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Artificial avoidance of PE status through commissionaire arrangements and similar
strategies - preliminary observations

Wider economic and fiscal impact of the Impact on normal commercial structures

proposals The discussion draft states that 'it is clear that in many cases

We believe lowering the permanent establishment (PE) threshatémmissionaire structure and similar arrangements were put in

will almost certainly lead to a shift towards sdnased taxation place primarily in order to erode the taxable base of the State

in OECD member countries. This may mean greater subjectivitywhere sales took place

in the interpretation of the proposals by individual member Wenote that in many cases, commissionaig@mgements

countries so that their application would not be consistent arewidely accepted legal structures (originally based on German
Thisin turn could lead to significant uncertainty for many  civil law concepts) that have been put in pla@®fomercial

multinationals around the tax treatment of their established reasons For example, such structures are acknowlexiged

business structures and projected operating models which maypermitthe integration of sales operations over a number of

have wider business and economic consequences European territories through economies of scaleatipt
Weappreciate that it is not the intention to change the balanaeakor new markets to be supported through revitome

of taxing rights in this way in cases where income is being taxeffom stronger markets

but only to restore the position 'where cross border income would Therefore any change to deem the attribution of (a) additional

otherwise go untaxed or would be taxed at very loW Fades activities to such agents or (b) further profits would be likely to
this reason we would caution against very widely anawn counteract many lorsganding commercial arrangements
vagudrafting, as in several of the options currerglyented in including such arrangements that have so far been considered to
thedraft. beindependentThis could lead to significant disruption to

business where contracts may need to be renegotiated as a result
or possibly even put out to tender.

1. paragrapB, p10 of the Discussion Draft




Double taxation Administration and collection of taxes

There is a real risk of effective double taxation particularly wheréhe mechanics of enforcing and collecting additional taxes under
the arrangements are with third parfibsis because the the proposals also need to be reviewed by the OECD. In
proposals may result in the same profits potentially becoming particular, some territories may under their domestic rules
taxable in the same jurisdiction if a commissionaire structure ingoverning such matters, hold the commissionaire to account for
one territory now gives rise to a PE of a company which is tax any tax liabilities of the principadiain this could lead to
resident in another jurisdiction'. commercial issues surrounding the existing terms of

In particular, one effect of the proposals appears to be that commissionairagreements where there is an increased possibility
the some of the profits earned by the commissionaire on an armfsthe principal becoming subject to tax in the ctiate.
length basis may now also be included in the taxable income of  Specifically, existing commercial agreements may need to be
the principal's proposed PE particularly on transition to any renegotiated to include clauses which provide additional
new regime. protection to the commissionaire in this situation in terms of

This would not be double taxation in the useraéeie the recovery of taxes and penalties from the principal.
same profits becoming taxable in more than one territory but Commissionaires may also now seek increased levels of
instead different persons potentially being taxable on the samecommission income to reflect the potential consequences of this

profits in the same territoence on the face of things, this additional risk.
situation may not be fully contemplated by normal double tax
treaty principles for the relief of double taxation Compatibility of the proposals with the

Therefore, it is requested that the OECD should if necessargommercial law of OECD member countries
propose appropriate mechanisms to relieve such double taxation ) ] o ) o
including clarification that fees paid to the commissionaire wouldin€Proposals appear to be aimed mainly at territories with a civil
be deductible in computing the local taxable profits of any PE |aw legal system which permits the usual type of commissionaire
resulting from theroposals. structure whereby the commissionaire can enter into sales

In this respect, the comments at page 8 of the discussion df&@f{racts in its own name, but on behalf of the principal, and
that no substantive changes are needed as to how the proposdélére the commissionaire does not usually bind the primcipal.
interact with the attribution of profits REsmay therefore be this situation the principal remains the owner of the goods until

unrealistic, and this point is discussed in further ktail. they pass to the third party custorBemucturingales o
arrangements in this way has meant that a PE of the principal

generally does not arise as the commissionaire does not conclude
contracts on behalf of the principal.




However, arrangements of this type are not possible in some Given the above facts, it would appear that such structures are
jurisdictions such as the UK, for example, which has a commomot within the ambit of the proposals in the discussion draft as
law legal system. Commissionaire arrangements are not generélfigre is no sales contract between the overseas supplier and the
found at armds | ength i n t hethitdKartacosiomer.Additionally, tha coetrach keetiveea thet r a d i
way of selling goodsistead businesses that sell finished goods supplier and the distributor would not usually constitute an agency
will often do so by buying products, holding those products as agreement under English law. Therefore, the sale should not be
stock, promoting and selling them to customers. regarded as being on the account of the overseas supplier. It

In this situation, the distributor buys the products from the would therefore be helpful if the commentary could confirm that
manufacturer (which may be based overseas) before selling thesonch structures are not the target of the proposals.
to third party customerghedistributor may bear all or at least Thereare likely to be other structures where the application of
some of the risks associated with buying, holding and selling sttiek proposals isnclearegbecause of the nature of the business
along with any additional financial costs of carrying the®teck. structures which are permitted by local law which do not
distributor may typically also incur costs of transporting goods teorrespond to the typical civil law concept of a commissionaire
the customers and promoting, marketing and selling the products.

The original manufacturer no longer owns the goods once
acquired by the UK distributor and hence profits from sales to
third party customers are fully taxable in the UK in the hands of
the distributor.

Somemultinational enterprises have used limited risk
distributor structures in the UK (or other common law territories)
whereby a distribution company in the UK buys goods from an
overseas manufacturer or supplier and then markets and sells them
to customers. Under such structures, there is usually a contract
between the distributor and principal under which the principal
will indemnify certain costs such as bad debts and obsolescent
stock while other functions and risks may also be transferred to
the principalHowever unlike commissionaire structures in civil
law countries, the arm's length profit from the ultimate sale to the
third party is fully taxable in the UK.




Compliance  and administrative burden Attribution  of profitsto  PEs

Thereis also a real risk that the compliance and administrative Given that there may be a significantly greater number of foreign

burden for business from the proposals will be substantially =~ PEsgenerated by the OECD's proposals, it would seem

increasecegthrough the need for the principal to file tax returns appropriate for the OECD to devote technical resources to

in the sales territory, but without any significant benefits being improving its existing guidance on the attribution of profR&$o

generated in terms of increased tax revenues or for the wider found in its July 2010 report on the 'Attribution of Profits to

economy as far as facilitating chamsler business éencerned. Permanent Establishments'. We therefore do not agree with the
In many cases, the commission earned by a commissionair©ECD's views at pages 8 and 26 of the discussion draft that

may in reality be equal to or even exceed the amount of profits substantial changes are not needed to existing rules and OECD

that would be taxed in a jurisdiction through amending the commentary on the attribution of profitsP&s In our

definition of a permanent establishment, particularly bearing in experience, disagreements over attribution of profits are all too

mind the requirement to attribute expenses to in computing the common, with some tax authorities apparently adopting a force of

profits of a PE under article 7 of a double tax treaty. attraction methodology such that if a PE exists it must then attract
Moreovey a commissionaire typically receives a guaranteed a lot of the profits, irrespective of the activity, risk, and intangibles

taxable profit stream in its territory of residence even when the that may or may not exist locally.

principal is incurring lossegidue to difficult market conditions

or startup situations. Therefore, provided countries are consist

in applying guidance to losses as well as profits (unfortunately, Consideration must also be given as to the employment tax

often they are not) it is not entirely clear if the latest proposals fimplications of foreign employees travelling to overseas offices to

Action 7 would necessarily increase the tax burden in that negotiate contracts if such negotiation results in the creation of a

territory. Where the principal incurs tax losses the tax base mayPBeunder the latest proposal, of the employer, in that jurisdiction.

eroded where these can be utilised against other profits of the

group arising in that territosgin a subsidiary carrying on

separate operations.

eI%[nployment tax issues




