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Submission to the Central Board of Direct Taxes, Government of India 

PROPOSAL FOR AMENDMENT OF RULES FOR PROFIT ATTRIBUTION TO A 

PERMANENT ESTABLISHMENT 

These comments have been prepared by the BEPS Monitoring Group (BMG). The BMG is a 

network of experts on various aspects of international tax, set up by a number of civil society 

organizations which research and campaign for tax justice including the Global Alliance for 

Tax Justice, Red de Justicia Fiscal de America Latina y el Caribe, Tax Justice Network, 

Christian Aid, Action Aid, Oxfam, and Tax Research UK. These comments have not been 

approved in advance by these organizations, which do not necessarily accept every detail or 

specific point made here, but they support the work of the BMG and endorse its general 

perspectives. They have been drafted by Sol Picciotto, with contributions from Jeffery Kadet, 

Joy Ndubai, Suranjali Tandon, Monica Victor and Attiya Waris. We appreciate the 

opportunity to provide these comments and are happy for them to be published. 

May 2019 

Introduction 

We congratulate the Central Board of Direct Taxes (CBDT) on this well-crafted proposal. It 

represents an important initiative not only for India, but at the global level. India has been 

playing a key role in the efforts to reform international taxation through the G20/OECD 

project on base erosion and profit shifting (BEPS). The BEPS project unfortunately did not 

make much progress in its first phase, 2013-2015, towards its central aim of ensuring that the 

profits of multinationals could be taxed ‘where their activities occur, and value is created’. 

The outcomes were mainly a patch-up of existing rules. 

The work of the BEPS project is continuing, now under the Inclusive Framework for BEPS, 

in the context of Action 1 on Addressing the Tax Challenges of Digitalisation of the 

Economy. The reports so far in Action 1 have agreed that digitalisation affects the whole 

economy, and that therefore comprehensive solutions are needed to the two central issues: (i) 

redefinition of the taxable presence threshold, and (ii) principles for the allocation of income. 

Proposals were put forward on these issues for public debate in March 2019, and the 

Inclusive Framework is currently considering a draft Work Program to examine them in 

detail, with a view to proposing solutions in 2020. In parallel, the UN Committee of Tax 

Experts is also examining the issue from the perspective of developing countries through a 
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subcommittee, and the Fiscal Affairs Department of the International Monetary Fund is 

working especially on economic aspects. India continues to play a leading role, together with 

a wider group of developing countries, the G24. This group has put forward proposals that in 

our view would provide an excellent basis for the more comprehensive solution that is clearly 

needed.  

In the meantime, India, like other countries, has adopted interim unilateral measures. The 

equalisation levy adopted in 2016 established a withholding tax of 6% on gross payments to 

non-residents for specified services, applied initially to advertising.1 Others have 

subsequently adopted or proposed similar measures, notably proposals from the European 

Commission, and from the UK, for a digital services tax. While such measures have been 

regarded as permissible short-term expedients, they are blunt instruments, and it is 

understood that they should be replaced as soon as possible by more appropriate and more 

comprehensive measures. These should preferably be agreed multilaterally, and it is hoped 

that the continued work on BEPS Action 1 will succeed in doing so, although this is an 

ambitious aim. Even if suitable measures are approved in 2020, it may take some time, 

perhaps years, for them to be adopted by a sufficient number of states. 

In this context it is wise, in our view, for India to put forward its own proposals for a more 

comprehensive approach. In 2018 a change was made to the taxable presence threshold by 

adding an Explanation that ‘business connection in India’ includes a ‘significant economic 

presence’ (SEP).2 The present consultation concerns proposals for determining how the 

taxable income attributable to a SEP should be determined. 

Such proposals for unilateral measures aimed at resolving the defects of current international 

tax rules should obviously be compatible with the state’s international obligations. They 

should also in our view be designed to (i) make a constructive contribution to a multilateral 

solution, and (ii) be relatively easy to administer. These are the criteria we have applied to 

proposals for unilateral measures by other countries, such as the UK.3  

The Proposal and its Rationale 

The discussion draft (DD) puts forward a proposal for revision of India’s domestic rule (Rule 

10) for attribution of taxable income to a non-resident person with income arising in India 

through a ‘business connection in India’, especially an SEP. It proposes to define profits 

derived from India by multiplying the revenues from sales in India by the global operational 

profit margin of the MNE (paragraph 159), and then attributing the taxable profits using an 

apportionment method applying a 3-factor formula of sales, employees and assets 

(paragraphs 150, 199). The formula is further refined by dividing the employee factor equally 

between manpower and wage costs. Further, for enterprises whose SEP is due to the number 

of users, it proposes a 4-factor formula, assigning users a 10% weight (and 30% each to the 

other factors) in the case of low or medium user intensity, and a 20% weight for high user 

                                                 
1 Finance Act 2016 Chapter VIII. 
2 Finance Act 2018 s.4 added into s.9(1) of the Income Tax Act, which specifies the income arising in India 

which is taxable, a new Explanation ‘for the avoidance of doubt’ that ‘business connection in India’ includes 

‘significant economic presence. This is defined as (a) transactions by a non-resident including provision of 

download of data or software in India resulting in receipt in the previous year exceeding a prescribed amount, or 

(b) ‘systematic and continuous soliciting of business activities or engaging in interaction with such number of 

users as may be prescribed, in India through digital means’; in each case, only the income resulting from these 

activities constitutes income arising in India. A consultation was held inviting comments on the levels to be 

prescribed for receipts under (a) and users under (b), to which we submitted a response, available here. The 

decision has not yet been announced. 
3 Available here. 

https://www.bepsmonitoringgroup.org/news/2018/10/10/submission-to-government-of-india-on-the-significant-economic-presence-test
https://www.bepsmonitoringgroup.org/news/2019/2/28/uk-treasury-consultation-on-a-proposed-digital-services-tax
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intensity models (reducing employees and assets to 25% while retaining sales at 30%). In 

cases where the MNE is globally loss-making, it proposes a minimum rate of 2% of gross 

revenue or turnover derived from Indian operations.  

We strongly support the rationale for the proposal. Digitalisation of the economy has 

exacerbated the problems with the current rules for allocation of profits of MNEs, which have 

developed since the publication of the Transfer Pricing Guidelines (TPGs) in 1995 by the 

Organisation for Economic Cooperation and Development (OECD). The TPGs require an 

individual analysis of the facts and circumstances of the MNE to determine the functions 

performed, assets used, and risks assumed by each of its affiliates, and then to attribute to 

each of them profits in line with those of comparable independent entities. To apply this 

‘functional analysis’, tax authorities need staff with a range of skills, who not only are 

familiar with the legal and economic techniques needed to interpret and apply the TPGs, but 

also understand the taxpayer’s business model and industry segment well enough to analyse 

the documented transfer pricing model, choice of method and selection of comparables. This 

is an ad hoc and subjective process, that inevitably generates disagreements and conflicts. 

The approach also creates a burden for taxpayers, who must ensure that their transfer pricing 

policies are properly justified and documented. Large MNEs have the resources to assemble a 

team of specialists both to provide the justification and documentation of their pricing, and to 

design often complicated structures aimed at tax minimisation. There is virtually always a 

severe information asymmetry, since the MNE will always know more about its own 

structure, internal transactions, business and sector than any outsider, especially tax 

authorities who have little background in the industry of the MNE and no detailed knowledge 

of the taxpayer’s operations. Matching the resources available to MNEs is impossible for tax 

authorities even from developed countries, which are often under-resourced. For developing 

countries this is an impossible task. Finally, the focus on treating each affiliate as a separate 

entity creates a perverse incentive for MNEs to create complex structures, that is at the heart 

of the problem of BEPS. 

The OECD compounded the difficulties in 2010 by extending this approach to apply it not 

only to separate legal persons within an MNE group, treated as ‘associated enterprises’ under 

article 9 of tax treaties, but also to the permanent establishments (PEs) of non-resident 

corporations, to which profits are attributed under article 7. The DD provides a clear 

explanation in Section 3 of the difficulties that this causes, and the reasons for the rejection 

by developing countries, as well as some OECD countries, of this so-called authorised OECD 

approach (AOA), extending the application of the TPGs to PEs. We agree with the cogent 

arguments in the DD pointing out that the AOA cannot be regarded as applying to the vast 

majority of tax treaties, especially those of developing countries, that are based on either the 

UN model convention, or the pre-2010 OECD convention. Likewise, the Additional 

Guidance on Attribution of Profits to a PE issued under BEPS Action 7 in 2018 does not 

apply to those treaties, as accepted in paragraph 45 of that report. 

Misunderstanding of the Independent Entity Principle 

In our view both the TPGs and the AOA rest on a mistaken view of the independent entity 

principle that underlies both article 7 and article 9. The purpose of both these articles is to 

give powers to tax authorities to ensure an appropriate allocation of the profits of an MNE 

among its affiliates.4 For a separately incorporated entity, which is legally required to 

produce accounts, article 9 gives the tax authority power to adjust those accounts if 

                                                 
4 The articles resulted from a report for the League of Nations in 1933 called Methods of Allocating Taxable 

Income, available here.  

http://setis.library.usyd.edu.au/pubotbin/toccer-new?id=cartaxa.sgml&tag=law&images=acdp/gifs&data=/usr/ot&part=0
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‘conditions are made or imposed between the two enterprises in their commercial or financial 

relations which differ from those which would be made between independent enterprises’. 

For a PE that has no such legal obligation, the principle for attribution is ‘the profits it might 

be expected to make, in particular in its dealings with other parts of the enterprise, if it were a 

separate and independent enterprise engaged in the same or similar activities under the same 

or similar conditions’ (paragraph 2 of article 7). 

It should be remembered that these provisions were drafted nearly a century ago, before 

international telephony let alone the internet. In those days, the few MNEs that existed were 

much more decentralised. Today, the MNEs that dominate our highly globalised economy are 

highly integrated. They present themselves as unitary enterprises to the world, whether it is to 

their suppliers and other vendors, to customers or to the financial markets. In our view, they 

should be treated in the same way for tax purposes. 

This was implied in the mandate given by the G20 leaders to the OECD for the BEPS project 

in 2013, to ensure that MNEs could be taxed ‘where economic activities occur, and value is 

created’. Indeed, the concept of avoiding ‘double taxation’, which is an important objective 

of tax treaties, is interpreted in the economic sense to mean that MNEs should be treated as 

single enterprises. This is even more so if the aim is added of ending ‘double non-taxation’. 

Hence, in our view, reforms of the system should be guided by the unitary enterprise 

principle: that corporate groups under common ownership and control should be treated as 

unitary enterprises in applying international tax rules. The proposals in this DD are clearly in 

line with this principle. 

We suggest that this principle should guide all aspects of the rules on allocation of income of 

MNEs, including article 9 as well as article 7. Neither of these articles, nor any other treaty 

provision, requires all the affiliates of an MNE to be taxed as separate entities. On the 

contrary, the powers conferred on tax authorities by these articles are based on the 

recognition that affiliates in an MNE group that are under common ownership and control are 

not independent entities. 

It is a misunderstanding of article 9 that has led to the deeply flawed approach in the TPGs of 

emphasising a separate functional analysis of each entity within an MNE, and a focus on the 

transactions between them, and ruling out the option of an apportionment of the group-wide 

unitary results. The misunderstanding has become embedded by the use of the term ‘arm’s 

length principle’, a term that does not appear in tax treaties. This mistaken principle has 

resulted in a misplaced focus on the pricing of transactions between related parties. The DD 

correctly points out (p.19, footnote 24) that the so-called arm’s length principle ‘is not the 

same as an arm’s length price’. It is quite clear that article 9 was aimed at ensuring that if 

related entities within an MNE are not managed like independent entities, their accounts 

could be adjusted to restore diverted profits. We also agree with the point made in the 

footnote that in ‘the real world’ of today, this is almost always the case. Hence, we urge 

application of the unitary enterprise principle, to both article 7 and article 9, and to the 

relationship between them. 

The Relation between Article 7 and Article 9 

In many cases the finding that a non-resident affiliate of an MNE has a PE occurs when that 

MNE also has one or more other affiliates that are resident in the country concerned. Indeed, 

not infrequently it is one of those resident affiliates that may be found to constitute a PE of 

another non-resident affiliate. For example, an internet platform selling digital advertising in 

a country may have an affiliate resident in that country dealing with its customers. 

Commonly, however, this affiliate would be designated as concerned with marketing and 
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customer support functions, and its customers’ contracts would be concluded with a non-

resident affiliate. Under the approach of the TPGs, ‘marketing’ and other support functions 

may often be treated as ‘stripped-risk’ functions and attributed only a routine profit.  

How is this changed if the sales affiliate is found to have a PE in the country? It could be 

claimed that the same functional analysis should be applied to the PE with a result that only 

the ‘stripped risk’ functions (in the case of the PE, management of sales) are considered, 

thereby resulting in the PE also being attributed just a routine profit. This inappropriate result 

would be changed by the proposals in the DD. The revenues attributable to the sales activity 

in the country would provide the basis for the calculation of a profit attributable to the PE, 

using the fractional apportionment method proposed.  

The DD proposes to continue to treat any other affiliate of the same MNE that is resident in 

the country as taxable separately, applying article 9. Indeed, this is the case even if the 

resident affiliate itself is considered to constitute a PE of the non-resident sales affiliate. In 

that case, the DD suggests that ‘the profits derived from Indian operations that have already 

been subjected to tax in India in the hands of a subsidiary should be deducted from the 

apportioned profits’ (para. 194).  

Importantly, the DD does not seem to address the possibility, or even the likelihood, that if 

India introduces this fractional apportionment method for attribution of profits to a PE, MNEs 

could simply form a resident affiliate to which sales would be booked. If this affiliate would 

be assessed by applying the TPGs and their functional approach, it could still claim to earn 

only routine profits. For this reason, we have suggested the adoption of a holistic approach to 

attribution of profits, that would consider all the local entities of a MNE group on a combined 

basis.5 Clearly, there is nothing in articles 7 or 9 that requires that each entity should be 

assessed separately. Considering all the local activities together in a holistic approach is also 

likely to show that they are highly integrated, which even under the current TPGs is accepted 

as justifying application of the profit-split method rather than the one-sided methods. 

Applying the profit-split method also allows a cancellation of inter-company royalties and 

other related-party payments that can artificially reduce the profits that would otherwise be 

declared. 

Aligning Profit Split with Fractional Apportionment 

We would go further and suggest that there is an urgent need to develop an apportionment 

approach also for attribution of profits to associated entities under article 9. As we have 

outlined in our earlier submissions to the BEPS project, this could be done by building on the 

profit split method (PSM), which is already accepted under the TPGs. The PSM has the 

significant merit of starting from the aggregate or consolidated profits produced by the 

combined activities of associated enterprises, in contrast to the one-sided methods which 

consider each affiliate in isolation.  

Much of the methodology proposed in this DD could be equally applicable in developing and 

refining the PSM in a similar manner. We agree with the DD that ideally apportionment 

should start from global consolidated profits of the MNE (paragraph 192). Although MNEs 

always prepare such consolidated accounts for their shareholders and other investors, these 

financial accounts are not usually considered an appropriate basis for taxation. We have 

urged that the OECD examine this important issue. In the meantime, the approach suggested 

in this DD, starting from local revenues and applying the MNE’s global profit rate, seems to 

us an acceptable and simplifying alternative. 

                                                 
5 See our submission to the 2017 consultation on Attribution of Profits, available here. 

https://www.bepsmonitoringgroup.org/news/2018/5/10/comments-on-draft-additional-guidance-on-attribution-of-profits-to-a-permanent-establishment
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We also agree with the rationale for applying a balance of factors to apportion profits, 

reflecting both supply and demand. As argued in the DD, although supply-side factors may 

create potential value, without sales such value cannot be realised as actual profits. We would 

go further and point out that digitalisation has accelerated the changes already seen with the 

emergence of services, towards the dematerialisation of economic activities. A key feature of 

this is the much closer relationship between production and consumption, with a shift away 

from discrete sales of physical products to a continual relationship with customers based on 

subscriptions or licensing. Although sales of physical products may often be involved, their 

immaterial or intangible features are much more important and valuable. The systematic 

collection of data, the importance of user contributions, and the importance of fostering 

loyalty through branding and other marketing intangibles are all aspects of this. Hence, it is 

not surprising that other countries participating in the BEPS project have recognised the need 

to take these factors into account in the allocation of MNE profits.  

What is now needed is the formulation of general principles for the allocation of profits that 

are valid for all business models. These can be supplemented by a pragmatic approach to 

develop more concrete definitions, quantifications and weightings for common business 

models and industrial sectors. We agree with the DD that at the general level profits are 

generated by labour (employees), capital (physical assets), and sales (essential to the 

realisation of profit). The generalisation and systematisation of the PSM could take place 

pragmatically, based on a closer analysis of different industries/sectors and business models, 

to establish more detailed definitions of these broad factors and their quantification, as well 

as appropriate weightings. The factors, quantification and weightings proposed in this DD 

seem to us sound in principle, although no doubt further work can be done to refine and 

elaborate them, especially in relation to different business models. 

An important point, however, is that the definitions and quantification methods must be 

objectively measurable and location-specific, using physical factors reflecting the actual 

performance of the activity in the country concerned, the existing data related to local 

customers/clients, etc. Allocation keys should not include anything that is intangible, or 

which can only be subjectively measured, such as marketing intangibles. The value of 

customer-related intangibles would adequately be reflected by the sales factor. 

In this way, development of the profit split method could become aligned with fractional 

apportionment. However, we strongly advise against using the ‘residual’ profit split method 

as the basis for this apportionment approach, as some have suggested. The ‘residual’ method 

entails a two-step process, requiring in the first step a standard facts and circumstances 

functional analysis and attribution of a ‘routine’ profit using a ‘one-sided’ method. This two-

step process retains all the disadvantages of the current approach. We strongly believe that 

the profit split method should be applied based on a one-step contribution analysis, which is 

recognised in the TPGs. The work that we recommend that the Inclusive Framework and 

others conduct to establish standardised allocation keys and weightings for common 

industry/sector business models would reflect both the ‘routine’ and ‘non-routine’ functions 

and activities.6 Suitable allocation keys and weightings will more than adequately reflect the 

relative contributions of the various entities, without any need for a subjective taxpayer-by-

taxpayer judgement as to whether an entity performs only ‘routine’ functions and what the 

value of those functions might be. This is meaningful simplification that will provide fair 

results to both taxpayers and tax authorities alike. 

                                                 
6 For further details and explanation including examples of standardised concrete allocation keys and 

weightings, see Jeffery M. Kadet, ‘Expansion of the Profit-Split Method: The Wave of the Future’, Tax Notes 

International (77 TI 1183) 30 March 2015. Available at: http://ssrn.com/abstract=2593548. 

http://ssrn.com/abstract=2593548
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Conclusion 

We commend the CBDT for putting forward this proposal. We urge the government of India 

to engage with other countries, in the Inclusive Framework, the UN Tax Committee and other 

suitable forums, to seek multilateral solutions that could facilitate the implementation of a 

new approach to MNE taxation that could accommodate this fractional apportionment 

method.  


