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Abstract 
The purpose of this thesis is to establish whether the domestic legislation of Sweden is in 
tune with the OECD December 2006 report on the attribution of profits to permanent es-
tablishments (December 2006 report) and if not how Sweden ought to conform.1 How to 
attribute business profits to a permanent establishment (PE) is laid down in Article 7 of the 
OECD Model Tax Convention on Income and on Capital. In December 2006 the OECD 
released a report on how profits (losses) are to be attributed to PEs. The report lays down 
the current approach on how Contracting States should interpret Article 7 and is referred 
to as the authorised OECD approach. The purpose of the December 2006 Report is to re-
vise Article 7 in order ensure a common interpretation on the Article. The aim is to apply 
the OECD Transfer Pricing Guidelines (TP Guidelines), otherwise applicable on transac-
tions between a parent company and a subsidiary, by analogy to PE situations.2 

The profits attributable to a PE are to be decided by using a two-step analysis. Under the 
first step a PE is to be hypothesised as a distinct and separate enterprise. The functions 
performed, assets used and risks assumed are to be determined and attributed to the rele-
vant parts of the enterprise. In order to do this the economic ownership of assets is to be 
regarded. According to the OECD the functions performed by the people working within 
a PE, the significant people functions (SPF), are decisive when attributing assets and risks. 
To support the use of assets and the assumption of risks a PE is to be provided with a 
proper amount of “free” capital. Under the second step of the analysis a fair share of the 
entire enterprise’s profit is to be attributed to the PE. The actual amount of profit is to be 
established by performing a comparability analysis and by thereafter applying different 
transaction methods, using the method that best expresses an arm’s length price to the 
dealing at hand. To calculate a proper profit a PE shall be allowed to deduct interest. 

Sweden does not have much legislation concerning transfer pricing and there is hardly any 
legislation concerning PEs. There are no specific provisions in Swedish law on how to at-
tribute profits between a head office and a PE. Furthermore, there are only a few judge-
ments and no official guidelines regarding the attribution of profits to PEs. According to 
the domestic legislation of Sweden the amount of attributed profit shall be determined on 
the basis of separate accounts. The existing guidance in Swedish case law is not in tune 
with the authorised OECD approach. Swedish courts have ruled contrary to the authorised 
OECD approach when it comes to attributing “free” capital to a PE, allowing for deduc-
tions of internal royalty payments and for recognising internal interest dealings. Further-

                                                 
1 Report on the Attribution of Profits to PEs, OECD, December, 2006. 
2 Ibid, paragraphs 6, 9 and 10. 
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more, a transfer of assets from a Swedish head office to a foreign PE has under certain cir-
cumstances not been considered a taxable event. Since Sweden has not officially imple-
mented any new legislation and the courts have not Stated any new principles regarding the 
attribution of profits to PEs it is unlikely that new concepts as the authorised OECD ap-
proach will be adhered to at present time. In order to comply with the authorised OECD 
approach Sweden would need to introduce some new legislation. 

We suggest that Sweden implement a Section in its domestic legislation based on the 
authorised OECD approach. If Sweden adopts our proposed Section it would provide for 
a more unitary and consistent international approach and a needed certainty for enterprises 
on the treatment of PEs for tax purposes. 
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Sammanfattning 
Uppsatsens syfte är att utreda huruvida Sveriges lagstiftning är i linje med OECDs decem-
ber 2006 rapport och huruvida eventuell anpassning av gällande lagstiftning bör företas.3 
Hur vinster skall fördelas till fasta driftställen bestäms av artikel 7 i OECDs Modellavtal för 
beskattning av inkomst och kapital. I december 2006 presenterade OECD en rapport om 
hur vinster (förluster) bör fördelas till fasta driftställen. Rapporten beskriver hur medlems-
Staterna bör tolka artikel 7 och är refererad till som den godkända OECDtolkningen. Syftet 
med december 2006 rapporten är att revidera artikel 7 för att få till stånd en enhetlig tolk-
ning av artikeln. Målet är att OECD TP Guidelines, annars tillämpliga på transaktioner 
mellan moder- och dotterbolag, skulle tillämpas analogt på situationer gällande fasta drift-
ställen.4 

Vinster hänförliga till ett fast driftställe skall bestämmas genom användning av en två stegs 
analys. Under det första steget i en sådan analys antas det fasta driftstället utgöra ett särskilt 
och separat bolag. De funktioner som utförs, tillgångar som används och risker som kan 
tänkas uppkomma i det fasta driftstället bestäms. För att kunna göra detta skall den eko-
nomiska äganderätten av tillgången bestämmas. Funktioner som är av speciellt värde och 
som utförs av personal som arbetar vid det fasta driftstället, så kallade betydelsefulla perso-
ners funktioner, är avgörande vid en fördelning av tillgångar och risker. För att stödja an-
vändningen av tillgångar och antagandet av risker skall en skälig del av företagets fria kapi-
tal tilldelas det fasta driftstället. Det andra steget i analysen skall bestämma hur mycket av 
bolagets vinst som skall tilldelas det fasta driftstället. Den vinst som skall fördelas bestäms 
utifrån en jämförbarhetsanalys och genom att tillämpa olika internprissättningsmetoder. 
Den metod som bäst ger uttryck för ett armslängdspris skall tillämpas på den gällande 
”transaktionen”. För att beräkna en skälig vinst skall det fasta driftstället få göra ränteav-
drag. 

Generellt sett har Sverige inte mycket lagstiftning gällande internprissättning och det finns 
knappt någon lagstiftning gällande fasta driftställen. Svensk lagstiftning innehåller inga spe-
cifika regler om hur vinster skall fördelas mellan ett huvudkontor och dess fasta driftsälle. 
Vidare finns endast ett fåtal rättsfall och ingen officiell vägledning av vinsters fördelning till 
fasta driftställen. Enligt gällande svensk lagstiftning skall summan av den vinst som skall 
fördelas bestämmas genom tillämpning av separata konton. Den vägledning som ges ur 
svensk rättspraxis är inte i linje med den godkända OECDtolkningen. Svenska domstolar 
har dömt i motsats till den godkända OECDtolkningen vad gäller fördelning av fritt kapital 
                                                 
3 Report on the Attribution of Profits to PEs, OECD, December, 2006. 
4 Ibid, paragraphs 6, 9 and 10. 
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till ett utländskt fast driftställe och vad gäller tillåtenheten göra avdrag för interna royalty- 
och räntebetalningar. Vidare har det under vissa omständigheter inte ansetts vara en bes-
kattningsbar händelse då en tillgång flyttas mellan ett huvudkontor och ett fast driftställe. 
Då Sverige inte implementerat någon ny lagstiftning och domstolarna inte slagit fast någon 
ny rättspraxis gällande fördelning av vinster till fasta driftställen är det inte sannolikt att nya 
koncept som framgår av den godkända OECDtolkningen kommer att bli åhörda i Sverige 
för närvarande. För att vara i linje med den godkända OECDtolkningen skulle Sverige be-
höva introducera ny lagstiftning på området. 

Vi rekommenderar att Sverige implementerar ny lagstiftning baserad på den godkända 
OECDtolkningen. Om Sverige skulle välja att implementera vårt föreslagna tillägg i lag-
stiftningen skulle det bidra till en mer konsekvent behandling av fasta driftställen och en 
nödvändig säkerhet för bolag avseende beskattningen av fasta driftställen. 
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Definitions 
Associated Enterprise  Two enterprises are associated enterprises 

with respect to each other if one of the 
enterprises meets the conditions in Article 
9(1)(a) or (b) of the Model Tax Conve-
netion with respect to the other enter-
prise5 

Controlled transactions  Transactions between associated enter-
prises6 

Dependent enterprises   Associated enterprises 

Home State  The State where a head office is resident 

Host State  The State where a permanent establish-
ment is situated 

Independent enterprises Two enterprises are independent with 
each other if they are not associated en-
terprises with each other7 

Residence State  See home State 

Source State  See host State 

Uncontrolled transactions Transactions between independent enter-
prises8 

 

                                                 
5 Transfer Pricing Guidelines, OECD, 1995, Glossary.  
6 Ibid. 
7 Ibid.  
8 Ibid.  
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1 Introduction 

1.1 Purpose 
The purpose of this thesis is to analyse whether Swedish legislation and practice are in tune 
with the OECD December 2006 report on the attribution of profits to permanent estab-
lishments (December 2006 report). How to attribute business profits to a permanent estab-
lishment (PE) is laid down in Article 7 of the OECD Model Tax Convention on Income 
and on Capital (Model Tax Convention). The newly presented report lays down the current 
approach on how Contracting States should interpret Article 7. We will base our thesis on 
this Report and in order to familiarize the reader on the subject we will present an overview 
on the historical development of the Article. 

For the purpose of this thesis the existence of a PE is assumed. Only a brief description on 
how a PE arises will therefore be presented. This is done in the light of Article 5 of the 
Model Tax Convention.  

Our topic will be discussed by reference to the authorised OECD approach and the do-
mestic legislation of Sweden. In the analysis we will present discrepancies between the 
authorised OECD approach and the current Swedish approach.  

Conclusions will be drawn on what changes Sweden will have to present in order to con-
form to the authorised OECD approach generally applicable to the attribution of profits to 
PEs.  

1.2 Delimitations 
Transfer pricing is a gigantic topic and in order to write a sensible and in depth thesis our 
research area and scope has been limited. 

The attribution of profits to PEs of banking, insurance, and finance sectors will be ex-
cluded and no aspects or problems regarding subsidiaries will be discussed. 

Furthermore, we have chosen not to analyse the attribution of profits to agent PEs.  

1.3 Methodology 
To determine the attribution of profits in accordance with the authorised OECD approach 
we will rely on the December 2006 report. OECD material is generally not recognized as 
binding law in the Contracting States,9 but can be described as “soft law” which has a mor-
ally binding force on the States.10 The material is of some legal relevance in the sense that it 
may develop into law or give rise to political obligations.11 The OECD material is created 
by official representatives from each Contracting State and can therefore be said to repre-
sent an international legislative ambition.  

                                                 
9 Unless implemented under current domestic legislation. 
10 Tax Treaty Monitor, IBFD, 2006, page 99-100.  
11 Ibid, page 99. 
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In the parts relevant to the determination of attributable profits to PEs the traditional ju-
ridical method will be used to establish the current legal status. We will examine relevant 
laws, preparatory work, case law, regulations and doctrine.  

We have conducted a comparative analysis between the authorised OECD approach and 
the current Swedish approach on the attribution of profits to PEs in order to detect possi-
ble discrepancies. 

1.4 Outline  
In the following chapter, two, a definition of a PE and the characteristics thereof will be 
presented. Since for the purpose of this thesis a PE is assumed no in-depth presentation 
will be provided. 

The third chapter will present the difference between allocating profits in accordance with 
either a formulary apportionment system or a separate accounts system. The December 
2006 report relies on the latter however, it feels necessary to familiarize the reader on both 
systems so as to understand the reasoning behind the approach of the OECD. 

In the fourth chapter the current wording of Article 7 will be presented and the way the 
Article is to be interpreted, according to the Commentary as it read in April 2007, will be 
laid down. Furthermore, the relation between Article 7 and other relevant Articles of the 
Model Tax Convention will be touched upon. 

Chapter five will provide an overview on the development of Article 7 pre the December 
2006 report. 

In chapter six the reasoning behind the December 2006 report and the purpose this report 
aims to fulfil will be presented. No thorough analysis of the report is done in this chapter. 

The seventh chapter will give a more in-depth presentation on the relevant matters of Part 
I of the December 2006 report. Since the scope of this thesis is limited to the first part the 
remaining three parts will be regarded only when Part I makes a reference to these.   

Chapter eight lays down the Swedish approach on the attribution of profits to PEs. Sweden 
does not provide much guidance on the topic and mainly case law is relied upon. 

In the ninth chapter an analysis of the December 2006 report is presented. The authorised 
OECD approach will be compared to the Swedish approach on the attribution of profits to 
PEs. In addition, the report will be criticized in the areas where such criticism seems justi-
fied. 

The last chapter, ten, is a conclusion on what Sweden ought to do in order to conform to 
the December 2006 report.  
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2 A Permanent Establishment and the Characteristics 
of a Permanent Establishment 
A multinational enterprise (MNE) can operate in another State through a subsidiary or a 
PE. Article 5 of the Model Tax Convention is used to determining if the activities carried 
out in that other State are made through a PE.12 

The purpose of establishing the existence of a PE is to determine the right of a Contracting 
State to tax an enterprise that is a resident of another Contracting State.13 In order to de-
termine a proper amount of taxable income related to each State, the enterprise’s profit 
needs to be attributed between different parts of the enterprise.14  

The first paragraph of Article 5 provides a general definition of a PE. It refers to a PE as 
being a permanent place of business in which the enterprise’s dealings are wholly or partly 
carried out.15 Examples of characteristics which are decisice in order for a business to be 
considered a PE are material presence, time period, “fixed place of business”, geographical 
and commercial coherence. A “fixed place of business” does not necessarily mean that ac-
tivities are carried out from one specific location. Even if the location changes a place of 
business can be considered “fixed” as long as there is a “commercial coherence”.16    

In addition, the business must have some permanency to be considered a PE. However, 
the permanency requirement can be fulfilled even if a PE exists only during a short period 
of time although, it requires that the business as such makes the PE short-lived.17 Gener-
ally, a time period of six months is required for a business to be considered as being per-
manent. If a PE conducts business during several shorter time periods these can be 
summed up, even if they have taken place in different years.18 

In a case where an enterprise does not keep a “fixed place of business” in another Con-
tracting State but leases or rents out facilities with industrial, commercial or scientific 
equipment, the facility or equipment does not constitute a PE.19 Furthermore, it is con-
cluded that a PE does not exist when the work performed is of a preparatory or auxiliary 
nature, even though a “fixed place of business” does exist.20 

 

 

 

 

                                                 
12 Model Tax Convention on Income and on Capital, OECD, 2003, Commentary on Article 5, paragraph 1, 

page 85. 
13 Ibid, Commentary on Article 5, paragraph 1, page 85. 
14 Ibid, Commentary on Article 7, paragraph 1, page 129. 
15 Ibid, Commentary on Article 5, paragraph 2, page 85. 
16 Ibid, Commentary on Article 5, paragraph 5, page 87 and paragraph 5.3, page 88. 
17 Ibid, Commentary on Article 5, paragraph 6, page 88. 
18 Ibid, Commentary on Article 5, paragraph 6, page 89. 
19 Ibid, Commentary on Article 5, paragraph 8. pages 89-90. 
20 Ibid, Commentary on Article 5, paragraph 24, page 94. 
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3 Transfer Pricing and the Allocation of Profits 

3.1 Definition 
Transfer pricing is the establishment of a price concerning goods or services that are trans-
ferred or provided between associated enterprises.21 For tax purposes transfer pricing is the 
attribution of profits or losses between associated enterprises derived from transactions be-
tween those enterprises.22 Since a PE is not in fact a distinct and separate enterprise and 
therefore unable to engage in legally binding contracts, the phrase “transactions between 
associated enterprises” cannot be used. In a PE context the hypothesised equivalent of 
“transactions between associated enterprises” is instead referred to as “dealings between a 
PE and other parts of the same enterprise”.23  

3.2 Systems of Allocating Profit  
An allocation of profits, between associated enterprises or parts of the same enterprise, can 
be based either on a formulary apportionment system or on transfer pricing, where transac-
tions shall be made at arm’s length.24  

The formulary apportionment system is based on consolidated accounting records which 
only require one unified account. This system is adhered to under Article 7(4) of the Model 
Tax Convention.25 The results of the entire enterprise are taken into consideration and the 
profit, if any, is split among the parts of the enterprise in accordance with a predetermined 
formula.26 The profit is divided in relation to a certain feature, such as assets, costs, salaries 
or sales. In order not to create a double or less than single taxation situation the Contract-
ing States would have to apply the same formula for profit apportionment and the same 
accounting method to calculate the profits.27 If the Contracting States would fail to reach 
such an agreement or if some States were not to agree on an application of a formulary ap-
portionment system at all, MNEs would have to calculate their profits by using either dif-
ferent formulas or two entirely different systems.28 

If the arm’s length principle is applied the attribution of profits is to be based on separate 
accounts.29 The arm’s length principle is expressed in Article 7(2) and in Article 9 of the 
Model Tax Convention. The OECD acknowledges the difficulty in protecting against dou-
ble or less than single taxation if the profit attribution is dependent on one consolidated 
account. Therefore they support the separate accounts system and the fact that an arm’s 
length price shall govern transactions between associated enterprises.30 A positive outcome 
of the separate accounts system is that current market conditions are adhered to. By relying 
on separate accounts for determining the profits of an enterprise economies of scale are 
taken into account. This means that geographical differences, individual characteristicts and 
                                                 
21 TP Guidelines, OECD, 1995, paragraph 1.2. 
22 R. Feinschreiber “Practical Aspects of Transfer Pricing”, 2001, paragraph 2-1. 
23 Report on the Attribution of Profits to PEs, OECD, December, 2006, paragraph 17, page 14. 
24 TP Guidelines, OECD, 1995, paragraph 3.58.  
25 For further reading see subchapter 4.2. 
26 TP Guidelines, OECD, 1995, paragraph 3.59. 
27 Ibid, paragraph 3.69. 
28 Ibid, paragraph 3.66. 
29 Ibid, paragraph 3.61. 
30 Model Tax Convention on Income and on Capital – condensed version, OECD, 2005, Article 9 and Article 

7(2) and TP Guidelines, OECD, 1995, paragraph 3.74. 
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specific factors related to one part or the other are considered when determining the 
amount of attributable profit.31 

Within the application of the arm’s length principle there are two approaches towards the 
treatment of PEs. For some time a major issue concerning transfer pricing has been how to 
view a PE. It is essential that the Contracting States adopt the same approach so as to en-
sure a consistent treatment of an enterprise’s profits. A PE can for tax purposes be treated 
as either a functionally separate entity or a relevant business activity.32 To establish a func-
tional separate entity all assets and risks attributable to the PE must be defined. This is 
done by a two-step analysis in which the first step attributes assets and risks and the second 
divides the profits. A newly introduced “significant people function” plays a pivotal role in 
this analysis.  

In the December 2006 report the OECD together with the Contracting States presented a 
common view on what approach should govern the attribution of profits to PEs. They 
agreed to consider a PE as a functionally separate entity.33 Consequently, a PE shall be at-
tributed the amount of profit that it would have earned at arm’s length if it was a distinct 
and separate enterprise performing the same or similar functions under the same or similar 
conditions.34 This is laid down in Article 7(2) of the Model Tax Convention, although a 
more thorough explanation of the arm’s length principle is given in Article 9 thereof with 
regards to associated enterprises. It is recognised by the OECD that when determining an 
arm’s length price to dealings between parts of the same enterprise Article 9 shall be inter-
preted by analogy.35 

If a PE is attributed profits on the basis of the “relevant business activity”, the profits de-
rived from activities in which a PE participates are those attributed to it.36 The term “rele-
vant business activity” is not directly supported in Article 7 of the Model Tax Convention. 
Despite this some Contracting States apply this way of attributing profits on the ground 
that it has been customary to do so. The view has arisen from the interpretation of the 
wording “profits of an enterprise” which is laid down in the first paragraph of the Article.37  

 

 

 

 

 

 

 

 

                                                 
31 TP Guidelines, OECD, 1995, paragraph 3.71. 
32 Report on the Attribution of Profits to PEs, OECD, December, 2006, paragraph 8, page 12. 
33 Ibid, paragraph 9, page 12.  
34 Ibid, paragraph 10, page 12.  
35 Ibid, paragraph 82, page 27. 
36 Ibid, paragraph 61, page 23.  
37 Ibid, paragraph 61, page 23. 
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4 Article 7 

4.1 Current Wording of Article 7 
”1. The profits of an enterprise of a Contracting State shall be taxable only in that State unless the enter-
prise carries on business in the other Contracting State through a permanent establishment situated therein. 
If the enterprise carries on business as aforesaid, the profits of the enterprise may be taxed in the other State 
but only so much of them as is attributable to that permanent establishment.  

2. Subject to the provision of paragraph 3, where an enterprise of a Contracting State carries on business in 
the other Contracting State through a permanent establishment situated therein, there shall in each Con-
tracting State be attributed to that permanent establishment the profits which it might be expected to make 
if it were a distinct and separate enterprise engaged in the same or similar activities under the same or simi-
lar conditions and dealing wholly independently with the enterprise of which it is a permanent establishment. 

3. In determining the profits of a permanent establishment, there shall be allowed as deductions expenses 
which are incurred for the purposes of the permanent establishment, including executive and general adminis-
trative expenses so incurred, whether in the State in which the permanent establishment is situated or else-
where. 

4. Insofar as it has been customary in a Contracting State to determine the profits to be attributed to a 
permanent establishment on the basis of an apportionment of the total profits of the enterprise to its various 
parts, nothing in paragraph 2 shall preclude that Contracting State from determining the profits to be taxed 
by such and apportionment as may be customary; the method of apportionment adopted shall, however, be 
such that the result be in accordance with the principles contained in this Article. 

5. No profits shall be attributed to a permanent establishment by reason of the mere purchase by that per-
manent establishment of goods or merchandise for the enterprise. 

6. For the purpose of the preceding paragraph, the profits to be attributed to the permanent establishment 
shall be determined by the same method year by year unless there is a good and sufficient reason to the con-
trary. 

7. Where profits include items of income which are dealt with separately in other Articles of this Conven-
tion, then the provisions of those Articles shall not be affected by the provisions of this Article.”38 

4.2 Interpreting Article 7 
The interpretation of Article 7 is based on the new revised Commentary released on April 
10th 2007. Since differences occur between the conclusions of the December 2006 report 
and the previous commentary on Article 7, this revised version has been amended only to 
the extent it does not conflict with the previous commentary.39  

Previously, in the 1963 Draft Convention and the 1977 Model Convention the definition of 
dividend, interest and royalty were specifically exempted from the scope of Article 7, in-
stead these were dealt with under special Articles of the Model Tax Convention. For the 

                                                 
38 Model Tax Convention on Income and on Capital – condensed version, OECD, 2005, Article 7. 
39 Revised Commentary on Article 7 of the OECD Model Tax Convention, April, 2007, Preliminary remarks, 

paragraph 7, page 4. 
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purpose of attributing profits between a head office and a PE these are now referred to as 
business profits, thus governed by Article 7.40 

Paragraph 1 

Article 7 of the Model Tax Convention deals with the attribution of business profits to a 
PE. The first paragraph contains two requirements which need to be fulfilled in order for a 
Contracting State to gain taxation rights over profits not derived from an enterprise resi-
dent therein.41 An enterprise of one State, carrying on business in another State, is only 
subject to taxation in that other State if its activities are carried out through a PE situated 
therein. This indicates that the criteria for being a PE as laid down in Article 5 of the 
Model Tax Convention need to be fulfilled. In this respect Article 7 can be seen as a con-
tinuation of Article 5.42  

The first paragraph of Article 7 provides a right for taxation authorities to tax the “profits 
of an enterprise”. Since a PE does not constitute an enterprise of its own this could be in-
terpreted so as to grant a host State the right to impose tax on the entire enterprise’s 
profit.43  

However, the second requirement is to ensure that only so much of the profits that derive 
from activities carried out through a PE are subject to taxation in the State where it is situ-
ated. This may result in profits being attributed to a PE despite the fact that the enterprise 
as a whole has not made any profit.44 Unless other Articles of the Model Tax Convention 
provide otherwise, each activity shall be regarded on its own when determining whether or 
not the profits thereof is derived through a PE.45 Profits that are properly attributed to a 
PE shall not be subject to taxation in the State where the enterprise is established, since this 
may lead to double taxation.46 

Paragraph 2 

In paragraph two the grounds on which profits should be attributed to a permanent estab-
lishment is laid down.47 The profits that a PE would have made if it, instead of trading with 
a part of the same enterprise, had traded with an independent enterprise on the open mar-
ket are to be taken into account48  

Furthermore, this paragraph emphasises the importance of defining a PE as a distinct and 
separate enterprise dealing wholly independently with other parties of the enterprise.49  

Paragraph 3  

The third paragraph corresponds to the requirements set out in the second paragraph of 
Article 7, only it focuses on incurred expenses. This results in the actual determination of 

                                                 
40 Revised Commentary on Article 7 of the OECD Model Tax Convention, April, 2007, Commentary on 7(7) 

paragraph 58, page 17. 
41 Ibid, Commentary on 7(1) paragraph 9, page 5.  
42 Ibid, Preliminary remarks, paragraph 1, page 3. 
43 Ibid, Commentary on 7(1), paragraph 11, page 6. 
44 Ibid, Commentary on 7(1), paragraph 11, page 6. 
45 Ibid, Commentary on 7(1) paragraph 10, page 5. 
46 Ibid, Commentary on 7(1) paragraph 12, page 6. 
47 Ibid, Commentary on 7(2) paragraph 14, page 6. 
48 Ibid. 
49 Ibid, Commentary on 7(2) paragraph 16, page 7. 
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which profits that are attributable to a PE.50 So much of the expenses that are proportion-
ate to the profits derived from a PE may be assumed to originate from the same.51 If for 
example 20 percent of the entire enterprise’s profit is to be attributed to a PE it will be as-
sumed that 20 percent of the total expenses incurred derive from the PE as well. Further-
more, the expenses which are incurred to fulfil the purposes of the PE are to be consid-
ered.52 In order to determine who has the right to deduct an expense from its taxable in-
come no regard needs to be taken to whether the responsibility of reimbursement lies with 
the head office or the PE.53 The scope of paragraph three only covers the actual division of 
expenses, the deductibility of attributed expenses is therefore subject to conditions under 
domestic law.54  

Paragraph 4 

Paragraph four acknowledges cases where the amount of profit attributable to a PE is de-
termined by way of customary in the State where the PE is situated.55 It is an expression of 
the formulary apportionment rule described in subchapter 3.2. It gives the Contracting 
States a possibility to rely on various formula in order to establish how much of the enter-
prise’s total profit that is to be attributed to a PE.56 Instead of contemplating an attribution 
of profits by looking at the separate accounts of the parts of an enterprise, one attributes a 
proportionate amount of the entire enterprise’s profit based on a consolidated account.57 
There are three main categories to look upon when determining the proportion of profits 
to be attributed. The first is based on turnover or commission, the second focuses on 
wages and the third on a proportion of the total working capital related to each part of the 
enterprise. Even though it is possible for Contracting States to rely on such customary 
methods when determining the amount of profit relevant to each part, the amount shall be 
reflected by arm’s length prices.58 Notably, this paragraph expresses the possible use of a 
modified formulary apportionment method to determine the attribution of profits to a PE.  

Paragraph 5 

The main objective of paragraph five is to clarify that an activity of mere purchasing carried 
on by a part of an enterprise is not an activity that gives rise to business profits (or losses).59 
Since the purchase as such does not result in any profit, none can be attributed on behalf 
of such activity.60 It is important to note that this paragraph only concerns cases where 
purchasing is made on behalf of a head office and in addition to other activities carried out 
by a PE.61 It does not include cases where a business is established only for purchasing. 
Such a constellation does not constitute a PE and the Article as such is not applicable.62  

 
                                                 
50 Revised Commentary on Article 7 of the OECD Model Tax Convention, April, 2007, Commentary on 7(3) 

paragraph 23, page 9. 
51 Ibid. 
52 Ibid. 
53 Ibid. 
54 Ibid, Commentary on 7(3) paragraph 26, page 9. 
55 Ibid, Commentary on 7(4) paragraph 47, page 14. 
56 Ibid. 
57 Ibid, Commentary on 7(4) paragraph 49, page 15. 
58 Ibid, Commentary on 7(4) paragraph 47, page 14. 
59 Ibid, Commentary on 7(5) paragraph 51, page 15. 
60 Ibid. 
61 Ibid, Commentary on 7(5) paragraph 52, page 15. 
62 Ibid. 
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Paragraph 6 

In the sixth paragraph the principle of certainty comes into play. It is vital for an enterprise 
that wishes to establish a PE in another State, to be certain about the tax treatment of their 
foreign part in order to measure the profits and losses accompanied with such an estab-
lishment. This paragraph is to assure continuousness and consistency in the tax treatment. 
It States that a method once used to attribute profits to a PE shall not be changed unless 
the use of some other method enables a more preferable result. Hence, the same method is 
to be used from one year to another.63  

Paragraph 7  

Paragraph seven provides for a clarification concerning what profits that are to be regarded 
when applying this Article.64 The term “profit” has not been defined in the Model Tax 
Convention and it should be noted that it is to be given a broad meaning, including all in-
come derived from the carrying on of a business.65 With regard to this, the seventh para-
graph States that Articles in the Convention which deal with profits arising from a more 
specific category of income should be given precedence, unless specifically exempted by a 
provision in the Article.66 Though, in cases where the tax treatment is the same irrespective 
of whether one applies Article 7 or a special Article, this question is of little relevance.67  

4.3 The Interaction Between Article 7 and Articles 23, 24 and 
25 of the Model Tax Convention 

4.3.1 General 
There are currently more than one way in which Contracting States interpret Article 7. This 
may lead to double, or less than single, taxation.68 In order for an enterprise not to be sub-
ject to double taxation and in order to ensure each involved jurisdiction with a proper 
amount of taxable profit Article 23 of the Model Tax Convention provides for two meth-
ods. Which one of these that should apply to the relevant transaction is laid down in the bi-
lateral income tax treaties concluded between two Contracting States..69 

4.3.2 Article 23 - Credit versus Exempt 
To ensure that the States receive a proper foundation for taxation as well as to relieve 
MNEs from international juridical double taxation either the tax credit or the exemption 
method can be applied.70 By international juridical double taxation is meant that a profit of 
an enterprise is subject to taxation in more than one State during the same taxable year.71 

                                                 
63 Revised Commentary on Article 7 of the OECD Model Tax Convention, April, 2007, Commentary on 7(6) 

paragraph 53, page 16. 
64 Ibid, Commentary on 7(7) paragraph 57, page 16. 
65 Ibid, Commentary on 7(7) paragraph 54, page 16. 
66 Ibid, Commentary on 7(7) paragraphs 56-57, page 16. 
67 Ibid, Commentary on 7(7) paragraph 56, page 16. 
68 Ibid, Preface, paragraph 2, page 8. 
69 Lodin et al, Inkomstskatt – en läro- och handbook i skatterätt, 2007, page 559. 
70 Mattsson Nils, Svensk Internationell beskattningsrätt, 2000, page 169. 
71 Dahlberg Mattias, Internationell Beskattning - en lärobok, 2005, page 21. 
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The use of a tax credit method means that a person or enterprise is taxed not only on in-
come derived from the “Residence State” but also on the income derived from the “Source 
State”.72 The “Source State” imposes tax on the income attributable to activities carried out 
by a PE situated in that State. To avoid a double taxation situation the enterprise as a whole 
is permitted to deduct the tax paid in the “Source State” from the tax calculated on the 
overall income of the enterprise. The income tax assessment of the entire enterprise is 
based on the domestic legislation in the “Residence State”. There are two ways of applying 
the tax credit method. The first is referred to as ordinary credit and it allows for a maxi-
mum deduction equal to the amount that the “Residence State” would tax on a PE in-
come.73 The second is called full credit and it permits an enterprise to deduct its foreign 
paid tax even if it exceeds the tax that would have been imposed on a similar income in the 
“Resident State”.74 The ordinary tax credit method is in principle the same method as is 
used in the Swedish domestic regulations regarding international taxation.75 

According to the exemption method income are only taxable in the State that is given the 
right to impose tax in accordance with a bilateral income tax treaty. If a part of an enter-
prise of a “Resident State” has accrued income that is taxable in the “Source State” the 
“Residence State” is to exempt such income from taxation.76 Where different but still cor-
rect interpretations of the Model Tax Convention leads to “double non-taxation” situa-
tions, the bilateral treaties grant an exception to the exemption rule.77 For income such as 
dividends and interest the “Resident State” may grant ordinary tax credit instead of exemp-
tion.78 A double non-taxation situation occurs when an income is subject to taxation nei-
ther in the State where it is derived nor in the State where the enterprise is resident.  

There are two ways in which an income may be exempted from taxation either by full ex-
emption or by exemption with progression.79 Full exemption means that all income attrib-
utable to a PE are exempted from taxation in the “resident State”.80 The exemption with 
progression method still allows the income to be exempted from taxation although it pro-
vides the State of residence with a possibility to include the “source income” when calculat-
ing the taxation rate.81 The difference in the ways of applying the exemption method is only 
relevant in situations where the “resident State” has a progressive tax rate. In Sweden a flat 
corporate tax rate is applied thus, the diffenence is not important.82 The OECD supports 
the exemption with progression method.83 

                                                 
72 Lodin et al Inkomstskatt – en läro- och handbook i skatterätt, 2007, page 559. 
73 Model Tax Convention on Income and on Capital – condensed version, OECD, 2005, Article 23 B, para-

graph 1 and Mattsson Nils, Svensk Internationell beskattningsrätt, 2000, page 170. 
74 Ibid, Article 23 B, paragraph 2 and Mattsson Nils, Svensk Internationell beskattningsrätt, 2000, page 170. 
75 See Model Tax Convention on Income and on Capital – condensed version, OECD, 2005, Article 23 B, 

paragraph 1 and Foreign Tax Credit Act (1986:486) and Lodin et al Inkomstskatt – en läro- och handbook i 
skatterätt, 2007, page 559. 

76 Model Tax Convention on Income and on Capital – condensed version, OECD, 2005, Article 23 A, para-
graph 1. 

77 Ibid, Article 23 A, paragraph 4. 
78 Ibid, Article 23 A, paragraph 2. 
79 Mattsson Nils, Svensk Internationell beskattningsrätt, 2000, page 169. 
80 Dahlberg Mattias, Internationell Beskattning – en lärobok, 2005, page 187. 
81 Ibid. 
82 Model Tax Convention on Income and on Capital – condensed version, OECD, 2005, Article 23 A, para-

graph 3 and Mattsson Nils, Svensk Internationell beskattningsrätt, 2000, page 169. 
83 Model Tax Convention on Income and on Capital – condensed version, OECD, 2005, Article 23 A, para-

graph 3. 
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4.3.3 Article 24 – Non-Discrimination 
The non-discrimination clause guarantees that all enterprises of a first Contracting State are 
not subject to any more burdensome set of rules or more onerous taxation in relation to 
enterprises resident in a second Contracting State.84 PEs of an enterprise residing in the 
first Contracting Sate situated in the second Contracting State shall not be subject to 
harsher taxation than other enterprises engaged in the same activities operating in that 
State. 85 Payments in the form of royalties, interest or such are excluded from the provi-
sions of this Article and are dealt with under separate articles. For PEs such payments are 
included in the business profits thus, governed by Article 7. Other payments made from an 
enterprise in one Contracting State to a resident in a another Contracting Sate shall in the 
calculation of taxable profits be deductible in the same way as would have been the case if 
it had been paid to a resident of the first Contracting State.86 

4.3.4 Article 25 – Mutual Agreement Procedure 
If an enterprise considers itself being treated unfairly in either one or both Contracting 
States where it operates and if the unjust treatment will produce a result not in line with the 
provisions of the applicable income tax treaty the enterprise may call for a mutual agree-
ment procedure. A mutual agreement procedure (MAP) means that the authorities of the 
States involved consult each other to try and solve the issue and reach a satisfying result.87 
The competent authorities of one State must take actions if they cannot resolve the unjust 
taxation together with the competent authorities of the other Contracting State. The au-
thorities may further act in coherence to resolve any possible problems arising from the in-
terpretation of the bilateral income tax treaty.88 They may communicate directly with each 
other or through a joint commission in order to resolve any disputes as Stated in the Arti-
cle.89 An enterprise is entitled to a mutual agreement procedure irrelevant of the possibili-
ties supplied to it under domestic law. The mutual agreement procedure may take place ir-
relevant of any domestic time limitations.90 Although it shall be presented within three 
years from the time when the action has taken place.91  

 

 

 

 

 

                                                 
84 Model Tax Convention on Income and on Capital – condensed version, OECD, 2005, Article 25, para-

graph 1. 
85 Ibid, Article25, paragraph 3. 
86 Ibid, Article 24, paragraph 4. 
87 Ibid, Article 25, paragraph 2. 
88 Ibid, Article 25, paragraph 3. 
89 Ibid, Article 25, paragraph 4. 
90 Ibid, Article 25, paragraph 2. 
91 Ibid, Article 25, paragraph 1. 
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5 The Historical Development of Article 7 - Pre the 
December 2006 Report 

5.1 General 
Problems surrounding the taxation of PEs were first dealt with by the League of Nations in 
the 1920s. Today recommendations, on how to treat a PE for tax purposes, are found in 
Article 7 of the OECD Model Tax Convention on Income and on Capital92. During the 
years both the wording and the interpretation of the Article have been revised to meet up 
with current trends on cross-border transactions within an enterprise.93 In the following 
subchapters an overview of the historical development of Article 7 will be presented.  

5.2 1927 League of Nations Draft 
In the middle of the 1920s, a principle of apportionment of income based on its source was 
established.94 The principle was laid down in Article 5 of the 1927 League of Nations’ 
Draft95. In the first paragraph of this Article it was Stated that an income was only taxable 
in another State if it is derived from a PE situated therein. The Article recommended that 
parts of an enterprise was to be treated as completely separate from each other and not as 
parts of the same enterprise. Furthermore, as was laid down in the fourth paragraph the 
amount of income attributable to each party was to be established on the basis of separate 
accounts. In the lack of accounts the competent authorities of the States concerned had to 
agree on what rules should govern the apportionment of the relevant income.96  

No guidance was given by the League of Nations as to the way in which the income was to 
be determined.97  

5.3 1933 League of Nations Draft Convention 
In 1933 the League of Nations released a Draft Convention.98 The main thought was still 
to base the assessment on separate accounts. If the accounts did not express an arm’s 
length result the taxation authorities could make necessary adjustments. The question of 
taxation was left to the competent authorities of the host State.99 

It was concluded that in order for an income to be taxable in the State where an enterprise 
carried on business through a PE, it had to be derived from a source therein.100 The home 

                                                 
92 Model Tax Convention on Income and on Capital, Articles of the Model Convention with respect to taxes    

on income and on capital, OECD, July, 2005. 
93 Russo Raffaele, The Attribution of Profits to PEs; The taxation of intra-company dealings, 2005, page 5. 
94 Ibid. 
95 Draft Bilateral Convention for the Prevention of Double Taxation in the Special Matter of Direct Taxes 

dealing with income and property taxes, League of Nations, 1927. 
96 Russo Raffaele, The Attribution of Profits to PEs; The taxation of intra-company dealings, page 5. 
97 Ibid, page 6. 
98 Draft Convention on the Allocation of Business Income Between States for the Purpose of Taxation, 

League of Nations, 1933, (League of Nations Convention). 
99 Russo Raffaele, The Attribution of Profits to PEs; The taxation of intra-company dealings, 2005, page 8. 
100 Ibid, page 10. 
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State was given a possibility to add a provision where it required the host State to grant tax 
relief on the tax paid on the PE income, so as to avoid double taxation.101  

Business profits were defined and it was Stated that income from loans, rents or royalties 
were to be included in such definition and that they should be taxed either separately or to-
gether with other business income.102  

In addition, it was laid down that a PE was to be treated in the same way as an independent 
enterprise operating under the same or similar conditions.103  

5.4 The London and Mexico Conventions 
In the 1940s Model Conventions were presented in both London and Mexico.104 These 
dealt with the concept of separate accounts and recognised the importance of deducting 
expenses related to activities carried out by a PE. A proportion of the entire enterprise’s 
expenses was to be deducted from the gross income of the PE in order to receive a fair net 
income value. Additionally, if adjustments were made in the accounts of a PE correspond-
ing adjustments had to be made in the accounts of the head office.105  

By looking at a separate account of the PE one could refer to it as distinct and separate 
from the other parts of the enterprise. Thus, when establishing the taxable income of a PE, 
the assessment was to be based on the results of that particular PE. No regards was to be 
taken to the result of the enterprise as a whole.106 

5.5 The 1963 OEEC Model Convention 
In order to avoid double taxation situations the Organisation for European Economic Co-
operation (OEEC) identified an increasing need for its Contracting States to conclude bi-
lateral model conventions. For this purpose the OEEC found it necessary to decide upon 
common interpretations, definitions, methods, rules and principles that could be used as 
guidance when the States concluded their bilateral treaties107 In 1956 the Fiscal Committee 
began to develop a Model Convention that would apply equally to all Contracting States. 
Their final report was presented in 1963 and adopted by the OECD that same year.108 The 
relevant provision on the attribution of profits to PEs was laid down in Article 7 of the 
1963 OECD Draft Convention109. The approach of the OEEC had been to treat a PE as 
dealing quite independently with other parts of the same enterprise. The meaning given in 

                                                 
101 Russo Raffaele, The Attribution of Profits to PEs; The taxation of intra-company dealings, 2005, page 7. 
102 Ibid, page 9. 
103 League of Nations Draft Convention, 1933, Article 3. 
104 Model Bilateral Convention for the Prevention of the Double Taxation of Income and Property, Mexico,       

1943 and London, 1946. 
105 Russo Raffaele, The Attribution of Profits to PEs; The taxation of intra-company dealings, 2005, page 10. 
106 Ibid. 
107 Model Tax Convention on Income and on Capital – condensed version, OECD, 2005, paragraph 5. 
108 Ibid, paragraph 6. The OEEC had resigned in favour of OECD in 1961 thus, the adoption of the report 

was made by the latter.   
109 Draft Double Taxation Convention on Income and on Capital, OECD, 1963. 
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Article 7, however, was to consider a PE as dealing wholly independently.110 This wording 
of Article 7 is very similar to how it looks today.111  

The assessment was still to be based on separate accounts, the arm’s length principle was to 
be applied to dealings made within an enterprise and the possibility for taxation authorities 
to make necessary adjustments was applicable. It was acknowledged that a transaction not 
performed at arm’s length could mean that money were indirectly transferred from one 
State to another. Consequently, this could give rise to tax advantages since the profit might 
be taxed less heavy in that other country.112 

5.6 The 1977 Model Tax Convention 
During time the Contracting States gained further experience in the negotiation procedure 
and in the practical application of bilateral conventions. This urged for a revision of the 
preceding Convention.113 In 1977 a new Model Tax Convention on income and on capital 
was released.114 

An addition had been made to the wording of the second paragraph of Article 7 stating 
that the provisions therein had to apply “...subject to the provisions of paragraph 3”.115 
Paragraph three considered the expenses relating to a PE. The OECD made it clear that 
deduction of expenses attributable to a PE was allowed even though the responsibility of 
those expenses was borne by the head office.116 Furthermore, the host State was given a 
right to impose tax on profits made from a transfer of assets between a head office and a 
PE.117  

5.7 The 1992 Loose-Leaf Model Convention 
In order to adapt the Model Convention to current market conditions it was decided by the 
Committee on Fiscal Affairs (CFA)118,in 1991 to let the Convention be subjected to peri-
odic and timely updates instead of waiting for a complete revision.119 The approach by the 
CFA involved taking inputs of non-Member countries, international organisations and oth-
ers, into account when revising the Convention.120 The first publication of this so called 
loose-leaf Model Convention was presented in 1992.121 As regards Article 7 no relevant 
changes were made between the 1977 and the 1992 Model Conventions.122 

                                                 
110 Russo Raffaele, The Attribution of Profits to PEs; The taxation of intra-company dealings, 2005, page 11. 
111 Compare Article 7 of the 1963 OECD Draft Convention and Article 7 of the 2003 OECD Model Tax 

Convention. 
112 Russo Raffaele, The Attribution of Profits to PEs; The taxation of intra-company dealings, 2005, page 12. 
113 Model Tax Convention on Income and on Capital, Articles of the Model Convention with respect to taxes    

on income and on capital, OECD, July, 2005, paragraph 7, page 8. 
114 Model Double Taxation Convention on Income and on Capital, OECD, 1977. 
115 Russo Raffaele, The Attribution of Profits to PEs; The taxation of intra-company dealings, 2005, page 13. 
116 Ibid, page 14. 
117 Ibid, page 13. 
118 The Fiscal Committee was renamed as the Committee on Fiscal Affairs in 1971. The latter presented the 

new Model Convention in 1977. 
119 Model Tax Convention on Income and on Capital, Articles of the Model Convention With Respect to 

Taxes on Income and on Capital OECD, July, 2005, paragraph 9, page 9. 
120 Ibid, paragraph 10, page 9. 
121 Model Tax Convention on Income and on Capital, OECD, Paris, 1992. 
122 Russo Raffaele, The Attribution of Profits to PEs; The taxation of intra-company dealings, 2005, page 14. 
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5.8 The OECD 1994 Report 
A Report on the attribution of income to PEs was presented by the OECD in 1994.123 Sev-
eral changes were proposed to the Commentary on Article 7. It was recognised that the 
Commentary needed clarification and the questions dealt with were how to tax profits not 
yet realised and how to handle the uncertainty in tax treatment regarding undertakings be-
tween parts of the same enterprise.124 There were no relevant changes made to the Com-
mentary on the Article due to the release of the 1994 report although the proposed changes 
were reflected in the amendements made at a later stage;125 the 2003 Model Tax Conven-
tion.126 

5.9 The 1995 Transfer Pricing Guidelines 
In 1995 the OECD presented its Transfer Pricing Guidelines (OECD TP Guidelines).127 
The OECD TP Guidelines were issued to facilitate the application of the arm’s length 
principle.128 The formulary apportionment, which had been approved up until now, was re-
jected in the OECD TP Guidelines as a means of attributing profits to a PE.129 Instead 
methods on how to calculate a price at arm’s length were presented.130 The different meth-
ods used by the OECD are discussed in further detail in subchapter 7.3. 

5.10 The 2001 Discussion Draft 
Despite the report on how to attribute profits, released by the OECD in 1994, Contracting 
States still interpreted Article 7 in various ways. In order to address the problem it was nec-
essary for the States to agree on a common interpretation and a consistent application of 
the Article.131 In 2001 a discussion draft132 was developed for these purposes thus, relate to 
modern-day multinational business and practices.133 The intent of this draft was to examine 
how the OECD TP Guidelines, which governed transactions made between associated en-
terprises, could be applicable by analogy to dealings between a head office and a PE.134  

The OECD presented a Working Hypothesis which treated a PE as a separate and inde-
pendent enterprise.135 The functions performed, assets used and risks assumed by the PE 
was to be determined.136 By relying on the outcome of this distribution, a proper amount of 
profit was attributed to the PE. The working hypothesis analysed different areas, i.e. the 
use of capital, the use of intangible assets, internal services and the allocation of “free” 

                                                 
123 Report on the Attribution of Income to PEs, OECD, 1994. 
124 Russo Raffaele, The Attribution of Profits to PEs; The taxation of intra-company dealings, 2005, pages 14-

15. 
125 Ibid. 
126 See subchapter 5.11. 
127 Transfer Pricing Guidelines for Multinational Enterprises and Tax Administrations, OECD, 1995. 
128 Ibid, paragraph 1.1.  
129 Ibid, paragraph 3.63. 
130 Report on the Attribution of Profits to PEs, OECD, December, 2006, paragraph 5. 
131 Ibid, paragraph 1, page 2. 
132 Discussion Draft on the Attribution of Profits to PEs, OECD, February, 2001. 
133 Ibid, paragraph 2, page 2. 
134 Ibid, paragraph 2, page 2. 
135 Russo Raffaele, The Attribution of Profits to PEs; The taxation of intra-company dealings, 2005, page 19. 
136 Ibid. 
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capital. Since the attribution was made between parts of the same enterprise, it was essen-
tial to consider all facts and circumstances to the transaction at hand.137  

The working hypothesis had been divided into four parts. The 2001 Discussion Draft con-
sidered only the first and second part. Part I examined the application to PEs in general 
and Part II addressed the application to PEs of banking enterprises.138 

5.11 The 2003 Model Tax Convention 
In the 2003 Model Tax Convention139 the OECD acknowledged an inconsistency in the 
previous Commentary on Article 7.140 They discovered that there were no consistency be-
tween the second and third paragraph concerning dealings made between a head office and 
a PE.141 The second paragraph laid down that profits was to be determined at arm’s length 
whilst the third paragraph, that concerned the attribution of expenses, Stated that the actual 
expense was to be regarded. By attributing an actual expense no profit mark-up was to be 
included and such an attribution was interpreted as incompatible with the arm’s length 
principle.142 For this reason it was suggested that a new sentence was added to the second 
paragraph saying that it was to apply “…Subject to the provisions of paragraph 3”.143 It was 
further laid down in the Commentary that the third paragraph was to govern the determi-
nation of a PE’s profit whilst the second paragraph was to express that these profits had to 
be determined in accordance with the arm’s length principle.144  

5.12 The 2004 Discussion Draft  
The content of the 2004 Discussion Draft145 was to be referred to as the “authorised 
OECD approach”.146 

As in the previous 2001 Discussion Draft, the interpretation of Article 7 was to be made in 
the light of the arm’s length principle.147 For this reason, the OECD removed the fifth 
paragraph of Article 7. This paragraph considered cases where a PE purchased goods on 
behalf of the enterprise and where it did not, in fact, perform any activities on its own. Ac-
cording to the OECD such transactions did not express an arm’s length price.148  
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Moreover, it was established by the OECD that an estimation of profits attributable to a 
PE was to be decided by using a two-step analysis.149 Under the first step a PE was to be 
hypothesised as a separate and distinct enterprise. The functions performed, assets used 
and risks assumed were to be determined. In order to do this the economic ownership of 
each transaction was to be regarded. According to the OECD certain functions performed 
by specific people working within the PE, called key entrepreneurial risk-taking functions 
(KERT), were decisive when attributing assets and risks.150 

Under the second step a proper amount of the enterprise’s profit was to be attributed to 
the PE.151 The actual amount was determined by applying different transaction methods 
where the method that best expressed an arm’s length price was to apply to the transaction 
at hand.152  
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6 The OECD December 2006 Report 
This chapter will describe the work towards the completion of the December 2006 report 
and the purpose it aims to fulfil. Only a short briefing on the most relevant amendments 
will be presented since a more thorough review is provided for in the following chapter.  

The December 2006 report contains guidance on the interpretation of Article 7 of the 
Model Tax Convention.153 Though, the current Model Tax Convention from 2003 is a so-
called loose-leaf edition and not revised in its entirety when updates are presented, addi-
tional reports are presented in cases where a topic needs clarification.154  

The purpose of the December 2006 report is to revise Article 7 so that a unified interpreta-
tion can be reached.155 Since the Article refers to enterprises in general there have been di-
vergences among Contracting States in how to interpret the wording of the Article. For 
decades both Contracting States and non-Contracting States have concluded bilateral 
agreements by relying on the international tax principles of Article 7.156 The risk for double 
or less than single taxation situations has increased since there has been no harmonization 
on either the interpretation or the application of the Article.157 The Committee on Fiscal 
Affairs (CFA), by proposing the December 2006 report, aimed to reach a common view on 
how to apply the conclusions of Article 7. This new version is not only to be considered as 
an amendment to previous drafts but as a completely new version that should have prece-
dence over its predecessors.158 

Part I of the report is of general concern since it does not focus on a particular branch but 
presents an overall approach towards the attribution of profits to PEs. Part II and III, on 
the other hand, deal specifically with the attribution of profits to PEs which are engaged in 
either banking or global trading.159 However, these parts are outside the scope of this thesis 
and will not be discussed in further detail. 

In the December 2006 report a fundamental amendment was made to Part I. The method 
by which economic ownership was to be established was altered. It was suggested that the 
economic ownership of an asset and the assumption of risks related to a PE was to be 
based on the performance of significant people functions (SPF)160. In previous Commen-
taries on Article 7 the CFA did not approach the relevance of SPF but had instead advo-
cated the use of KERT. The KERT principle looked only at people functions which, as 
opposed to the SPF, assumed that the risks were to a great extent linked to the assets.161  

The authorised OECD approach as expressed in Part I is that profits shall be attributed by 
relying on the two step analysis. How this is to be made is explained in the following chap-
ter. 

                                                 
153 Report on the Attribution of Profits to PEs, OECD, December, 2006, paragraph 2,  page 10. 
154 Model Tax Convention on Income and on Capital, Articles of the Model Convention With Respect to 

Taxes on Income and on Capital, OECD, July, 2005, paragraph 9, page 9. 
155 Report on the Attribution of Profits to PEs, OECD, December, 2006, paragraph 3, page 10-11. 
156 Ibid, Preface, paragraph 1, page 8. 
157 Ibid, Preface, paragraph 2, page 8. 
158 Ibid, Update and Status, paragraph 6, page 3. 
159 Ibid, Preface, paragraph 4, page 8. 
160 Ibid, Preface, paragraph 8, page 9. For further reading on SPF see subchapter 6.1.1.1. 
161 Ibid, paragraph 19, page 15. 



 

 19 

7 Attributing Profits to a Permanent Establishment 

7.1 General 
The attribution of profits to PEs is made through a two-step analysis. In the first step the 
PE in question is to be hypothesised as a distinct and separate enterprise and in the second 
step it is attributed a proper amount of profit. To be able to view a PE separately it shall be 
attributed assets, risks and “free” capital in relation to the functions it performs. The prof-
its are hereafter determined by applying transactional methods so as to establish a correct 
remuneration for each relevant dealing.162  

7.2 Step 1: Hypothesising a Permanent Establishment as a 
Distinct and Separate Enterprise  
According to the authorised OECD approach a PE is to be hypothesized as a distinct and 
separate enterprise in order for its profits to be determined.163 A PE does not on its own 
constitute such a distinct and separate enterprise as it is in fact a part of an enterprise as a 
whole. Assets, risks and “free” capital are attributable to the entire enterprise and not only 
to one part of it.164  

In the second paragraph of Article 7 it can be read that business profits are to be attributed 
to a PE in the same way as they would have been if the PE “…were a distinct and separate 
enterprise engaged in the same or similar activities under the same or similar conditions 
and dealing wholly independently with the enterprise of which it is a permanent establish-
ment”.165 It is made clear that a PE is to be considered as operating entirely on its own and 
not in conjunction with other parts of an enterprise. The wording of paragraph two of Ar-
ticle 7 corresponds to what is Stated in Article 9 of the Model Tax Convention, that trans-
actions shall be made at arm’s length.166 However, in a PE situation, as opposed to a situa-
tion involving associated enterprises, it is not possible to rely on legally bining contracts to 
determine whether or not an undertaking is made at arm’s length. For this reason it is nec-
essary to make a thorough analysis of all facts and circumstances surrounding such an in-
ternal dealing.167 

In the majority of cases, an enterprise draws up separate accounts which show the business 
activities of a head office and a PE respectively.168 The main reason why this is done is to 
establish if the activities carried out through a PE are in fact profitable.169 Apart from ex-
ternal transactions made between independent enterprises and a PE, the accounts shall 
provide information on internal dealings made between a head office and a PE. When de-
termining the profits attributable to a PE, the taxation authorities of a host State shall base 
their assessment on the separate accounts drawn up by the enterprise.170 If the accounts do 
not reflect the true economic value of a dealing undertaken between parts of the same en-
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terprise, the taxation authorities have the right to make necessary adjustments.171 An impor-
tant indicator is that a value given to a dealing in the accounts of a PE shall correspond to 
the value given to the dealing in the accounts of the head office.172 What needs to be taken 
into consideration is that the performance of functions, use of assets and assumption of 
various risks in relation to an internal dealing may alter this value. If a PE for example as-
sumes all the risks inherited in a dealing it may be entitled to enter a higher value to it than 
the head office.173 Therefore, in order to establish the true economic value of a PE’s profits 
a functional and factual analysis is to be made.174  

7.2.1 Functional and Factual Analysis 
The functional analysis has been used frequently to determine arm’s length prices to trans-
actions made between associated enterprises thus, applying Article 9 of the Model Tax 
Convention.175 How to settle a proper arm’s length price is explained carefully in the 
OECD TP Guidelines.176 However, the guidance provided for assumes the existence of a 
contractual relationship. In order for a functional analysis to apply by analogy to a PE situa-
tion the OECD found it necessary to complement it with a factual analysis. This factual 
analysis is made to account for the fact that a PE is not legally distinct from other parts of 
an enterprise.177 

In the OECD TP Guidelines it is established that a functional analysis “seeks to identify 
and compare the economically significant activities and responsibilities undertaken or to be 
undertaken by the independent and associated enterprises”178. The analysis tries to dissect 
the contributions made by each party engaged in a transaction. This is done by scrutinizing 
a number of functions performed, such as designs, manufacturing, provision of services, 
purchasing, distribution, marketing, advertising, transportation, financing, and management 
performance. The value, volume and nature of each contribution is then to be decided.179  

When applying the functional analysis on a situation involving a PE the focus is on hy-
pothesising the PE as a “distinct and separate enterprise”180. Apart from identifying the 
relevant activities and responsibilities it must be determined which of these that are related 
to the PE.181  

7.2.1.1 Significant People Functions 
By SPF is meant certain functions performed by important people within an enterprise. 
Such functions are important for determining the economic ownership of assets and the 
assumption of risks.182 Other facts and circumstances are also to be regarded thus, the 
functional and factual analysis needs to be addressed.183 The attribution of risks and intan-
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gible assets will follow the significant people making the active decisions.184 Those who 
makes such decisions are to be considered as performing a significant function.185 The 
functions that are regarded as significant are not always the same. Depending on what 
business sector is concered the SPF relevant to the assumption of risks and the SPF rele-
vant to the economic ownership of assets is likely to vary.186 According to the authorised 
OECD approach, SPF is not equally important when determining the economic ownership 
of tangible assets since these are rewarded based on where the asset is being used.187 In 
subchapters 72.2. and 7.2.3. a more thorough discussion on the attribution of assets and 
risks will be presented. 

Prior to the release of the December 2006 report the approach towards the attribution of 
assets and the assumption of risks had been to determine relevant performances by looking 
at the KERT. In Part I of the December 2006 report the use of KERT was replaced by the 
use of SPF. However, the KERT principle is still applicable in the remaining parts of the 
report.188 The reason why the OECD decided to keep the KERT principle in these latter 
parts is the same reason as why they chose to remove it from the first, namely because it 
assumes that financial assets and risks are very closely connected. It was unclear how prof-
its derived from functions such as warehousing, research, management and marketing 
should be attributed on the basis of KERT functions, either in respect of risks managed or 
assets used.189 In special sectors such as banking and insurance such close connection still 
exists and therefore KERT can be used. In other sectors the bond between assets and risks 
is not so closely connected and this was the reason for introducing the new terminology, 
SPF.190  

7.2.2 Assets Used  
The assets of an enterprise can be divided into tangibles and intangibles. Examples of the 
former are machines, factories and buildings while the latter may consist of internally de-
veloped, acquired or marketing intangibles such as patents, brand names and marketing 
strategies. There is a difference in the way tangibles and intangibles are assigned to a PE. 
Traditionally, intangibles have been systematically undervalued and in some cases entirely 
ignored as an asset in companies’ book sheets. Today when communication and interna-
tionalization creates a global market, traditional tangible assets grow less important and in-
stead intangibles increase in value.191 In two subchapters below we will discuss the way in 
which tangibles and intangibles are to be attributed. 

In order to hypothesise a PE as a distinct and separate enterprise it will have to determined 
whether or not it can be considered the economic owner of any assets which legally belong 
to the enterprise as a whole.192 The notion of legal ownership can be explained as an enter-
prise’s legal right to an asset, such as a legal title or other legal protection.193 Economic 
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ownership, on the other hand, better reflects the “actual” owner since it takes into consid-
eration both the SPF and the risks that are related to such functions. Hence, not only for-
mal requirements are regarded.194  

If a PE is considered the economic owner of an asset it shall be attributed both burdens 
and benefits deriving from such ownership. Consequently, a PE shall have the right to col-
lect income derived from an attributed asset, the right to depreciate an asset if such is de-
preciable and the entitlement to potential income or loss from the fluctuation in value of 
the asset.195 Economic ownership is often incurred when an enterprise has born the costs 
and risks of developing or acquiring an asset thus, been liable for a possible failure. It is the 
part of the enterprise that has borne the economic burden related to such undertakings that 
is to be considered the economic owner of the asset.196 

Even though a PE is attributed economic ownership of an asset, it may not surely derive 
revenues from all transactions linked to that asset. An example is where a PE is considered 
the economic owner of a machine used in the production process although not guaranteed 
all revenues deriving from the sale of products produced by that machine.197  

7.2.2.1 Tangible Assets 
Tangible assets are according to the OECD considered to be “immovable property”.198 The 
definition of immovable property is found under Article 6 of the Model Tax Convention.  

For tangible assets there has been a debate on whether SPF should be decisive for the de-
termination of economic ownership or if the actual use should be the criterion for attribut-
ing economic ownership of such assets.199 The OECD concluded that in most cases both 
views would provide for a similar result. However, when taking into account the large de-
ductions that would be possible due to economic ownership of tangible assets the OECD 
decided that place of use should take precedence where nothing specific warrants another 
approach.200  

7.2.2.2 Intangible Assets 
An intangible asset may be considered as a non-physical asset that creates value to an en-
terprise and allows it to generate a higher profit than would be possible if it had only relied 
on its physical assets.201 

The OECD does not provide for a precise definition of intangibles although it distin-
guishes, exemplifies and categorizes them into two groups, manufacturing intangibles, 
hereafter referred to as trade intangibles, and marketing intangibles.202  

What distinguishes a trade intangible is that it is related to either production of goods or 
provision of services.203 The value given may consist of patents, trade secrets or know-
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how.204 According to the OECD TP Guidelines, trade intangibles are often created through 
risky and costly research and development (R&D) activities.205  

A marketing intangible, on the other hand, is normally created as a result of an advertising 
campaign or from the promotion of a certain brand.206 The level of promotion affects the 
value of the marketing intangible. Examples of marketing intangibles are trademarks, brand 
or trade names, logos, strategies, promotion concepts and designs of labels or packages.207  

In order to illustrate the difference between a trade and a marketing intangible the OECD 
TP Guidelines makes a comparision between patents and trademarks.208 A patent and a 
trademark may in some perspectives be considered each other’s opposites. While a patent 
is linked to production, a trademark is linked to promotion.209 They are created in very dif-
ferent ways, a patent incurs most of its expenses during the process of creation while a 
trademark may be very inexpensive to create but is instead costly after creation.210 A patent 
offers its owners exclusive usage during a predetermined time period and it depreciates in 
value each day. A trademark, however, is owned indefinitely and grows even more valuable 
the longer it is kept, if cared for correctly.211 

Some intangibles can be considered both trade and marketing intangibles. These are re-
ferred to as “intellectual property” and include for example know-how and trade secrets.212 
Intellectual property can be a part of one or several intangibles or a part of the process of 
producing an intangible more effectively. Information, formulas and secret processes are 
features which may distinguish know-how and trade secrets.213 Even though the OECD TP 
Guidelines in general appreciate know-how as an intangible it can be difficult to decipher 
whether an efficient management system in fact influence a possible increase to the value 
of an intangible. In order to decide this one should establish if the management system is 
being used by more than one part of an enterprise and if done so repeatedly.214   

Sometimes it may be difficult to determine if an intangible constitutes a trade or marketing 
intangible or if an intangible is, in fact, created at all. Even though money have been ven-
tured in R&D or marketing activities a trade or marketing intangible may not have been 
created. It is also possible that the value of an intangible do not add up to the value in-
vested in the project. 215  
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Since the autorised OECD approach is that the OECD TP Guidelines shall apply by anal-
ogy to PE situations the definition and treatment of intangible assets should be made by 
reference to these.216  

Since a head office and a PE are parts of the same enterprise no legally binding contracts 
can be concluded in order to allocate legal ownership of an intangible to one part or an-
other. Hence, the enterprise shall be regarded as one single enterprise and the way in which 
ownership can be shifted between parties of the same enterprise is by recognizing who 
constitutes the economic owner of the intangible at hand.217  

When determining the economic owner of an intangible asset it is especially important to 
recognize the diversion of SPF. This is done by establishing what part of an enterprise is 
engaged in what functions and to what extent the performance of these functions contrib-
utes to the creation of an intangible asset. If an intangible is intended to be used by one 
part of an enterprise it is important to establish to what extent that intended user under-
takes the performance of SPF.218 The costs of creating an intangible can be attributed to 
the parts of the enterprise to which the intangible is expected to be useful.219  

Generally, regarding intangibles the kinds of SPF that may be looked upon are creation and 
control over branding strategies, protection of trademark or trade name and the mainte-
nance of established marketing intangibles.220 

The authorised OECD approach allows for arm’s length compensations for the use of an 
intangible asset. Such compensation is not to be regarded as royalty although it can be re-
ferred to as a “notional royalty” payment. Notably, this applies only in PE situations.221  
The use of notional royalties is one way of rewarding a proper amount of return to the 
economic owner of an intangible.222 

Furthermore, when pricing an intangible asset, used in a transaction, the age, condition, lo-
cation and value of the asset plays a vital part. Together it helps determining the contribu-
tion made by each part and to what extent the profits or losses derived from a transaction 
should be attributed between those engaged.223 

7.2.2.3 Cost Contribution Arrangement 
If an enterprise decides to further develop an intangible and does so partly or wholly 
through a PE it may use something similar to a cost contribution arrangement (CCA-
type).224 The OECD defines a CCA as a “…framework agreed among business enterprises 
to share the costs and risks of developing, producing or obtaining assets, services or rights, 
and to determine the nature and extent of interest that each participant has in those assets, 
services or rights”.225 The contractual arrangement signed between the associated enter-
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prises is to determine who will develop and research the intangible and who will bear the 
expenses related to such development.226 

When it comes to the relationship between a head office and a PE it is not possible to look 
at any contractual agreements. For this reason and consistent with the previous attitude 
towards PEs a head office and a PE were not able to engage in a CCA. However, the new 
approach of the OECD is to provide for such a possibility when hypothesising a PE as a 
distinct and separate enterprise. For this purpose the OECD TP Guidelines is to be used 
by analogy.227 A CCA agreement is normally combined with rights and obligations,228 aris-
ing from terms to a contract. In a PE situation a functional and factual analysis will there-
fore be performed in order to determine the contribution and conduct by each part so as to 
establish the economic relationship between the participants of the CCA. A CCA must be 
heavily supported by documentation.229   

Within a CCA there are no sale or transfer of intangibles, these are instead jointly owned by 
the enterprises. For this reason no royalty will be withheld for tax purposes.230 The OECD 
States that “…in cases where a participant has an effective ownership interest in any prop-
erty developed under a CCA and the contribution are in the appropriate proportions, there 
is no need for a royalty payment or other consideration for the use of the developed prop-
erty consistent with the interest that the participant has acquired”231. 

7.2.3 Risks Assumed  
As opposed to an independent enterprise a PE cannot in itself assume any risks, instead the 
risks attributable to it has to be hypothesized.232 The risks are in a legal sense borne by the 
entire enterprise. Since the PE only constitutes a part of the entire enterprise no legally 
binding contracts can be signed to attribute the risks between those engaged in the internal 
dealing. The authorised OECD approach makes it possible to attribute risks to a PE de-
spite the fact that no contracts are signed.233 The assumption of risks is desicive for the de-
termination of “free” capital under the first step and for the attribution of profits under the 
second.234 

Risks are attributed to a PE under the first step of the two-step analysis. By using a func-
tional and factual analysis the risks borne by a head office and a PE respectively, can be de-
termined. 235 Since a head office and a PE is to be treated as different parts of the same en-
terprise it is necessary to attribute and reward the part that assumes and manages the risks 
inherited to a dealing.236  

Risks can be of different kinds, either a risk is inherent in the loss of value of different as-
sets used or a risk is created by the activities that an enterprise engages itself in.237 The SPF 
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in relation to risks looks at the latter category. Those risks are the ones that require active 
decision-making and where the level of management is dependent on the risk involved.238 
If personnel stationed at a PE perform significant functions, relevant to the profit-making, 
the PE will be liable for the possible risks which may arise from such performance. As an 
example, a PE should assume liability and bear risks for negligence derived from functions 
performed by people working in the PE.239 When attributing risks guidance is to be sought 
in the conduct of those engaged and from comparing the acts of independent enterprises. 
Furthermore, internal procedures and internal documentation is to be scrutinized to ensure 
that a transfer of risks has in fact occurred.240 Specific risks that can be attributed to a PE 
are credit risk, excess-inventory risk, warranty risk and product liability risks.241  

In an open market situation an independent enterprise is not assuming any risks unless it is 
compensated accordingly.242 Consequently, in a transaction between associated enterprises, 
the part that assumes additional risks must receive a fair compensation.243  

In a situation where one of the parties to a transaction is able to control the risks involved, 
it is reasonable that this party also assumes responsibility for such risks and is rewarded for 
doing so.244 In a situation where none of the engaged parties have clear control over the 
risks, guidance should be sought in the parties’ usual business practice, strategy or from a 
comparable uncontrolled transaction.245 

Certain risks are related to the creation of an intangible. The fact that one party of an en-
terprise is the performer of all research functions does not necessarily makes it the eco-
nomic owner. It is more important to look upon who carried the risks during the creation 
of the intangible.246 The one part that makes the active decisions surrounding the assump-
tion and management of those risks is to be regarded as economic owner.247 The active de-
cision-making process is likely to fluctuate whereas a functional and factual analysis needs 
to be made on a case-by-case basis. The functional and factual analysis should aim to de-
scribe and evaluate the relevant processes. It should describe at what level critical decisions 
are taken and it should establish by which part reviews and evaluations of current business 
processes are made.248  

7.2.4 Funding  

7.2.4.1 General 
“Free” capital is attributed from a head office to a PE in order to support the functions 
performed, assets used and risks assumed.249 The “free” capital only aims at hypothesising a 
PE as a distinct and separate enterprise hence, no interest is to be consistent with such at-
tribution. Apart from supporting a PE with “free” capital the authorised OECD approach 
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recognises that additional funding may be made from interest-bearing debts.250 The amount 
of deductible interest is important for the determination of a correct arm’s length profit of 
a head office and a PE.251 

7.2.4.2 “Free” Capital 
In order for a business to run its operations properly it needs a sufficient amount of free 
capital. This capital is to cover maintenance of assets, research expenses and a possible ex-
penditure of its operations.252 A head office is to provide “free” capital to a PE in order to 
cover its use of assets and to support the risks it assumes.253 A business may further finance 
its operations from loans, retained profits and from contributions by shareholders. Free 
capital comprises non-interest bearing funds and does not give rise to interest deduc-
tions.254  

It may be difficult to measure the amount of capital needed to support the risks assumed. 
The possibility of an enterprise facing litigations and the actual outcome of a project may 
be hard to predict.255 An enterprise that engages itself in risky business practices may not 
receive any income at all, or receive income only during a limited period of time. In such 
cases projects need to be properly funded in order to be credited. On the other hand a PE 
may run large operations although all risks involved are borne by the head office. In this 
case there would be no need to attribute any “free” capital to the PE on behalf of the risks 
related to such operations.256 

In some sectors capital is not related to risks but serves only as funding for the assets that a 
PE uses.257 This may be the case where the risks involved are of such insignificance that 
they need not to be measured. The amount of “free” capital should therefore be the same 
as the value of the asset that is being used.258 The amount of capital attributable due to the 
use of assets could be measured in various ways, either as the amount spent on purchasing 
the assets, on its book value or on its market value.259 Whichever method chosen it is to be 
applied consistently from year to year and throughout the organisation. Different regula-
tions concerning the valuation of assets need to be considered when choosing a valuation 
method.260 

Several approaches for attributing “free” capital are discussed in the December 2006 re-
port. Among others, the capital allocation approach, the economic allocation approach and 
the thin capitalisation approach.261  

The basic outline of the capital allocation approach is that a PE should have an amount of 
“free” capital in relation to the risks it assumes and the assets it uses. If a PE has assumed 
five percent of the enterprise’s risks and owns five percent of its asset is should be attrib-

                                                 
250 Report on the Attribution of Profits to PEs, OECD, December, 2006, paragraph 137, page 40. 
251 Ibid, paragraph 137, page 40. 
252 Ibid, paragraph, 136, page 40. 
253 Ibid, paragraph 141, page 41. 
254 Ibid, paragraph 18, page 14. 
255 Ibid, paragraph 146, page 42. 
256 Ibid, paragraph 100, page 32. 
257 Ibid, paragraph 143, page 42. 
258 Ibid, paragraph 147, pages 42-43. 
259 Ibid, paragraphs 143-144, page 42. 
260 Ibid, paragraph 145, page 42. 
261 Ibid, paragraphs 155-168, pages 44-46.  



 

 28 

uted five percent of the entire enterprise’s free capital. Problems may perhaps appear with 
this approach in situations where a PE is engaged in business activities which are not simi-
lar to those carried out by the rest of the enterprise. Perhaps the PE is the distributor of 
products that other parts of an enterprise produces, or perhaps it operates in a market not 
comparable to the market where the head office operates.262  

In a modified so called economic capital allocation approach risks are measured by sophis-
ticated risks measurement tools. It should be based on economic capital and not by refer-
ence to regulatory measurement of capital.263  

The thin capitalisation approach seeks to attribute an amount of capital to a PE based on 
the capital structure of a comparable uncontrolled enterprise engaged in similar activities.264 
A functional and factual analysis determines the assets and risks attributable to a PE and  
would show the amount of funding required. In a second step the amount of funding 
would be divided into interest-bearing capital and “free” capital.265   

7.2.4.3 Attribution of Interest 
The authorised OECD approach recognizes that a PE is supported from both “free” capi-
tal and interest-bearing debts.266 Interest-bearing debts may constist of external interest-
bearing debts or internal interest dealings. An attribution of external interest-bearing debts 
have been accepted in previous OECD material. However, with the release of the Decem-
ber 2006 report even internal interest dealings are recognised if made under appropriate 
circumstances. The recognition of internal interest payments for non-financial enterprises 
is a significant departure from the previous Commentary on Article 7.267 

All capital besides “free” capital give rise to deductible interest and it is for this reason im-
portant to attribute a proper amount of such capital to a PE.268 Whether the interest is de-
ductible or not contributes to the determination of a correct arm’s length profit of a head 
office and a PE.269 Furthermore, an appropriate amount of interest is to be attributed to a 
PE in relation to the risks and assets it undertakes.270  

Just as there are numerous ways of attributing “free” capital to a PE, there are many possi-
ble ways to attribute the interest of interest-bearing debts.271 For interest related to external 
interest-bearing debts the December 2006 report presents two approaches, the tracing and 
fungibility approach.272A tracing approach attributes interest by tracing down any capital 
lended from third parties and attributes the deductible interest to the part of the enterprise 
that was allocated the capital. A fungibility approach does not recognise specific transac-
tions but distributes the entire enterprise’s borrowed interest-bearing capital after a pre-
determined formula.273  
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An internal interst dealing, on the other hand, is only to be recognised if it can be referred 
to as a “treasury dealing” thus, for the purpose of rewarding any treasury functions made 
by parts of the same enterprise.274 A “treasury’s” purpose is to raise funds to other parts of 
an enterprise”.275 The authorised OECD approach is to reward such dealings at arm’s 
length, for example by remunerating a mark up on the internal interest dealing. If a dealing 
is not considered a “treasury dealing” it is just recognised as an ordinary transfer of capital 
and is not to be remunerated. One part of an enterprise shall be considered as performing a 
“treasury dealing” when it is the economic owner of cash or financial assets due to the per-
formance of SPF.276 A functional and factual analysis needs to be made and all facts and 
circumstances surrounding the dealing is to be taken into account.277  

If a PE is not attributed an arm’s length amount of “free” capital in accordance with one of 
the authorised methods a reduction of any received interest-bearing capital needs to be 
made. This is done in order to transform parts of the interest-bearing capital into “free” 
capital and thereby awarding a PE with a sufficient amount of “free” capital.278 If such an 
adjustment is not made a PE will not be taxing an arm’s length amount of profit in the host 
State due to excessive interest deductions. The December 2006 report supplies a non-
exhaustive list of options for how adjustments of non-deductible interest are to made.279 In 
an opposite situation, where an excessive amount of “free” capital is attributed to a PE, the 
home State is allowed to make such adjustments. An excessive amount of “free” capital 
could be attributed due to legislative requirements by the host State or an enterprise’s con-
cern for advantageous tax rates.280 

7.2.5 Recognition of Dealings 
For associated enterprises an arm’s length price is determined by applying the OECD TP 
Guidelines directly. Controlled transactions, as opposed to internal dealings, are compared 
with comparable uncontrolled transactions between independent enterprises.281 

In the second sentence of Article 7(2) it is Stated that a PE, in order to be hypothesised as 
a distinct and separate enterprise, shall be “…dealing wholly independently with the enter-
prise of which it is a permanent establishment”. Since the methods presented in the OECD 
TP Guidelines are meant to apply to transactions between associated enterprises it is not 
possible to apply these directly.282 A PE must be hypothesised as a distinct and separate en-
terprise in order for these methods to be applicable. If a PE shall be considered as dealing 
wholly independently with other parts of an enterprise, the internal dealings must have the 
same effect on a PE as a comparable transaction would have had on an independent enter-
prise.283 This means that internal dealings between a head office and a PE must be thor-
oughly scrutinised. Even though such dealings do not have any legal consequences for the 
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enterprise as a whole such a scrutiny is to ensure a correct attribution of profits and to-
provide each State with a proper amount of taxable income.284 

In order for a dealing to be regarded as a transaction that would have taken place between 
independent enterprises and that would in fact have an impact on the attribution of profits, 
a threshold test needs to be passed.285 

Those engaged in an internal dealing must clearly show that the dealing has in fact oc-
curred. They will have to provide evidence in the form of documentation and accounting 
records. The documented dealing must also be related to a real and identifiable event. By 
applying a functional and factual analysis the actual existence of an event is determined.286 
Furthermore, it shall be examined if the event is of economic significance. It shall be taken 
into account whether a transfer of risks, responsibilities and benefits has resulted in an 
economically significant distribution. Between associated enterprises an analysis of the 
“contractual terms” governing a transaction can be made to establish if a transfer has oc-
curred. In a PE situation there are no such terms to rely upon. However, an analysis of in-
ternal dealings can be made based on the guidance applicable to associated enterprises.287 

The “contractual terms” shall comprise accounting records, internal documentation and 
the division of risks, responsibilities and benefits.288 An analysis will examine that the attri-
bution is in tune with the conduct of the parties. Their actual intent is more important than 
the facts laid down in their accounts and documentation.289  

After having passed the threshold test the event can be recognised as a dealing to which the 
OECD TP Guidelines is applicable by analogy.290   

7.3 Step 2: Determining the Profits of the Permanent Estab-
lishment 
The profits attributable to a PE must have derived as a result of an arm’s length dealing 
made between parts of the same enterprise. What constitutes an arm’s length price between 
parts to the same enterprise is laid down in Article 7(2). A more thorough explanation of 
the arm’s length principle is provided for in Article 9 of the Model Tax Convention, con-
cerned with transactions made between associated enterprises. It is the authorised OECD 
approach to apply Article 9 by analogy to dealings made between a head office and a PE.291  

The arm’s length principle comprises an international standard for determining whether a 
price set between associated enterprises, in a controlled transaction, is in tune with the 
market price.292 Paragraph 1 of Article 9 of the Model Tax Convention States: 

 (When) conditions are made or imposed between … two (associated) enterprises in their commer-
cial or financial relations which differ from those which would be made between independent enterprises, then 
any profits which would, but for those conditions, have accrued to one of the enterprises, but, by reason of 
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those conditions, have not so accrued, may be included in the profits of that enterprise and taxed accord-
ingly.”293 

To determine whether a controlled transaction is carried out at arm’s length the OECD ac-
knowledge five valuation methods.294 Three of these are according to the OECD ”tradi-
tional” and ”preferable” and are referred to as the traditional transaction methods.295 They 
comprise the comparable uncontrolled price method (CUP), the resale price method and 
the cost plus method.296 The remaining two methods set forth by the OECD are named 
”transactional profit methods” which consist of the profit split method and the transac-
tional net margin method (TNMM). Both are considered as substitutes to the traditional 
methods and are only to be used when these do not provide a satisfactory result.297 

7.3.1 Valuation Methods 

7.3.1.1 Comparable Uncontrolled Price 
The CUP establishes an arm’s length price by comparing the price paid in a controlled 
transaction with the price paid in an uncontrolled transaction of comparable goods and 
services.298 If there is any difference in the price paid in an uncontrolled transaction to that 
of a controlled transaction this could imply that the price paid in the controlled transaction 
is manipulated and should be adjusted to satisfy the price set in the uncontrolled transac-
tion.299  

7.3.1.2 Resale Price 
The resale price method uses the price at which a product is sold to an unrelated third 
party in order to determine the price that ought to be charged to an associated supplier.300 
This benchmark price, referred to as the resale price, is subtracted by an appropriate gross 
margin (resale price margin). The resale price margin consists of incurred selling and oper-
ating expenses in addition to an appropriate profit set in relation to the assets used and 
risks assumed by the seller. Guidance of an appropriate mark-up is to be sought in the 
price that would have been charged in a comparable uncontrolled set of transactions.301 
The remaining amount, after the resale price margin has been subtracted, is considered the 
arm’s length price that is to apply between the controlled seller and the controlled sup-
plier.302 

The resale price method is best used and the arm’s length price is most accurately deter-
mined when the reseller does not add any particular value to the product.303 Furthermore, a 
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resale price is difficult to determine when the reseller further processes, refines or incorpo-
rates the product into another product before selling it.304  

7.3.1.3 Cost Plus 
A cost plus method considers the fact that a supplier’s costs for producing or acquiring a 
product or service shall be marked up with a relevant cost plus, even though the transac-
tion is taking place between controlled parties.305 The cost plus mark-up is added to attrib-
ute the supplier with an appropriate profit in relation to the functions performed in the 
controlled transaction.306 After such mark up is added an arm’s length price for the produc-
tion or acquirement is at hand.307 Guidance on how to establish a relevant cost plus mark-
up is preferably sought in either a comparable situation where the same supplier is engaged 
in an uncontrolled transaction or in a comparable uncontrolled situation involving two in-
dependent enterprises.308 In general, there are three categories of costs that are to be attrib-
uted between the engaged parties in order to determine the actual cost of producing or ac-
quiring a product. First, there are direct costs which are directly linked to the production, 
such as the costs of raw material. Second, there are indirect costs for production which, as 
opposed to the direct costs, may be attributable to several products. Last, there are operat-
ing costs which the enterprise has incurred when producing or acquiring a product, for ex-
ample costs for administration.309 When it comes to services provided between a head of-
fice and a PE there are certain restrictions for adding a cost plus mark-up. Most likely ser-
vice costs are to be seen as part of the general administrative expenses of the enterprise as a 
whole. Such costs are to be attributed to the part of an enterprise for whose purpose they 
are incurred, without any mark-up.310 Though, where it is the trade of the enterprise to pro-
vide a certain service to third parties such service may be chaged with an additional mark-
up internally.311 Furthermore, in cases where it is the overall purpose of a PE to provide 
services to other parts of an enterprise and where those services comprise a major part of 
the entire enterprise’s expenses and are of real advantage to the enterprise, a mark-up may 
be added.312  

7.3.1.4 Profit Split 
The profit split method examines the profits derived from a particular transaction and di-
vides this between the parties concerned with the sale and production.313 It is used when 
different parties to a transaction are so closely connected that their functions cannot be sat-
isfactorily separated. The purpose is to eliminate special arrangements made or imposed in 
a controlled transaction.314 A functional analysis is used to determine the functions of each 
party involved in the sale and production.315 The profit split method can be used in more 
cases than many of the other pricing methods since it does not require a “perfect match” 
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when comparing different transactions.316 When using the profit split method the data de-
rived from uncontrolled transactions are not used to attribute profits between the enter-
prises engaged but to valuate the different functions performed.317 In this process the con-
tributions of both parties are analysed.318 The identified functions are separated by the ap-
plication of a functional analysis.319 According to the OECD TP Guidelines there are two 
ways to attribute profits within the profit split methodology, either by a contribution or re-
sidual analysis.320 

7.3.1.5 Transactional Net Margin Method 
The TNMM determines an arm’s length price by relating the net profit derived from a 
transaction, or transactions that are relevant to aggregate, to an appropriate base such as 
costs sales or assets.321 The net profit derived from a transaction is compared with the 
profit that the same taxpayer would derive in a comparable uncontrolled transaction, using 
the chosen base. If such a comparison is not possible, a comparison will have to be made 
by relying on external data derived from uncontrolled transactions performed by independ-
ent enterprises.322 Guidance in determining whether or not such transactions are compara-
ble needs to be sought by performing a functional analysis.323 

When using the TNMM regard is to be taken to net margins and not to gross margins, 
which are used in other pricing methods. Net margins are more tolerable to differences in 
functions performed. The reason is that the differences in functions performed are often 
reflected in operating expenses and have therefore an impact on gross margins rather than 
on net margins.324 As a result an enterprise’s gross profit margins may be spread over a 
wide range while their net profits are more closely linked.325  

7.3.2 Comparability Analysis 
To decide an arm’s length price to a controlled transaction or an internal dealing a com-
parison will have to be made to the price of an uncontrolled comparable transaction; this is 
done through a comparability analysis.326 For two situations to be comparable it is impor-
tant that their potential differences do not affect the price in the open market, or that ad-
justments may be made to eliminate such differences.327 Independent enterprises tend to 
enter into business with the party who offers the best price in relation to the functions per-
formed, assets used and risks assumed.328 An enterprise would require additional payment 
for assuming greater risks, using more assets and for performing more functions. A compa-
rability analysis needs to be made in order to scrutinise such undertakings. Five factors 
which could have an impact on various transactions are discussed in the OECD TP Guide-
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lines, i.e. characteristics of property or services, functional analysis, contractual terms, eco-
nomic circumstances and business strategies.329  

Differences between the characteristics of products or services are likely to result in a dif-
ference in value and a comparison comprising different products and services is therefore 
preferable.330 However such deviances do not necessarily result in a changed profit mar-
gin.331 

When examining the comparability of tangible goods it is important to consider the physi-
cal attribution, quality, reliability, volume and supply. When, on the other hand, the per-
formance of services are examined the nature and extent of the service is relevant. For an 
intangible asset it is relevant to decide the form in which it is supplied, by licensing or sale, 
the form of property  it comprises, patent, trademark or know how, the kind of intellectual 
protection that surrounds it and the anticipated benefits that may be derived from its us-
age.332  

Normally, contractual terms stipulate the performer of each function involved in a transac-
tion, such as the user of assets and the party responsibility for the assumed risks. This stage 
in the analysis is very closely linked to the functional analysis.333 In a PE context guidance 
must be sought in the behaviour and conduct of the engaged parts. It is relevant to look at 
normal business practice and contracts signed between uncontrolled enterprises  undertak-
ing comparable transactions.334  

Prices may vary considerably even when the functions performed, assets used and risks as-
sumed are comparable. The reason may be that the markets in which they are bought and 
sold are not comparable. Logically, markets in which transactions are undertaken is to be 
comparable.335 An example of important factors to take into account when assessing differ-
ent markets and their comparability are the location, size, competitiveness, consumer pur-
chasing power, costs of production, labour, capital and the point in time that the transac-
tion has taken place.336 

Furthermore, the business strategy of an enterprise is an important feature when compar-
ing different enterprises and transactions.337 To analyse the business strategy of an enter-
prise its day-to-day operations will have to be considered. Examples are business innova-
tions, new product developments, degree of diversification, risk aversion and response to 
new regulations.338 It should be noted that different market strategies may result in different 
prices. For instance, an enterprise that uses a market penetration scheme or tries to increase 
its market share may be interested in charging a lower price than it would perhaps have 
done if it incurred additional costs after an expensive launch or spent significant amounts 
of money on R&D.339 Furthermore, it is important to establish what part that concluded a 
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business plan and what part that performed the decisions therein. It may be a company-
wide strategy or a strategy only implemented in a sole PE.340 
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8 Sweden and the Attribution of Profits to Permanent 
Establishments 

8.1 General 
Sweden does not have much legislation concerning transfer pricing. Two statutory provi-
sions are decisive when it comes to internal transactions. These are laid down in chapter 14 
sections 19 and 20 of the Swedish Income Tax Act341 (ITA) and are referred to as adjust-
ment provisions.  

In the first of these two provisions it is Stated that an arm’s length price is to govern trans-
actions made between associated enterprises342 Such enterprises are in the second provision 
referred to as having a “community of interest”. Unless transactions are made between en-
terprises having a community of interest the adjustment provisions do not apply.343 Guid-
ance on the interpretation of the adjustment provisions was meant to be settled in case law 
and therefore no additional rules or guidelines were created.344 Only a few judgements re-
garding their interpretation have been made.345 

A head office and a PE cannot be considered as having a ”community of interest”. The 
definition of a PE given in chapter 2 section 29 if the ITA is not referred to under the ad-
justment provisions.346 It is explicitly Stated that in order for the adjustment provisions to 
be applicable there needs to be a contractual relationship between those engaged.347 Thus, it 
is not possible to apply the provisions to dealings made between parts of the same enter-
prise. Instead the Swedish legislation provide for the settlement of an arm’s length price 
under the rules of exit taxation.348 An arm’s length price is to reflect the price that would 
prevail on the open market.349 If this is not the case a corresponding adjustment of the en-
terprise’s taxable income may be made by the taxation authority.350 The provision defining 
a fair market value is to be read in conjunction with the adjustment provisions applicable to 
associated enterprises,351 for this reason it may be justified for the taxation authority to 
make similar adjustments as between parts of the same enterprise.  

Sweden has adopted some new legislation concerning the requirement to document inter-
nal transactions and this documentation applies equally to both associated enterprises and 
to parts of the same enterprise.352 
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8.2 Hypothesising a Distinct and Separate Enterprise 
Under Swedish domestic law a head office and a PE are considered to be parts of the same 
legal person.353 Nontheless, Sweden acknowledges that profits are to be attributed as if the 
parts comprised legally distinct and separate enterprises.354 A PE shall be taxed as if it con-
stitutes a Swedish limited liability company and its income is to be calculated in accordance 
with Swedish generally accepted accounting principles (GAAP). These principles oblige a 
Swedish based PE, engaged in activities in Sweden, to show its transactions separate from 
transactions of a foreign head office.355 There is a special law governing branches of foreign 
enterprises which are situated in Sweden.356 Provisions herein explicitly States that a branch 
is to conduct its business and document its undertakings in accordance with Swedish Ac-
counting regulations357 and together with general norms and principles, as if it were in fact a 
distinct and separate enterprise.358  

Furthermore, it is clear from Swedish case law that the profits of a head office and a PE re-
spectively is to be determined by reference to separate accounts and not by using a formu-
lary apportionment system.359  

Since a Swedish enterprise, including a PE, is to be taxed on all its income with no regards 
taken to where that income has been collected,360 there is a possibility in Swedish domestic 
law to credit the tax paid in the PE State from the overall income tax assessment of the en-
terprise.361  

8.3 Consolidated Taxation 
As mentioned Sweden relies on the principle of separate accounts and does not provide for 
consolidated taxation. Despite this enterprises may, under certain conditions, shift income 
within a MNE by giving or receiving group contributions.362 One enterprise may give a 
contribution to another so as to cover the losses incurred in that enterprise and to reduce 
its own profit. Certain criteria need to be fulfilled and of major importance is that both the 
provider and the receiver of a group contribution are subject to Swedish taxation.363 For 
this reason it should be possible for a Swedish head office to give a group contribution to a 
foreign PE since they are parts of the same enterprise and the enterprise is liable to taxation 
in Sweden.364 Today this is possible in a situation where the PE is resident within the Euro-
pean Economic Area (EEA)365 or where Sweden has signed a bilateral income tax treaty 
under which the credit method applies and which includes a non-discrimination clause.366 It 
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would be discriminatory not to treat an enterprise having a PE outside the EEA in the 
same way as an enterprise having a PE resident within the EEA.367 

Another possible way of shifting income within a group is by giving or receiving market 
contributions. According to case law enterprises need not to have a special relationship or a 
relationship for a market contribution to be made.368 Though, in order to be deductible in 
the accounts of a Swedish part the contribution must cover an operating expense that is di-
rectly referable to that part. For the reason of determining whether or not an expense is to 
be considered an operating expense attributable to another part it shall be considered to 
what extent the provider of the contribution benefits from such an undertaking.369 Conse-
quently, a market contribution is deductible if the expense that it is to cover would have 
been directly deductible in the accounts of the Swedish part in order to acquire or protect 
its revenues.370  

8.4 Payments for the Use of Material and Immaterial Assets 
In Swedish domestic law there are, for transfer pricing purposes, no regulations that define 
intangibles. There are however rules in Swedish intangible property law as well as in civil 
law and Swedish bilateral income tax treaties. Intangibles that are governed are patents,371 
trademarks, 372copyrights373 and to some extent know-how.374  

A provision in the ITA States that royalty or other annual payments for the right to use 
tangible or intangible assets are deemed as income attributable to a PE situated in Sweden, 
if the payment comes from an enterprise having a PE situated herein.375 According to a di-
rective on interest and royalties from the European Union (EU), enterprises that reside 
within the EU shall be excluded from the rules set out in this provision.376 New legislation 
was introduced which Stated that Sweden would not withhold taxes on royalties from “as-
sociated enterprises”377 situated in Sweden nor by a Swedish PE if the recipient resides 
within the EU.378 This legislation applies only to royalties which have been paid between 
independent enterprises on an arm’s length basis. Any excessive payments are withheld.379 

In two cases Swedish enterprises have been prohibited to deduct royalty payments made to 
foreign associated enterprises.380 The first case concerned a situation where a PE situated in 
Sweden paid royalty to a “foreign company” for the right to use a trademark. The “foreign 
company” paid remuneration to the PE’s “foreign head office” for the right to use the 
trademark. The court argued that the PE in fact paid royalty to the head office. Conse-
quently, it was said that the PE paid royalty to itself and should therefore not be allowed to 
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370 RÅ 1994 note 697 and RÅ 1994 ref 85 and current ITA, Chapter 16 Section 1. 
371 Patent Act (1996:837). 
372 Trademarks Act (1960:664). 
373 Act (1960:729) of Copyright for Litterary and Artistic Work. 
374 Inter alia, The Double Taxation Convention Between Sweden and Germany, (1992:1211) and Act 

(1990:409) of Corporate Secrets.  
375 ITA, Chapter 6 Section 11, paragraph 2. 
376 2003/49/EC. 
377 ITA, Chapter 6a Section 6. 
378 Ibid, Chapter 6a, Sections 1 to 7. 
379 Ibid, Chapter 6a, Section 7. 
380 Administrative Court of Appeal, cases 4418-2000 and 4064-2000.  



 

 39 

deduct the payment. In the second case a Swedish subsidiary paid royalty to a U.S. parent 
company for the right to use a trademark. The court argued that the subsidiary had the 
right to use the trademark since it had registered it in Sweden. For this reason the payment 
of royalties from the subsidiary to the U.S. parent was not regarded as consideration for the 
use of the trademark, hence no royalties should be paid and Sweden did not allow for a de-
duction to be made in the accounts of the subsidiary.381 

8.5 Funding 
In two interesting cases the Swedish Administrative Court of Appeal denied “free” capital 
to be attributed to foreign PEs. Both cases concerned the Swedish bank, SEB, and the 
same transactions though within different jurisdictions, Denmark and the U.S. The out-
come and reasoning were identical.382 The applicable bilateral income tax treaties used both 
the credit and the tax exemption method. It was undisputed that the activities were carried 
out through a PE and that the income derived from the PE was exempted from taxation in 
Sweden according to Article II and XIV in the relevant treaties.383 The capital attributed to 
the PEs was lended to third parties and resulted in profits for the PEs. Thus, the profits 
derived from the use of that “free” capital. The U.S. taxation authorities had calculated the 
profits in accordance with the OECD Steering Groups Proposal. Nonetheless, the ACA 
established that the income derived from such “free” capital was to be taxed in Sweden 
whereas no deduction of the foreign paid taxes was allowed in Sweden. The reason was 
that neither the Swedish domestic law nor the bilateral income tax treaty explicitly ex-
pressed the right to attribute “free” capital to a PE and neither was anything mentioned 
about the treatment of income derived from such capital. Therefore, all income was to be 
taxed in Sweden.384 

In an Advance Ruling it was found that interest paid between parts of the same enterprise 
was to be prohibited. The council argued that a PE was not a separate enterprise but in-
stead a part of the entire enterprise and that interest payments derived from dealings made 
between parts of the same enterprise not were to be recognized. Instead interest derived 
from a loan between a head office and a PE should be considered as a way of dividing 
capital between those engaged. Capital borrowed from independent enterprises to supply a 
PE with funds should however be recognised.385 

8.6 Recognition of Dealings 
Swedish domestic law does not recognise a transaction made between parties to the same 
enterprise as an “internal dealing”. Sweden supports the transaction principle and looks at 
each transaction from a civil law perspective.386 In Sweden the contractual ownership pre-
vails and contracts between parts to the same enterprise cannot be concluded. A head of-
fice and a PE are considered as being two parts of the same legal person and no transfer of 
ownership can for this reason be recognised.387  
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In situations where a Swedish head office transfers an asset to a foreign PE the transfer is 
regarded for tax purposes when the profit (or loss) derived from such transfer has been re-
alised. Consequently, no internal dealings made between a Swedish head office and a for-
eign PE is recognised until an external transfer has been made. An enterprise is, according 
to Swedish domestic law, taxed on all its income whereas no value leaves the Swedish tax 
jurisdiction as long as the asset is kept within the enterprise. However, a transfer of an asset 
from a PE situated in Sweden to a foreign head office is considered a taxable event. The 
reason is that when an asset is transferred from the Swedish PE its value leaves the Swed-
ish tax jurisdiction. A PE, as opposed to a head office, is only taxed on income derived 
from Sweden and not on its overall income. What is Stated above applies only to dealings 
made where the other part is situated in a Contracting State with which Sweden applies the 
credit method. Where a bilateral income tax treaty States that the exempt method shall ap-
ply a transfer will be regarded for tax purposes as soon as it is undertaken. This is regard-
less of whether the Swedish part comprises a PE or a head office.388 For further reading re-
garding credit versus exempt see subchapter 4.3.2. 

An intangible on the other hand is not likely to be sold to a third party since an enterprise 
is inclined to keep its value within the enterprise. For this reason it needs to be determined 
what part is the economic owner of the intangible. The main rule is the taxation authorities 
are to use the actual transaction as a foundation when making a comparison to transactions 
made between independent enterprises. However, there are two possibilities to deviate 
from this rule. Sweden acknowledges substance over form, which means that the economic 
reality has precedence over the actual term of the transaction.389 This shows that the eco-
nomic ownership can be regarded in some cases. Even though the substance complies with 
the form of the transaction the terms to a contract may deviate from what would have 
been agreed between independent enterprises.390  

8.7 Determining the Profits 
In Swedish domestic law there is nothing explicitly Stated on how profits are to be attrib-
uted to PEs.391 The PE is to be taxed as if it was a Swedish limited liability company.392 De-
spite the lack of regulations the arm’s length principle is, as previously mentioned, applica-
ble to PEs.393  

The way in which arm’s length prices is to be determined is not laid down in Swedish stat-
ues but has been addressed in case law. Guidance on how to establish an arm’s length price 
was settled in the AB Swedish Shell ruling.394 The Swedish Supreme Administrative Court 
(RR) clearly Stated that a broad approach is to be applied when determining whether or not 
a price is at arm’s length. Furthermore, the effect that transfer prices would have on the 
business in the long run was established. For instance it was laid down that conditions that 
were related to previous years could have an impact on a price set in another year. More-
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over, transactions made between those engaged which are not under examination could 
nonetheless have an influence on the price set for the transaction at hand. Therefore care is 
to be taken when assessing if a price is at arm’s length. A price that clearly deviates from a 
“normal market price” could be justified by taking into account other conditions and trans-
actions between the parties. Hence, all dealings between the parts must be examined.395  

Since a PE is deemed to exist if a foreign enterprise receives royalty payments from a busi-
ness with a PE situated in Sweden,396 a proper amount of such royalty needs to be estab-
lished. Compensation equal to the fair market value should be paid as royalty for the intan-
gible at hand. Not much guidance is given on how to estimate a fair market value for intan-
gibles.397 It is per se defined as the price that the taxpayer should have had to pay at the geo-
graphical location if he had himself acquired the equivalent goods, services or benefits 
against cash payments.398 In Swedish preparatory work it is understood that a “fixed market 
value” may be difficult to determine. For this reason a range could be established within 
which a reasonable price could be set. The lowest level of that range could be accepted as a 
“fair market value”.399  

Regarding the adjustment of taxable profits another set of rules is applicable. These are re-
ferred to as exit taxation rules.400 Generally, they are applicable in cases where an asset is 
transferred to an enterprise without compensation or compensation below market value 
and where such transfer is not motivated for business reasons.401 Despite the fact that an 
asset or service is transferred below market price it will be taxed as if market prices applied 
to the transaction.402 If certain conditions are met the rules on exit taxation do not come 
into play.403 The most important situation where exit taxation is excluded is where an en-
terprise is not subject to taxation in Sweden on a business activity to which the acquired as-
set is a part.404 This requires that an income is taxable in Sweden and that it is not exempted 
from taxation due to an income tax treaty.405 Even if exit taxation is not applicable the 
payment must be at least as much as the tax residual value of the asset otherwise an ad-
justment will be made to add up to that value.406  

8.8 The Status of OECD Material under Swedish Legislation 
The material of the OECD has been defined as not binding when applying Swedish do-
mestic rules and regulations.407 It can be described as “soft law” which has a morally bind-
ing effect on the Contracting States.408 In Sweden there are regulations which are partly or 
wholly based on OECD material and guidance is sought in that material when applying 
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these regulations.409 The OECD material on transfer pricing is supported as legislative 
guidance, in preparatory work, case law and in recommendations by the Swedish taxation 
authorities.410  

The material of the OECD was supported in Swedish preparatory work for a new legisla-
tion on documentation where a reference was made to the OECD TP Guidelines.411 Addi-
tionally, in the case of AB Swedish Shell the RR made a reference to the Statements of a 
OECD Steering Group report. The RR acknowledged that these could serve as guidance in 
the application of relevant parts of Swedish domestic law.412 When the Swedish taxation au-
thorities published practical guidance on how to fulfill the documentation requirements 
they also referred to materials from the OECD, e.g. on how to apply the arm’s length prin-
ciple.413 For this reason it is likely that the Articles of the Model Tax Convention and the 
Commentaries thereon as well as the OECD TP Guidelines will have an influence on fu-
ture legislation, on court rulings and on the practice and conduct of Swedish taxation au-
thorities.414 

According to the ACA a bilateral income tax treaty should be interpreted in accordance 
with Swedish domestic regulations, unless otherwise is perfectly clear.415 If Sweden accord-
ing to internal regulations is given the right to tax a certain income and if Sweden has not 
openly refrained from such a right, the income is to be taxed in Sweden.416 In this case one 
of the Judges had a dissenting opinion and Stated that the applicable bilateral income tax 
treaty pre-dated 1965 should be interpreted in accordance with Article 7(2) of the Model 
Tax Convention and together with a report from the OECD’s Steering Group on the 
OECD TP Guidelines.417   
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9 Analysis 

9.1 Background 
The purpose of this thesis is to establish whether the domestic legislation of Sweden is in 
tune with the December 2006 report on the attribution of profits to PEs. Apart from this 
some technical difficulties regarding the authorised OECD approach which should be con-
sidered by Sweden and other Contracting States before implementing the new material are 
addressed.  

According to the domestic legislation of Sweden the amount of attributable profit is to be 
determined on the basis of separate accounts. Though, Swedish case law proves that Swe-
den at the moment does not fully comply with the December 2006 report. Swedish courts 
have ruled contrary to the authorised OECD approach in three cases. First, “free” capital 
was denied to be attributed to a foreign PE, second internal royalty payments were consid-
ered not to be deductible and third it was ruled that internal interest dealings should not be 
recognised. Furthermore, a transfer of assets from a Swedish head office to a foreign PE is 
not considered to be a taxable event. These discrepancies among others will be scrutinized 
below in the light of the December 2006 report. 

9.2 Hypothesising a Permanent Establishment as a Distinct 
and Separate Enterprise 
Hypothesising a PE as a distinct and separate enterprise is a mere fiction. The hypothesa-
tion is used to determine the business profits attributable to a PE. A two-step analysis was 
designed in order to transform a PE into a distinct and separate enterprise. This is the 
foundation of the December 2006 report. The report rests on the notion of an analogous 
interpretation of the OECD TP Guidelines to situations involving PEs. The infringements 
in the treatment of a PE which existed in earlier OECD materials had emerged due to an 
unwillingness of the OECD to treat a PE as a distinct and separate enterprise. The new 
authorised OECD approach, as presented in the December 2006 report, aims to abolish 
these infringements.  

The authorised OECD approach is to base an attribution of profits on separate accounts 
and to apply the arm’s length principle to dealings between a head office and a PE. Within 
the arm’s length principle there are two possible ways of treating a PE, as a functionally 
separate entity or based on the relevant business activity. The OECD chose to apply the 
functionally separate entity approach in order to fully comply with its intention to look at a 
PE as a distinct and separate enterprise. This had to be done in order for the OECD TP 
Guidelines to be applicable by analogy. The use of the relevant business activity approach 
would have been an unreasonable solution because it does not consider a PE as separate 
from other parts of an enterprise.  

Sweden recognizes that a PE is to be attributed profits as if it was a distinct and separate 
enterprise. Both provisions in domestic law and Swedish case law illustrate that Sweden de-
termines taxable profit on the basis of separate accounts, i.e. taxing a PE separate from a 
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head office.418 However, the legislation regarding the attribution of profits is very sparse. 
There are currently no specific provisions in Swedish domestic law on how to attribute 
profits between a head office and a PE. One single provision, not specifically used for PE 
purposes, is used in order to show that a dealing between parts of the same enterprise is to 
be performed at arm’s length.  

9.3 The Abolition of Article 7(4) and Article 7(5) 
In the Model Tax Convention there is a possibility to attribute profits to a PE by applying a 
modified version of the formulary apportionment method. The possibility to deviate from 
the separate accounts approach, otherwise suggested by the OECD, is expressed in Article 
7(4) of the Model Tax Convention. It is applicable if the States choose to apply it by way of 
customary. Since the OECD strives for consistency in the interpretation of Article 7 there 
would be no need to provide for a possibility that impedes such harmonisation. If a MNE 
carries on business activities in jurisdictions where different approaches apply this may cre-
ate legal uncertainty. The enterprise would have to calculate its total income tax assessment 
in accordance with the applicable approach of each State. Furthermore, the formula used to 
attribute profits is not necessarily the same throughout the States where the formulary ap-
portionment is being used. Consequently, the applicability of Article 7(4) gives rise to vari-
ous obstacles and is better to be removed. We agree with the authorised OECD approach 
on this matter. If the conclusion of the OECD and the Contracting States is to apply the 
separate accounts approach thus, treat a PE as a distinct and separate enterprise, this 
should be done without modifications.  

The OECD also discussed whether or not there is a need for a special paragraph concern-
ing a PE engaged only in purchasing, as provided for in Article 7(5). There is no reason to 
provide for such an exception to limit the attribution of profits. The arm’s length amount 
of profit is thoroughly examined under the general applicable rules. With the release of the 
December 2006 report there are no longer any risks of attributing an excessive amount of 
profit to a PE engaged in a specific kind of activity. 

9.4 Consolidated Taxation 
The authorised OECD approach is to base an attribution of profits on separate accounts. 
This may provide the host State with a possibility to impose taxes on a PE even though the 
enterprise as a whole does not gain any profit. The profits derived from activities carried 
out by a PE are according to Article 7(1) taxable in the State where it is situated. Conse-
quently, no regard is taken to whether other parts of the enterprise are profitable or not. 

 In Sweden enterprises are given a possibility to give group contributions so as to avoid 
situations where one party of a group is profitable and another has a deficit. This is an ex-
ception to the separate accounts approach otherwise acknowledged in Sweden. In order for 
this exception to be applicable the foreign party shall be a resident within the EEA and 
both the provider and the receiver shall be subject to taxation in Sweden. However, since 
Sweden is likely to have included non-discrimination clauses in their bilateral income tax 
treaties this may possibly apply to foreign parties residing outside the EEA as well. 
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9.5 Significant People Functions 
It was adoptive and wise of the OECD to adhere to the complaints put forward and to in-
troduce the SPF to replace the KERT function in Part I of the December 2006 report. The 
KERT was originally introduced to attribute profits derived from financial and insurance 
sectors where the risk-taking functions are closer related to ownership of assets and as-
sumption of risks than is the case in other fields. It was unclear from the 2004 Discussion 
Draft how KERT was to be used in relation to other functions performed by the PE, such 
as marketing, storage, research and management functions. The use of SPF is more flexible 
since there can be several different significant people in relation to the assumption of risk 
and ownership of assets. The significant people may change depending on the sector the 
business operates is in and they may change due to differences between enterprises within 
any given sector.  

There is nothing explicitly Stated in Swedish domestic law and we have found nothing 
elsewhere that supports the use of SPF when determining economic ownership.  

9.6 Notional Royalty 
Since the purpose of the December 2006 report is to let Article 9 of the Model Tax Con-
vention and the OECD TP Guidelines apply by analogy to PE situations it is important to 
minimize the differences between how profits are attributed to PEs and to subsidiaries. In 
the OECD TP Guidelines royalty payments are a possible way to reward the use of intan-
gible assets. The objective of the authorised OECD approach is to draw as many analogies 
as possible to the OECD TP Guidelines. For this reason the December 2006 report recog-
nises notional royalty payments as a possible way of rewarding the use of intangible assets. 
Notional royalty payments should be calculated at arm’s length and should be deductible 
from income. The report stresses that a notional royalty payment is not an actual royalty 
payment or a licensing agreement. The OECD States that the principles regarding with-
holding royalties for tax purposes are outside the scope of the December 2006 report. 
Nevertheless, recognising notional royalty payments is a side step from the previous ap-
proach and a step closer to hypothesising a PE as a distinct and separate enterprise.   

In line with the Commentaries on Article 7 Swedish tax courts have previously denied de-
ductions on internal royalty payments made to foreign enterprises.419 Since the authorised 
OECD approach promotes payments of notional royalties as a way of establishing an arm’s 
length remuneration between a head office and a PE, the Swedish approach is not in com-
pliance with this approach which may give rise to a double taxation situation. If an enter-
prise situated in Sweden pays notional royalties to a foreign PE the income will be taxed in 
Sweden, where no deductions for the royalty is allowed, and then the receiver is taxed for 
the income derived from the notional royalty payment as it will result in a profit in its sepa-
rate account. The result is that the enterprise as a whole is subject to both juridical and 
economic double taxation. 

9.7 Attribution of Capital 
Regarding the way in which “free” capital is to be attributed to a PE the OECD did not 
put forward a unified solution. Instead they provided for several capital allocation methods 
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that could be used. The guidance on these methods is relatively thin. There is a rather am-
biguous approach on how to interpret the methods and practically nothing is said about the 
situations to which they apply. This could lead to double or less than single taxation since 
the States may calculate the “free” capital in different ways. The only tool that the Decem-
ber 2006 report suggests in order for double or less than single taxation to be avoided is to 
apply a MAP. In addition it is suggested that the Contracting States maintain a flexible and 
pragmatic approach.  

It would be preferable if the OECD recommended one approach to attribute capital. This 
would make it easier for the taxation authorities to come to mutual agreements. The capital 
allocation approach takes into account the level of risks and the extent to which assets are 
used by a PE and then attributes a proportionate amount of the entire enterprise’s free 
capital to the PE based on this premises. The approach does only attribute “free” capital 
that in reality exists within the enterprise and this reduces the risks for double taxation. If 
only actual free capital is attributed there is no risk that the same “free” capital is awarded 
to several parts of the enterprise. There are a few possible exceptions where the capital al-
location approach needs adjustments before an arm’s length price can be satisfactorily de-
termined. Although, these seem relatively easy to amend and do not counterbalance the 
positive aspects of the approach as a whole.  

In promoting different methods the OECD opens up for the possible outcome of double 
or less than single taxation. It would be preferable if the OECD suggested a more hands-
on solution to resolve different approaches of attributing capital and not only refer to a 
MAP and “a pragmatic and flexible approach”. The use of a MAP can be lengthy and 
costly for an enterprise and it may also result in the enterprise being caught in a jam be-
tween the States involved. By relying on the method provided for by the host State a PE 
would be treated equally to other PEs situated in that State. The capital attribution should 
be decided on the basis of the host State’s domestic legislation which would be practical for 
the taxation authorities. Although an approach decided by the host State may not be in 
conformity with the applicable rules of the home State. Allowing the host State to decide 
how to attribute capital might pose a problem for enterprises with PEs situated in different 
States since this will force an enterprise to calculate its attribution by using several different 
capital allocation methods. 

According to case law a Swedish enterprise cannot attribute a bank PE “free” capital in ac-
cordance with the authorised OECD approach. Whether an analogy can be drawn from 
this or not and whether “free” capital can still be attributed to other PEs was not discussed 
but is highly unlikely. In this case it was Stated that since the applicable bilateral income tax 
treaty did not discuss whether “free” capital could be attributed to a PE and since no such 
legislation is provided for in Swedish domestic law, the profits derived from the usage of 
such capital was considered taxable income in Sweden. One of the judges had a dissenting 
opinion and referred to a proposal of the OECD Steering Group on the attribution of 
capital to a bank PE though, this opinion did not gain any support. It would have been a 
very interesting and groundbreaking solution if the Swedish domestic legislation and the 
relevant income tax treaty, at the time of the ruling, had been interpreted in the light of cur-
rent OECD material. 

9.8 Internal Interest Dealings 
The December 2006 report acknowledges that a PE needs to be funded by both “free” 
capital and interest-bearing debts. The aim is to attribute an arm’s length amount of interest 
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to a PE in order to determine an arm’s length profit in the way it would have been done if 
the PE was a distinct and separate enterprise. The OECD suggests several different meth-
ods to attribute interest. Where an excessive amount of interest-bearing capital is attributed 
to a PE the host State may wish to make adjustments in order for the taxable profit not to 
be affected by excessive interest deductions. Where one part of the amount containing in-
terest-bearing capital covers what would be an arm’s length amount of “free” capital that 
part is “transformed” into “free” capital. Where on the other hand an excessive amount of 
“free capital” is attributed to a PE the home State is given the possibility to make adjust-
ments to determine the profit at arm’s length. The possibilities of interest deductions are 
reduced and thereby the profit increases.  

The more revolutionising part of the authorised OECD approach further concludes that 
“treasury dealings” should under appropriate circumstances be rewarded at arm’s length. 
The report discusses how the recognition of internal interest dealings might affect the pos-
sibility of tax avoidance due to “fake” interest dealings but concludes that this is an unlikely 
effect because the use of internal interest dealings is to be precluded by a detailed func-
tional and factual analysis.  

The December 2006 report is a clear departure from the previous Commentary on Article 
7. The Commentary Stated that a “ban on deductions for internal debts and receivables 
should continue to apply generally”420. Recognizing internal interest dealings for non-
financial enterprises is an important step of hypothesising a PE as a distinct and separate 
enterprise. The level of deductible interest is further important when calculating the profits 
of the PE.  

An Advance court ruling in Sweden refused to acknowledge that interest had been charged 
on dealings between parts of the same enterprise. The council argued that a PE did not 
comprise a separate enterprise but a part of the enterprise as a whole. For this reason there 
should be no recognition of such interest payments. Interest derived from loans between 
parts of the same enterprise was to be considered as a way of dividing the entire enter-
prise’s capital. Interest paid on third-party loans in order to supply the PE with funds 
should, on the other hand, be recognised. The latter is in tune with the previous view of the 
OECD. 

The authorised OECD approach recognises arm’s length compensations for “treasury deal-
ings” if made under appropriate circumstances. These dealings do not, however, seem to 
be fully recognised under Swedish domestic law and are probably not deductible. Since 
there is no recent case law on this topic stating the opposite it seems as if Sweden is not in 
compliance with the authorised OECD approach in this respect. 

9.9 Recognition of Dealings 
The authorised OECD approach presented in the December 2006 report acknowledges an 
internal transfer of assets if the transfer passes a threshold test. This means that once a 
transfer constitutes a real and identifiable event of economic significance it shall be recog-
nised as an internal dealing. A dealing is to be calculated at arm’s length and the amount is 
to be taken into account when attributing profits to a PE. This adheres to the idea of sepa-

                                                 
420 Model Tax Convention on Income and on Capital, Articles of the Model Convention with respect to taxes 

on income and on capital OECD, July, 2005, Commentary on Article 7, paragraph 18.3. 
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rate accounts thus, hypothesising a PE as a distinct and separate enterprise dealing wholly 
independently with the enterprise of which it is a part.  

If an asset is transferred from a Swedish head office to a PE situated in a State with which 
Sweden applies the credit method the transfer is not considered a taxable event. In such 
cases a PE is not treated as a distinct and separate enterprise but as a part of the enterprise 
as whole. If the asset had instead been transferred to a subsidiary this would constitute a 
taxable event.  

9.10 Lack of Comparable Situations 
There has been an increase in the use and transfer of intangible assets. Before the Decem-
ber 2006 report the view of the OECD was that no compensation was to be given for such 
use or transfer if the parts where within the same enterprise. The authorised OECD ap-
proach deviates from this view and acknowledges the use of notional royalty payments be-
tween parts to the same enterprise. Thus, to be in accordance with the December 2006 re-
port the profits which derive from the use or transfer of an intangible shall be established 
at arm’s length. For this reason we acknowledge the difficulty in finding suitable compara-
bles. It is not likely that a specially designed product can be compared with another spe-
cially designed product. Each of the products, although within the same market segment, 
generates profits on different grounds. The value of an intangible equals the difference be-
tween the market and the book value. The true market value of an intangible is established 
when it is sold to an independent party. Since the owner of an intangible is most likely not 
to sell the asset to a third party, such value is difficult to determine. 

Finding comparables is notably difficult especially when applying the traditional transaction 
methods. If the profit split method is used to establish arm’s length prices the problems of 
finding comparables would diminish. No perfect matches are required when calculating the 
arm’s length price under the profit split method. 

As for Sweden it should consider a more frequent use of the profit split method in order to 
avoid the problems of finding comparable situations. Therefore it would be preferable if 
Sweden chose to regard the profit split method not as a last resort method but as one that 
would be applicable to the same extent as the traditional transactional methods.  

9.11 Sweden’s Approach towards the December 2006 Report 
The question is if Sweden will adhere to the new material presented by the OECD in the 
December 2006 report. The OECD material on transfer pricing is supported in various 
sources. It is used as guidance when interpreting Swedish legislation and preparatory work 
and it is referred to in case law and by Swedish taxation authorities. The OECD TP Guide-
lines have been referred to in Swedish preparatory work concerning the new legislation on 
the documentation requirements.421 In the judgement of AB Swedish Shell the RR made a 
reference to the OECD on how to apply the arm’s length principle. For this reason it was 
likely that provisions laid down in the Model Tax Convention and the OECD TP Guide-
lines would influence the Swedish approach on how to attribute profits for Swedish enter-
prises. However, as was shown later in the SEB cases Swedish courts are reluctant to inter-
pret old bilateral income tax treaties in the light of new ideas and materials published by the 

                                                 
421 Preparatory Work 2005/06:169, page 103. 
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OECD. The OECD material is not binding to Swedish courts but is used as guidance 
when the bilateral income tax treaties are signed and interpreted. The OECD material acts 
only as “soft law” in the Contracting States. Thus, it is likely to govern the future practice 
and conduct of Swedish taxation authorities.422   

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

                                                 
422 Cahiers de droit fiscal international, The Attribution of Profits to PEs, volume 91b, IFA, 2006, page 631. 
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10 Conclusions 
The December 2006 report is a comprehensive and ambitious report on how to attribute 
profits to a PE. The two-step analysis provides a nearly exhaustive platform of hypothesis-
ing a PE as a distinct and separate enterprise and on the attribution of profits between 
parts of the same enterprise. To replace the KERT terminology in Part I was a sensible de-
cision. The infringements that had previously existed in the way profits were attributed to 
PEs as opposed to a subsidiary were sensibly reduced. The December 2006 report is all in 
all a satisfactory approach on the attribution of profits to PEs.  

The main concern with the December 2006 report is the uncertainties that still remain on 
how funding capital is to be attributed to a PE. This area should be addressed, improved 
and clarified. If the current authorised OECD approach is adhered to there is a substantial 
risk of double or less than single taxation since it suggests the use of several different 
methods of attributing “free” capital. We suggest that the OECD recommend one of the 
methods provided for in the report, preferably the capital allocation approach. The advan-
tages of the capital allocation approach are overwhelming as compared to the other meth-
ods. It seems to us as the most simple and practical way to attribute “free” capital.  

It seems wise of the OECD to advocate an attribution of profits to a PE by hypothesising 
it as a distinct and separate enterprise instead of basing the attribution on the relevant busi-
ness activity. If the relevant business activity approach had been favoured profits would not 
have been attributed as between independent enterprises. Instead it would have had regard 
to whether or not the enterprise as a whole gained any profit. The relevant business activity 
approach only looks at a PE as a part of the enterprise as a whole while the functionally 
separate entity approach considers the PE as a separate part. In our view this seems as a 
more appropriate approach that is in tune with the overall intention of Article 7(1).  

If States apply or favour different capital allocation methods we suggest that they have a 
high level of flexibility so as to avoid double or less than single taxation. It is presumptuous 
of the OECD to refer only to a MAP and a pragmatic approach and not give more detailed 
advice on how to resolve possible disputes. If the States, when using a MAP, do not reach 
a common understanding the enterprise will be the one caught into a jam. For this reason 
the rules of one State should be governing, preferably those of the host State. Sweden 
should further have a positive view on symmetrical application to ease possible conflicts 
between taxation authorities, as long as the result is within the arm’s length range. These 
problems regard in practice whether a State where an enterprise is resident will admit an 
appropriate double taxation relief for the amount of tax that has been imposed on its PE 
by the taxation authority in host country. 

In order to comply with the authorised OECD approach Sweden will have to introduce 
some new legislation. Currently there is hardly any guidance on how profits are to be at-
tributed to PEs. The creation of new legislation and additional guidance must be given pri-
ority. Since Sweden has implemented Article 7 of the Model Tax Convention in its bilateral 
income tax treaties, together with other Articles of the Convention, and in numerous ways 
addressed OECD material as a relevant source of transfer pricing regulation, it is peculiar 
that Sweden has neglected to introduce more detailed legislation on the attribution of prof-
its to PEs.  

A PE should be recognized as a distinct and separate enterprise thus, separated from other 
parts of the enterprise to which it belongs. Among other reasons this is to avoid the loop-
hole that exists under the current legislation that a transfer of an asset is not considered a 
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taxable event until it is realised to a part not within the same enterprise. This effect be-
comes evident when a head office transfers an asset to a PE in State with which State Swe-
den applies the credit method as to avoid double taxation.  

According to the authorised OECD approach the economic ownership of tangibles should 
be decided from the place of use, unless there are specific circumstances to warrant a dif-
ferent view. For intangibles the economic ownership should be decided from the perform-
ance of SPF. 

Sweden should acknowledge that for business profit purposes internal royalties are an ac-
ceptable way of rewarding the use of intangibles and that CCAs are a legal way to mutually 
develop intangibles, if documented properly. 

In the December 2006 report the attribution of “free” capital to a PE is considered a nec-
essary dealing. Sweden should adhere to this approach hence, allow for an attribution of 
“free” capital to PEs. No legal enterprise will function without a sufficient amount of capi-
tal to fund its operations. Therefore it is very important to allocate “free” capital when hy-
pothesising a PE as a distinct and separate enterprise. The current situation in Sweden give 
reason to doubt whether “free” capital can be attributed to a PE as proven in case law. 

Moreover, Sweden should legalise the attribution of interest-bearing capital between a head 
office and a PE and recognise “treasury” dealings. By recognising “treasury” dealings Swe-
den would also have to recognise an attribution of interest as remuneration for such deal-
ings, internal interest dealings. In the authorised OECD approach an attribution of interest 
is an essential part of determining the profits of a PE. The right to make interest deduc-
tions applies to transactions between separate enterprises and it is important that Sweden 
allows for this to apply to dealings between a head office and a PE. An attribution of inter-
est-bearing capital and a recognition of internal interest dealings are crucial when hypothe-
sising the PE as a distinct and separate enterprise.  

Since Sweden has not officially implemented any new legislation and the courts have not 
Stated any new principles regarding the attribution of profits to PEs, it is unlikely that new 
concepts as the authorised OECD approach will be adhered to at present time. There is a 
considerable risk of nonconformity when older bilateral income tax treaties are to be inter-
preted with as recent developments as the December 2006 report. This has been proven in 
Swedish case law. If Sweden does not implement any new legislation a Swedish enterprise 
having a PE situated in another State or vice versa is being discriminated. Consequently, 
Sweden is currently not in compliance with the December 2006 report.  

From our perspective it seems necessary for Sweden to adopt the authorised OECD ap-
proach for a number of different reasons. If Sweden were to adopt the authorised OECD 
approach this would entail a number of positive effects. It would provide a foundation for 
an international consensus on how profits are to be attributed to and from PEs and a cer-
tainty for the enterprises on how they are to be taxed. It is essential for enterprises to face 
consistency in the international approach on how profits are to attribute in order to avoid 
double or less than single taxation and in order to minimize possible conflicts between 
taxation authorities in different States. In order for an enterprise to plan its operations 
properly it needs to be certain about the way their undertakings will affect the enterprise as 
a whole. An enterprise needs certainty in advance on how various business decisions will 
influence the amount of payable tax. For this reason the Swedish taxation authorities 
should immediately announce their standpoint on the December 2006 reports legal posi-
tion and their view on how profits are to be attributed to PEs. The taxation authorities 
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should further give appropriate guidance on how the authorised OECD approach are to be 
interpreted under Swedish law to ensure a fair and consistent application.  

We suggest that Sweden implement the following Section in its domestic ITA so as to 
comply with the authorised OECD approach on the attribution of profits to PEs. If Swe-
den adopts the following section it would provide for a possibility of a unitary and consis-
tent international approach and a certainty on how profits of a PEs are to be decided. We 
further suggest that Sweden as a first step amend its model income tax treaty to clarify the 
way profits are to be attributed to PEs.  

 

Chapter 14 Section 19 B ITA 

The Permanent Establishment should be awarded profits at arm’s length as if it were a distinct and sepa-
rate enterprise. In order to properly attribute profits, or losses, one should hypothesize the Permanent Estab-
lishment as a distinct and separate enterprise by applying a two-step analysis containing the following parts; 

1 Step One; Hypothesising the Permanent Establishment as a distinct and separate enterprise 

1a, Performance of a Functional and Factual analysis leading to 

1b, Attribution of Assets, for tangible assets the decisive factor when determining the economic owner should 
be the place of use, unless other circumstances warrant a different view. For intangible assets the economic 
ownership should be decided by who perform the significant people function.  

1c, Attribution of Risks, should be based on the identification of the significant people function.  

1d, Attribution of Free Capital, the attribution of free capital should be based on the amount of assets and 
risks that has been attributed to the PE.  

1e, Attribution of Funding Costs, an appropriate amount of interest-bearing capital should be attributed. 

1f, Recognition of Dealings, one should recognize the dealings that have taken place between the enterprise 
and other parts of the same enterprise that have passed the threshold test.  

2 Step Two; Determining the Profits of the Hypothesised Distinct and Separate Enterprise 

2a, A Comparability analysis should be performed which aims is to establish the level of comparability be-
tween the dealings and other uncontrolled transactions. The comparability analysis should be based on a di-
rect and actual comparison of the characteristics of property of services, economic circumstances and business 
strategies and by analogy on a functional analysis and contractual terms.  

2b, The recognized dealings should be priced by one of the following methods, Comparable Uncontrolled 
Price, Cost Plus, Resale Price, Profit Split, or Transactional Net Margin Method.  
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