require MNEs to deter-
mine their Elimination Profit (OECD, 2022b, Sched-
ule I). Elimination Profit determination is a pre-
requisite for applying the rules which deal with
the Marketing and Distribution Profits Safe Har-
bour (MDSH) (OECD, 2022b, Article 6) as well as
the rules which deal with the Elimination of Dou-
ble Taxation (EODT) provisions (OECD, 2022h, Ar-
ticles 7-11).

In light of the above background, the main pur-
pose of this short article is to analyse the man-
ner in which Permanent Establishments (PEs) are
treated under the QDMTT/GloBE rules as well as
under the proposed Amount A Rules. Moreover,
the purpose is to understand the role of transfer
pricing (OECD, 2022e), when dealing with such
PEs. Our analysis will be limited to analysing the
manner in which the Adjusted GloBE income of a
PE as well as the Elimination Profit of a PE is re-
quired to be calculated.

A cautious note to the reader with respect to the
Pillars: we would like to highlight that the GloBE/
QDMTT Rules are complex. This is the case even
though the OECD has released the commentary
(OECD, 2022c), examples (OECD, 2022d) as well
as the administrative guidance (OECD, 2023b)
on these rules. At the same time, for Pillar One
Amount A purposes, the OECD has only released
the Pillar One Progress Report. No examples or
commentary has been issued so far. As a result,
interpreting the rules outlined in the Progress re-
port are complex. This said, as the rules surround-
ing determination of Elimination Profit have been
borrowed from chapter 3 of the GloBE rules, the
commentary on the latter could be helpful to in-
terpret certain parts of Amount A. Definitely, the
rules may still evolve, and many changes could
possibly be expected in the coming months. These
changes could have an impact on the various is-

sues highlighted and discussed in this article.
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Permanent establishments
under the Pillars

Different types of PEs

Under the GIoBE rules, PEs are treated as sepa-
rate constituent entities (OECD, GloBE Rules, Ar-
ticle 1.3.1 (b) read with Article 1.3.2.).1 Therefore,
if a MNE operates with a PE in another country,
then the ETR of that PE will need to be determined
to check whether further top-up taxes could be
due with respect to the PE. For example, assume
that an In-scope German bank, which is a tax res-
ident of Germany, has a PE in Mauritius. In this
case, in order to calculate the ETR of the PE, we
would need to ascertain its adjusted covered taxes
as well as the adjusted GloBE income.

At the same time, for Amount A purposes, PEs
are considered to constitute a separate ‘taxable
presence’ for the MNE Group (OECD, 2022b, Sched-
ule, Section 3, pp. 86—87). Therefore, if a MNE op-
erates with a separate taxable presence, then the
Elimination Profit of this taxable presence needs
to be calculated. This calculation would aid to un-
derstand whether or not the MDSH rules or the
EODT rules apply to this taxable presence. For ex-
ample, assume that an online streaming business,
which is a tax resident of Germany, has a PE in In-
dia. In this case, we would need to calculate the
Elimination Profit of the PE to understand wheth-
er or not the MDSH rules apply (if they apply, then
they would cap the Amount A to be allocated to
India) and whether or not the EODT rules apply
(whether India would be a surrender jurisdiction,
in addition to Germany).

The GloBE rules (OECD, GloBE Rules, Article
10.1; OECD, GloBE Commentary on Article 10.1,
para 96, p. 209 and para. 56, p. 203) as well as the
Amount A (OECD, 2022b, Schedule I, Section 8
(point 18), p. 92) rules differentiate between four
different types of PEs that a Main Entity (head of-
fice) could have in another country.

! The definition of the term ‘controlling interest’ also
means that “A Main Entity is deemed to have the Con-
trolling Interests of its Permanent Establishments”. See
OECD, GloBE Rules, Article 10.1.
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The first type of PEs that both sets of rules dis-
cuss are PEs (or taxable presence) that arise as a
result of a tax treaty which is in force between the
jurisdiction of the Main Entity and the PE (or tax-
able presence), and the latter State taxes the in-
come attributable to the PE (OECD, GloBE Rules,
Article 10.1; OECD, GloBE Commentary on Article
10.1, paras. 97-102, pp. 209—210; for rules on loca-
tion of the PE, see Article 10.3.3 (a); OECD, 2022b,
Schedule I, Section 8 (point 18a), p. 92).2 The PE
concept could either be based on the OECD Model
(various versions) or the UN Model (various ver-
sions) and an actual tax treaty could include, for
example, a fixed place PE, agency PE, service PE,
insurance PE and so on. The provision includes
PEs which are not only declared by the taxpayer
on a self-assessment basis but also includes PEs
that arise pursuant to a MAP or final decision of
a high Court in a jurisdiction (OECD, GloBE Com-
mentary on Article 10.1, para. 99, p. 209).

The second type of PEs that both sets of rules
discuss are PEs (taxable presence) that arise when
there is no tax treaty and the PE arises only due to
domestic law and the jurisdiction of the PE taxes
the income attributable to the PE on a net basis
similar to the manner in which it taxes its own tax
residents (OECD, GloBE Commentary on Article
10.1, paras. 103-107, p. 210).3

The third type of PEs that both sets of rules dis-
cuss are PEs that are located in a jurisdiction that
does not have a corporate income tax system in
place (OECD, GloBE Commentary on Article 10.1,
paras. 108-110, pp. 210—-211; OECD, 2022b, Sched-
ule I, Section 8 (point 18c), p. 92). Currently, it is
estimated that 10 countries in the world do not
have a CIT system (Tax Foundation, 2021).

The fourth and final type of PEs (taxable pres-
ence) refers to Stateless PEs. A stateless PE could
arise when the Country of residence of the Main
Entity (Country R) deems that a PE exists in anoth-
er Country (Country S) and exempts that profits at-
tributable to the PE even though the other Country

> For rules on location of the PE, see Article 10.3.3 (a);
OECD, 2022h, Schedule I, Section 8 (point 18a), p. 92.

3 For rules on location of the PE, see Article 10.3.3 (b);
OECD, 2022b, Schedule I, Section 8 (point 18b), p. 92.
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(Country S) does not recognise the PE for national
law or tax treaty purposes. For instance, this could
be the case when a Company in Country R has de-
pendent agents selling its goods in Country S and
the latter State does not consider the dependent
agents to trigger a PE pursuant to national law.
However, from the perspective of Country R a PE
arises, profits are then determined and attributed
to the PE and then these profits are exempt from
taxation in Country R (OECD, GloBE Rules, Article
10.1 and OECD, GloBE Commentary on Article 10.1,
paras. 111114, pp. 211—212).4 We will not discuss
this type of PE henceforth.

Calculation of GloBE income
of the PE or Elimination Profit
of the PE

Once it is determined that a PE (or taxable pres-
ence) exists in a certain jurisdiction, then the Ad-
justed GloBE Income/Elimination Profit of the PE
(taxable presence) needs to be determined.

In this regard, the GloBE Rules as well as the
Amount A Rules provide that the net income/loss
reflected in the separate financial accounts of the
PE, if they exist, should be used as a starting point
to determine the PEs (taxable presence) GloBE In-
come/Loss (OECD GloBE Rules, Article 3.4.1 (1st
sentence); OECD, GloBE Commentary on Article
3.4.1, para. 189, p. 77; OECD, 2022b, Schedule I,
Section 3, para. 1 (1st sentence), p. 86).’

On this matter, it should be noted that the com-
mercial law of many countries require PEs, which
are taxable, to prepare separate financial accounts
as per local accounting standards (for example, in
Switzerland (Martin, Chand, & Burkhalter, 2022)
and the UK (UK: HMRC, INTM267050). Even if they
are not made in accordance with local accounting
standards (for example, they are made for man-
agement reporting purposes) they will need to be
adjusted to local standards. This said, there is no
uniform practice among countries. Also, in many

cases the PE has to submit to the local tax admin-

4 For rules on location of the PE, see Article 10.3.3 (d);
OECD, 2022h, Schedule I, Section 8 (point 18d), p. 92.
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istration not only its own separate financial ac-
counts but also the financial accounts of the en-
tire Entity to which it belongs.

If the PE does not have separate financial ac-
counts (for example, it is common in the airlines
sector that PEs of Main Entities do not prepare fi-
nancial statements), then the starting point for
the GloBE Income/Loss or Elimination Profit/Loss
is the amount that would have been reflected in its
separate financial accounts if prepared on a stan-
dalone basis and in accordance with the account-
ing standard used in the preparation of the Con-
solidated Financial Accounts of the Ultimate Par-
ent Entity (OECD, GloBE Model Rules, Article 3.4.1
(2nd sentence); OECD, GloBE Commentary on Ar-
ticle 3.4.1, para. 190, p. 77; OECD, 2022b, Sched-
ule I, Section 3, Para 1 (2nd sentence) p. 86). For
example, if a Japanese Ultimate Parent (which
uses Japanese GAAP for consolidated purposes)
has a subsidiary in India and the Indian subsidi-
ary has a PE in Uganda, then the PEs financial ac-
counts need to be made using the Japanese GAAP.
Thus, one may consider that additional compli-
ance requirements and related costs are enforced
on MNE Groups with respect to PEs, as in many
cases financial accounts of the PE are most likely
to be prepared under the accounting standard of
the Main Entity (in the example above, Indian ac-
counting standards) rather than under the stand-
ard used to prepare the Group’s consolidated fi-
nancial statements.

Thereafter, depending on the type of PE (or tax-
able presence) that arises, certain adjustments
need to be carried out based on Article 3.4 of
the GloBE rules or Schedule I Section 3(2) of the
Amount A rules. Special rules also apply for loss
making PEs, which are not explored in this con-

tribution.

Adjustments to PEs (or taxable
presence) financial statements

With respect to the first type of PEs, the GloBE
Rules and Amount A rules provide that the sepa-
rate financial accounts need to be further adjust-

ed to reflect the amounts and items of income/ex-
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penses that are attributable to the PE in accord-
ance with the tax treaty (as tax treaties prevail
over national law). The GloBE rules contain the
additional clarification towards the end of the sen-
tence “regardless of the amount of income sub-
ject to tax and the amount of deductible expens-
es in that jurisdiction” (OECD, GloBE Rules, Arti-
cle 3.4.2(a); OECD GloBE Commentary on Article
3.4.2, paras. 191-192, p. 78)., which is not present
in the Amount A rules.

In general, when a tax treaty applies, in order to
determine the income/expenses that are ‘attributa-
ble’ to a PE, the current version of the OECD Model
Tax Convention (2017), that is Article 7(2), provides
thatitems are to be attributed to a PE by treating the
PE as a separate entity and by taking into account
its functions performed, assets used and risks as-
sumed. The OECD has done substantial work in
this area and in addition to the OECD Commentary
on Article 7, the 2010 OECD Report on the Attribu-
tion of Profits to a PE (OECD, 2010) need to be taken
into account to interpret this provision. Moreover,
as aresult of BEPS Action 7 which made certain up-
dates to the PE definition in the OECD Model and
actual bilateral tax treaties, the OECD had released
additional guidance (2018) on attribution of prof-
its to a PE (OECD, 2018). Thus, in general, these
two reports have to be taken into account to deter-
mine the profits attributable to a PE (along with the
guidance issued by tax administrations of coun-
tries who follow the AOA approach).

The 2010 report provides a two-step approach,
also known as the Authorised OECD Approach
(AOA), towards PE profit (income/expenses) attri-
bution (OECD, 2017, Article 7, paras. 20—22). The
first step involves carrying out a functional and
factual analysis to hypothesise the PE, that is, to
understand the activities carried out by the PE
(considering but not limited to its significant peo-
ple functions, assets, and risks) and its dealings
with associated enterprises, including the head
office. The second step involves pricing the deal-
ing with the associated enterprise(s) by reference
to the transfer pricing principles. The steps are
similar to the steps required to undertake a trans-

fer pricing analysis under Article 9 (OECD, 2022e,
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paras. 1.33-1.40). and it is well accepted that the
2010 AOA incorporates the full ALP approach in a
majority of cases.

However, it should be noted that many actual
tax treaties are based on the 2008 OECD Model
Version. This version, similar to the current ver-
sion, provided for the separate entity concept.
However, the 2008 version also included provi-
sions that were considered not to be consistent
with the arm’s length principle.

For instance, it is argued that Article 7(3): (1)
in some situations, restricts the head office from
charging a profit mark-up to the PE for internal
dealings (also see OECD, 2017, Article 7, paras.
38-40). relating to goods, intangibles (and cor-
responding royalty payments), and services (es-
pecially management services) and (2) denies the
recognition of internal loans and corresponding
internal interest payments (except for banks). This
stated, in a number of other situations, a profit
mark-up was considered appropriate. This is the
case when there was a supply of goods (from the
head office to a PE or vice versa) or a supply of ser-
vices (when the PE is usually in the business of
providing services or when the head office is in
that business itself. These statements were indeed
confusing (Martin, Chand, & Burkhalter, 2022).

Moreover, Article 7(4) allowed States to allocate
profits to a PE using an apportionment method
based upon various formulae up to the extent it
was customary in that State (OECD, 2017, Article
7, para. 41).

Finally, Article 7(5) provided that profits can-
not be attributed to a fixed place which carried out
purchasing activities. It is generally accepted that
the 2008 OECD Model partially adopts the ALP
(OECD, 2017, Article 7, para. 43).

Provisions similar to Art. 7 of the 2008 OECD
Model are also contained in the UN Model (vari-
ous versions). At the same time, the Committee of
experts on international taxation has rejected the
application of the AOA approach to interpret the
business profits provision of the UN Model. Thus,
it could well be possible that developing countries
have a different approach towards applying the

separate entity concept.
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For the second type of PEs, the GloBE rules and
Amount A rules provide that the separate finan-
cial accounts need to be further adjusted to reflect
the amounts and items of income/expenses that
are attributable to the PE in accordance with do-
mestic law. Once again, the GloBE rules contain
the additional part towards the end of the sen-
tence “regardless of the amount of income sub-
ject to tax and the amount of deductible expens-
es in that jurisdiction” (OECD, GloBE Rules, Arti-
cle 3.4.2(a); OECD GloBE Commentary on Article
3.4.2, paras. 191-192, p. 78), which is not present
in the Amount A rules.

In this regard, we would like to highlight that
many countries have adopted the separate entity
approach or the AOA in their national law towards
profits allocation to a PE. For example, the Nether-
lands (NL: Decree on..., 2022)> seem to have adopt-
ed the full AOA. On the other hand, countries like
the UK (UK: HMRC, INTM267100) seem to have
adopted the partial AOA approach (that is restric-
tions exist on internal dealings). Thus, the sepa-
rate entity concept and the ALP will be used to de-
termine items of income/expenses (profits) alloca-
ble to PEs in these countries.

However, at the same time, the practice adopt-
ed in many other countries by tax administra-
tions/courts (e.g. in India) (IN: India Ministry of
Finance..., pp. 10—11) indicates that there is an in-
clination to formulary approaches linked to either
entities’ overall turnover, assets, or employees.

Finally, in relation to the third type of PE, it
should be noted that it could well be possible that
many MNEs carry out commercial businesses in
no tax jurisdictions through branches or depend-
ent agents. Thus, the GloBE rules and Amount A
rules state that a place of business in these coun-
tries (including a deemed place of business) would
be treated as the PE in accordance with the OECD
Model Tax Convention (2017) provided that such a
jurisdiction would have the right to tax the income
attributable to it in accordance with Article 7 the
OECD Model Tax Convention (OECD, GloBE Rules,

5 This said, some exceptions apply for certain internal

dealings.
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Article 10.1; OECD, GloBE Commentary on Article
10.1, paras. 108-110, pp. 210-211).6

Essentially, this provision requires a hypotheti-
cal analysis of whether or not a PE would exist.
The GloBE Commentary states “The analysis pro-
ceeds as if the residence and source country had a
treaty that replicates the last version of the OECD
Model Tax Convention. This means that it takes
into account the version of the OECD Model Tax
Convention of the year in which this analysis is
made” (OECD, GloBE Commentary on Article 10.1,
para. 110, p. 211).

Once it is determined that a PE exists, separate
financial accounts would need to be drawn up.
These financial accounts would further need to be
adjusted to “reflect only the amounts and items of
income and expense that would have been attrib-
uted to it in accordance with Article 7 of the OECD
Model Tax Convention” (OECD, GloBE Rules, Ar-
ticle 3.4.2(b); OECD GloBE Commentary on Arti-
cle 3.4.2, para. 196, p. 78)

The reference to the OECD Model Tax Conven-
tion (2017 version) in the definitions indicates that
the full AOA will need to be used to determine the
items of income and expenses attributable to a PE.

To summarise, a uniform standard towards de-
termining the profits attributable to PEs does not
exist. A facts and circumstances analysis will in-
deed to be required. In some cases, the full or par-
tial ALP approaches will be used (which are trans-
fer pricing approaches) and in other cases formu-
las could be used.

Against this backdrop we will now analyse
two case studies. We will assume that the MNE
is within the scope of the GloBE rules as well as
Amount A. The objective of the case studies is to
ascertain the exact numbers that will flow into the
GloBE Income calculations as well as Elimination
Profit calculations.

Case Study 1: Fixed place PE

In this case study we assume that R Co. is the UPE

of the MNE Group which is engaged in the pro-

¢ For rules on location of the PE, see Article 10.3.3 (c).
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duction and sale of consumer electronics. R Co.
has set up a contract research centre in Coun-
try S. The research centre has been set up under
a branch structure. All key DEMPE (OECD, 2022e,
paras. 6.32-6.85).7 functions associated with the
intangible are performed at the head office level
and the branch carries out research activities for
R Co. under the direction and supervision of the
head office.8

R Co.’s tax team after analysing the relevant
national law and tax treaty provisions has deter-
mined that there is a fixed place PE as in Country
S (due to the branch).

The PE draws up separate financial statements
according to the accounting rules in Country S
(see column 1 in Table 1). One can see that in the
profit/loss account, the main item on the expense
side are the various personnel related expenses
(salaries of researchers), depreciation expenses,
and other operating costs. The main component
on the income side is the service fee from the head
office for the R&D services. We assume that in the
financial accounts the income item is recorded at
cost due to local PE accounting rules (which do
not recognise internal dealings).

The question now is how do we calculate the
GloBE Income of the PE for Pillar Two purposes
or the Elimination Profit of the taxable nexus for
Amount A purposes?

If the applicable tax treaty between Country R
and Country S follows the 2010 OECD Model, it
could well be possible that the service fee record-
ed in the financial statements needs to be adjusted
to take into account the AOA approach.

Applying Step 1 of the AOA would most like-
ly result in the outcome that the PE is character-
ised as a limited risk service provider which pro-
vides contract research and development servic-
es to its head office (OECD, 2010, para. 201, p. 53).
If we assume independent enterprises similar to
the PE report a cost-plus operating margin of 10%

(based on a transfer pricing study) then, pursuant

7 For a detailed analysis of the DEMPE concept, see
Chand & Lembo, 2020.
8 For a similar example, see OECD, 2022e, Annex I to

Chapter VI, Example 14, paras 46—48.
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Table 1. Case study 1: Fixed place PE

Column 2
AOA Accounts
Column 1
Financial accounts GloBE Profit and Elimination
Profit
. 1,100
Income from services (A) 1,000 (based on a TP study)
Salary expense (B) 700
Depreciation (C) 250
Other operating expenses (D) 50
Operating profit before interest 100
(E)=(A)-B)-()- (D) (10% mark up on 1000)
Internal charge (F)* 20*
8 (based on AOA)
Profit after internal charge 30
G)=F) - (B)

Source: own elaboration.

to step 2 of the AOA, the internal research and de-
velopment service fee needs to be adjusted to re-
flect this margin.®

In general, the numbers that are used for AOA
purposes will most likely be used to determine the
GloBE income of the PE as well as the Elimination
Profit of the PE (see column 2 in Table 1).

Additionally, it could be possible that due to the
application of the AOA, free capital and an inter-
nal expense (such an interest based on the head
office’s capital structure) is allocated to the PE
(OECD, 2010, paras. 150-171, pp. 42—46, para. 205,
p. 54; OECD, 2017, Article 7, para. 28), which
would further reduce the GloBE Income or Elimi-
nation Profit (see column 2 in Table 1).

As already discussed, the GloBE rules contain
the additional expression that “regardless of the
amount of income subject to tax and the amount
of deductible expenses in that jurisdiction”.

It could well be possible that once the adjust-
ed financial profit is determined, a country may,
under its general tax rules, make further adjust-
ments for taxable income purposes. For example,
putting aside our case study, a State may apply a
general interest limitation rule (such as the one

proposed by BEPS Action 4) which would restrict

9 For other examples, see Gramm, 2020; Ruberti, 2022.
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interest deductions (also see OECD, 2017, Article 7,
paras. 30-32). A country may also permit addition-
al expenses to be claimed for tax law purposes, for
example, accelerated depreciation (OECD GloBE
Commentary on Article 3.4.2, para. 195, p. 78).

In this case, the numbers reported under the
AOA approach and financial accounting (e.g. de-
preciation expense booked for financial account-
ing purposes) could, in principle, prevail for
GloBE purposes.

Case Study 2: Agency PE

We now turn to another situation and analyse the
case of an agency PE. We assume that R Co. in
Country R is the UPE of the MNE Group. R Co. em-
ploys Mr X, a national and resident of Country S,
to sell its products in Country S. Mr X works with
his team (who are also employed by R Co. to work
in State S) to ensure that the sales targets are met.

We also assume that there is a tax treaty be-
tween Country R and S based on the 2008 OECD
Model and Country S’s national tax law just indi-
cates that the ALP is relevant for allocating profits
to a PE (without any further details).

R Co.’s tax team after analysing the relevant
tax treaty, admitted that the OECD Commentary
(OECD, 2017, Article 5, paras. 88-89). acknowl-
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edged that there is an agency PE as Mr X plays a
key role in contract conclusion in Country S.1° The
tax team declared an agency PE to the local tax ad-
ministration.

Moreover, a functional analysis performed in
Country S reveals that Mr X and his team per-
form sales, distribution, inventory management,
and marketing activities under the guidance and
supervision of R Co. In terms of risks, based on
Mr X’s activities, the analysis also indicates that
the PE bears limited risks, that is limited sales and
market risks, inventory risks, and credit risks.1
Essentially, the PE is characterised as a limited
risk distributor under Step 1 of the AOA approach
(also see OECD, 2010, paras. 64-65, p. 26).12 Fur-
ther, based on the analysis, it is concluded that
the internal dealing at stake here is the purchase
of the goods from the head office, which are then
sold to third parties (also see OECD, 2017, Arti-
cle 7, para. 24).

R Co.’s accounting team makes separate finan-
cial statements according to the accounting rules
in Country S (see column 1 in Table 2). One can see
that in the profit/loss account, the main compo-
nent on the income side are the sales to third par-
ties (Euro 1,000), whereas on the expense side the
costs of the agency PE include purchase of goods
from the head office (internal dealing), which we
assume that in the financial accounts is recorded
at cost due to local accounting rules (Euro 600).
Moreover, the PE has other costs such as salary of
Mr X, warehousing expenses, payments made to-
wards local marketing activities (Euro 150 — shown
as third party expenses). Its profit before tax for fi-
nancial statements is Euro 250.

The question now is how do we calculate the
GloBE Income of the PE for Pillar Two purposes
as well as Elimination Profit of the taxable pres-

ence for Amount A purposes? If the applicable tax

° For a detailed analysis on such an issue, see
K. Dziurdz, 2014, pp. 135-167.

1 The OECD also recognizes that in some cases, PEs
can be attributed such risks. See OECD, 2010, paras. 23—
24, p. 17.

2 For another example when R Co. operates through a

related company in another country, see Drobnik, 2018.
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treaty follows the 2008 OECD Model, it could well
be possible that the purchase price (internal deal-
ing) recorded in the financial statements needs to
be adjusted to take into account the AOA approach
(under Step 2) (OECD, 2017, Article 7, para. 47).13
If we assume independent enterprises similar to
the PE report an operating margin of 3% (based
on a transfer pricing study), then the internal pur-
chase price needs to be adjusted to reflect this
margin (also see OECD, 2017, Article 7, para. 47).14
This would increase the purchase price to Euro
820 and decrease the profit to Euro 30 (so that 3%
on sales is reported as operating profits). We will
assume that for the purpose of this case, an inter-
nal interest dealing is not allowed as deduction as
the relevant treaty followed the 2008 OECD Model
(see column 2 in Table 2).

We would just like to highlight that the discus-
sion on the single taxpayer vs dual taxpayer ap-
proach is not relevant here as Mr X and his team
do not come within the scope of Article 9 (also see
OECD, 2010, paras. 230—245, pp. 59—62).

In general, the numbers that we build for AOA
purposes will most likely be used to determine the
GloBE Income of the PE as well as the Elimination
Profit of the PE (see column 2 in Table 2).

As discussed before, a State may allow certain
deemed expenses to be deductible for tax law pur-
poses (e.g. a certain percentage of inventory as a
provision for bad debts) (also see OECD, 2017, Ar-
ticle 7, paras. 30—32). In these circumstances, the
adjusted financial profit needs to be used as op-
posed to the profit reported for taxable income
purposes (GloBE Commentary on Article 3.4.2, pa-
ras. 193-195, p. 78).

Conclusion

Under the current international tax system, the

approach adopted to allocate profits to a PE varies

among countries. Based on the relevant domestic

3 For a discussion on comparability analysis for dis-
tributor PEs, see OECD, 2010, paras. 185-186, p. 50.
% For examples on distribution models, see OECD,

2022e, Annex I to Chapter VI, Examples 7-13.
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Table 2. Case study 2: Agency PE

Column 2
AOA Accounts
Column 1
Financial accounts GloBE
and Elimination Profit
Income from sales (A) 1,000 1,000
Purchase from Head office (B)* 600* 820
(based on a TP study)
All third party expenses (C) 150 150
Operating profit before interest 250 30
(D) =(A) - (B - (0) > (based on a TP study)
Internal interest charge (E)* o* o*
Profit after internal charge 250 o
(R =D-F) ° ’

Source: own elaboration.

law and tax treaty, some countries adopt the full
AOA approach (full transfer pricing approach),
some adopt the partial AOA approach, and oth-
ers use formulary approaches. Thus, determining
profits attributable to PEs requires a case-by-case/
facts and circumstances analysis.

The new system is tightly interlinked with the
current system. In other words, the approach
adopted towards determining the GloBE Income/
Loss or Elimination Profit/Loss of a PE is based on
the existing system. This also implies that calcu-
lating the GloBE income of a PE as well as its Elim-
ination Profits requires a case-by-case/facts and
circumstances analysis.

As shown in the case studies, transfer pricing
rules become relevant, in many cases, to make
such determinations. This would also imply that a
sophisticated analysis would be required, in par-
ticular, when we are dealing with PEs of finan-
cial services businesses (such as banks, global fi-
nancial trading, and insurance companies). Such
analysis could also become complex as in many

cases they require subjective determinations (e.g.

Analyses and Studies CASP
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allocation of free capital and interest-bearing debt
to the PE).

Thus, it is essential that MNEs get upfront cer-
tainty on their transfer pricing positions as these
positions could lay down the basis for making
GloBE or Elimination Profit calculations (in many
instances). Consequently, we could anticipate
that, in the near future, bilateral Advance Pricing
Arrangements (APA) (OECD, 2022e, para. 4.142;
OECD, 2017, Article 25, para. 52; OECD, 2022a) or
multilateral APAs?> may play a prominent role as
this area is ripe for disputes (OECD, 2017, Article 7,
paras. 55-70; OECD, 2017, Article 25, para. 9).

In this paper, with the assistance of the case
studies, the authors have briefly analysed the
manner in which PEs are treated under the Pil-
lars and the relevance of transfer pricing rules in
these cases. Definitely, further research is required
in this area, especially when we are dealing with
triangular cases and hybrid/transparent entities.
These matters will be discussed in another pub-

lication.

5 For an example of a multilateral issue, see OECD,

2017, Article 25, para. 38.2; OECD, 2023a, pp. 43-45.
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