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Attribution Of Profits To Permanent Establishment 
 
 
The Income Tax (Transfer Pricing) Rules 2012 (TP Rules) contain the 
only reference to permanent establishment (PE) in domestic law. 
Rule 14(1) provides that a PE shall be treated as a distinct and 
separate entity from its head office and related branches. The OECD 
Transfer Pricing Guidelines (TPG), among others, recognise the 
practical difficulty for multinationals and tax administrations in 
determining the income and expenses of a PE that is part of a 
multinational group, particularly where their operations are highly 
integrated. The TPG also state that future work will address the issue 
of the application of the arm’s length principle to transactions 
involving PEs. 
 
BEPS Action 7 — Artificial avoidance of PE status 
 
Action 7 was developed to change the definition of PE in order to 
reduce the opportunity for businesses to artificially avoid PE status. 
Action 7 concluded that no substantive modification is required to 
the OECD’s existing rules for determining the profits that should be 
allocated to a PE. However, Action 7 recommends additional 
guidance on how the rules of Article 7 of the OECD Model Tax would 
apply to PE to incorporate the changes contained in the Action 7 
report. 
  
Action 7 recommends: 
 

 Changes to the rules on a deemed PE created by dependent 
agents and addressing commissionaire and other undisclosed 
agent arrangements. 
 

 Changes to the exceptions of creating a fixed place of 
business for PE based on specific activities. 
 

 An anti-fragmentation rule that removes exceptions 
(including those for preparatory or auxiliary activities) in 
circumstances where activities in a country are carried out by 
different group companies, where the activities are part of a 
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“cohesive business operation”, and not preparatory or 
auxiliary in the aggregate. 

 
Discussion Draft 
 
Draft guidance was released in July 2016 for public discussion. The 
draft focuses on businesses outside the financial services sector and 
takes into account BEPS revisions to the TPG on intangibles, risk and 
capital. Among others, the draft sets out guidance concerning 
attributions to profits in two areas:  
 

 Dependent agent PE, including those created through 
commissionaire and similar arrangements. Some of the 
examples listed in the draft are: 
 
(a) Example 1:  

A non-resident company acting as the principal 
engages an associated company resident in the 
source country to perform activities that give rise to a 
dependent agent PE. The attribution of profits to the 
PE under the principles of the Authorised OECD 
Approach (AOA) alongside the transfer pricing 
analysis is illustrated. There are no profits to be 
attributed to the PE since there are no significant 
people functions performed in the country of the 
dependent agent. 

 
(b) Example 2:  

Similar to Example 1, except that transfer pricing 
analysis results in the allocation of risk to the party 
that has control over, and the financial capacity to 
assume, the risk (rather than the party contractually 
assuming the risk). Significant people functions are 
performed by the dependent agent that results in the 
attribution of risks and economic ownership of assets 
to the PE, in accordance with the assumption of risk 
under transfer pricing. 
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(c) Example 3:  
A non-resident company sends an employee to the 
source country to perform activities that give rise to a 
dependent agent PE. Significant people functions are 
performed by the employee and attributable to the 
PE that results in the attribution to PE of the 
inventory, receivable risks and the economic 
ownership of the assets. Accordingly, there are profits 
attributable to the PE over and above the salaries 
paid to the employee. 
 

(d) Example 4:  
Similar to Example 2, except that the determination 
of credit terms is performed by both the non-resident 
company and the dependent agent. There are 
functions performed by the dependent agent that do 
not lead its assumption of risk but which are 
significant people functions relevant to the 
attribution of risk to PE. Hence, there are profits 
attributable to the PE and the potential for losses. 

 
Warehouse operations that are no longer exempted from 
being a fixed place of business for PEs by virtue of their 
specific activities. The application of the AOA to a fixed PE 
arising from use of the warehouse solely for the purpose of 
storage, display or delivery of goods belonging to a non-
resident enterprise, and not qualifying as preparatory or 
auxiliary to the overall business activity, is illustrated below:  
 
(a) Scenario A:  

Warehousing is the core business of the non-resident 
enterprise. The profits in the PE should reflect the 
reward for economic ownership of the warehouse 
and the routine functions performed at the 
warehouse, since all significant people functions and 
related risks are performed by the head office. 
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(b) Scenario B:  
Warehousing is the internal function of the non-
resident’s enterprise. The profits in the PE reflect the 
reward for economic ownership, similar to Scenario A 
above, as all the significant people functions relating 
to business and risks are performed by the head 
office. Attributions of profits to PEs in these cases 
should commensurate with investment in that asset 
and performance of routine functions. 

  
(c) Scenario C:  

Warehousing is an internal function of the business 
carried out by an unrelated enterprise. Only the 
reward for economic ownership of the warehouse is 
attributable to the PE. Additional functions and 
assumption of risk by the separate warehouse 
company do not affect the profits attributed to the 
PE. 

 
Moving Forward 
 
Work on the new guidance is expected to be completed by the end 
of 2016. Once the guidance has been accepted, changes will be 
made to the OECD Model Tax Treaty and the existing tax treaties. 
The Inland Revenue Board has yet to comment on this matter but it 
is expected that Malaysia will make the necessary changes to its tax 
treaties, given the number of such arrangements with several OECD 
members. Multinationals should take note of these developments 
and examine their present business practices including the 
attribution of profits. 
 
Please contact us at tax@lh-ag.com if you have any further queries. 
  
Prepared by the Tax, GST & Customs Practice 
 


