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1. Introduction 

Last two decades have seen several significant develop-
ments in the area of profit attribution to permanent estab-
lishments (PE) and transfer pricing (TP), leading to two 
contradictory views. One view prefers analysis of func-
tions, assets and risk (FAR) for TP as well as profit attribu-
tion, while the other does not. FAR based TP is still not 
applied universally, while FAR based attribution of profits 
is even more contentious. These developments pose signif-
icant challenges for developing countries and necessitate a 
detailed analysis of relevant issues. 

2. Conceptual Issues related to Taxing Profits  

Since TP and profit attribution are intricately linked to the 
issue of taxing profits of foreign enterprises, it is worth-
while revisiting the conceptual basis underlying the inter-
national taxation regime. 

2.1 Factors that Contribute to Profits of Enterprises 

In the corporate tax regime, the tax base consists of profits, 
which are a function of the quantum of sales, price and 
cost of goods, as depicted by the following equation: 

Profits = Quantum of sales x [Price - Cost] = Sales Receipts 
(Turnover) - Cost 

While cost is purely a function of supply, price and 
quantum of sales depend on the interaction of demand and 
supply, which apply independent of each other. Factors 
that affect supply include efficiencies of the enterprise, 
while demand depends primarily on the consumer’s abil-
ity to pay, depending in turn on disposable income, which 
itself is a function of the state of the economy. In a given 

market, their respective contributions depend upon the 
elasticities of demand and supply. Both supply and de-
mand are essential for giving rise to profits. 

Interestingly, in a perfectly competitive market, reduc-
tion in costs of supply, resulting from improvement in effi-
ciency of enterprises, is likely to result in higher sales but 
lower market price, with an ambiguous impact on sales 
revenue. Profits of enterprises rise in such cases primarily 
due to reduced costs. On the other hand, a higher demand, 
resulting from a higher ability to pay, is likely to result in 
more sales as well as higher market price, resulting in high-
er sales and increased profits for the enterprises, as appar-
ent in Figure 1. In a monopoly market too, the sales reve-
nue is governed primarily by the demand. Either way, the 
contribution of demand to sales revenue and profits cannot 
be ignored. 

2.2 Justification of Taxation in a Globalized Econo-
my: The Benefit Principle 

Legitimacy of taxation of business profits is governed by 
the need for financing public goods, including protection 
of property rights and enforcement of contracts, essential 
prerequisites for functioning of markets. Public provision-
ing is also required for infrastructure, equity, addressing 
market failures and maintaining macro-economic stability, 
all of which facilitate markets and consumer demand, 
thereby contributing to profits derived by enterprises 
therein. This contribution of public resources to business 
profits constitutes primary justification for their taxation.1  

Use of tax revenue for facilitating markets and economic 
growth sets into motion a ‘virtuous cycle’ wherein tax sup-
ported economic growth augments business profits, lead-
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These basic principles governing taxing rights can be 
traced as far back as Adam Smith’s First Canon of taxa-
tion, which provides the basis of both the benefit principle 
of taxation as well as the ability to pay principle, as quot-
ed by Richard and Peggy Musgrave2, in these words: “The 
subjects of every state ought to contribute towards the support 
of the government as nearly as possible in proportion to their 
respective abilities, that is, in proportion to the revenue which 
they respectively enjoy under the protection of the state.”3 It 
has also been recognized as the primary basis of allocation 
of taxing rights between the country of residence and the 
country of source by T. S. Adams, who acknowledged 
that, “A large part of the cost of government is traceable to the 
necessity of maintaining a suitable business environment.... 
Business ought to be taxed because it costs money to maintain a 
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ing to a win-win situation. In the case of a multinational 
enterprise (MNE), the supply and demand may be 
spread over different tax jurisdictions. In such a case, 
the extent to which different tax jurisdictions contribute 
to the profits of that enterprise, by facilitating supply, 
facilitating demand or maintaining markets, provides a 
justification for them to tax such profits. The contribu-
tions made to the supply chain can be approximated by 
taking into account manpower, functions or assets, 
whereas the contributions by facilitating demand and 
maintaining markets are best approximated by sales 
revenue. When each jurisdiction taxes the profits to the 
extent of its contribution, while avoiding double taxa-
tion, the “virtuous” cycle of taxation can operate in the 
globalized economy.  

Figure 1: Impact of Changes in Demand & Supply on Sales Revenue & Business Profits 

In a welfare maximizing, perfectly competitive market, improvement in supply efficiency in the pres-

ence of low demand shifts sales revenue from OP2BQ1 to OP1DQ2. In the presence of high demand, the 

change is from OP3AQ2 to OP2CQ3. In either case, the resultant change in sales revenue and profit per 

unit sold is ambiguous, and profits rise only from higher quantum of sales. A shift from low to high de-

mand in the presence of inefficient supply changes sales revenue from OP2BQ1 to OP3AQ2. In the pres-

ence of efficient supply, the change is from OP1DQ2 to OP2CQ3. In either case, sales revenue and busi-

ness profits increase significantly from higher price as well as higher quantum of sales. 



Sales as the basis of taxing rights also finds support in 
Klaus Vogel’s Commentary on the basis of efficiency17 as 
well as equitable division18 of taxation. It even goes to the 
extent of supporting the right of taxation of the market 
jurisdiction on the basis of sales, even in the absence of 
PE: 

“If an enterprise derives profits from say, supplying goods, 
such profits result not only from the goods having been pro-
duced in the enterprise’s State of residence, but also from the 
opportunity offered in the recipient State for the sale of such 
goods. If the flows of goods between the two countries in-
volved – or rather, more accurately, the profits resulting from 
those flows - are balanced, the question of what principle 
should be applied when distributing taxation is of relatively 
little significance, and in such a case adoption of the perma-
nent establishment principle is recommendable because it is 
practicable. But if the flows are in imbalance, the recipient 
State is justified in requiring to be allowed to participate in 
the taxation of the proceeds of the sales of the goods – in the 
same way as it participates where interest and royalties are 
involved. The same applies to services rendered by the enter-
prise.”19 

2.4 TP as a Tool to Prevent Artificial Shifting of 
Profits 

TP can be conceptually understood as the process of de-
termining the arm’s length price of intermediate goods in 
a cross-border, non-market transaction within a supply 
chain. Theoretically, it is based on the concept of the sin-
gle market price. Where the market price of the transacted 
good is readily available, it can be easily identified from 
market price data (comparable uncontrolled price meth-
od). However, in cases where the market price in an un-
controlled transaction is not available, it needs to be esti-
mated by using one of the indirect methods, relying upon 
data of other enterprises.  

Avi-Yonah traces the origins of TP to the threat of “tax 
avoidance opportunities afforded by possessions corporations, 
which were ineligible to file consolidated returns with their do-
mestic affiliates”20, which led to the introduction of US do-
mestic law provisions in 1921 that authorized the Com-
missioner to consolidate accounts of affiliated corpora-
tions for the purpose of accurate distribution of their prof-
its. These provisions evolved into Section 45 of the Inter-
nal Revenue Code in 1928, the text of which formed the 
content of Section 482 subsequently, dealing with transfer 
pricing regulations. Jens Wittendorf21  provides an ac-
count of the tax dispute between the United States and 
France in the early 1930s related to over-invoicing of 
French subsidiaries of US companies, resulting in imposi-
tion of tax by French tax authorities on US companies that 
was objected to by the United States on the grounds of 
being extra-territorial and a breach of international princi-
ples. The dispute was finally resolved by the introduction 
of a provision based on Section 45 of the Internal Revenue 
Code as Article IV of the 1932 tax treaty between the Unit-
ed States and France. 

This new development, which was the first of its kind 
at that time, prompted the introduction of Article 5 in the 
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market and those costs should in some way be distributed 
over all the beneficiaries of that market ...”4 

The benefit principle was also resorted to by the four 
economists5 invited by the Financial Committee of the 
League of Nations in 1921 to prepare a report6 formu-
lating the “general principles as the basis for an interna-
tional convention to remove the evil consequences of 
double taxation.”7 Their report stated, “A part of the total 
sum paid according to the ability of a person ought to reach 
the competing authorities according to his economic interest 
under each authority. The ideal solution is that the individu-
al’s whole faculty should be taxed, but that it should be taxed 
only once, and that liability should be divided among the tax 
districts according to his relative interests in each.”8 They 
recognized that the production of wealth focuses upon 
“the community the economic life of which makes possible the 
yield.”9 Their report formed the basis of the 1927 Report 
of the Committee of Technical Experts on Double Taxa-
tion and Tax Evasion constituted by the League of Na-
tions, which proposed the first comprehensive Draft 
Convention for the Prevention of Double Taxation.10  

2.3 Recognition of Sales as an Activity that Cre-
ates Value for the Enterprise 

These economists also recognized sales as the activity 
which creates value for the enterprise, by observing 
“The oranges upon the trees in California are not acquired 
wealth until they are picked, and not even at that stage until 
they are packed, and not even at that stage until they are 
transported to the place where demand exists and until they 
are put where the consumer can use them.”11 Their conclu-
sion reflects that the value of any good being offered for 
sale is only as much as the price that the consumers 
would be willing to pay for it. Profits are derived only 
when consumers pay a price that is higher than the cost 
of supply, making apparent the contribution of demand 
to business profits.  

T. S. Adams also recognized the right of the market 
jurisdiction to tax part of the profits on the basis of sales 
by observing, “Income must to some extent be taxed where 
it is earned, at rates and by methods determined by the condi-
tions under which it is earned - not by the conditions under 
which it is spent....Corporations and other business units 
derive benefits and compete with one another as units, in the 
jurisdictions in which they do business.”12 

Sales as the basis for taxation is also advocated by 
Richard and Peggy Musgrave, who write, “In regard to 
income and profits taxes, it is generally agreed that the coun-
try in which the income originates (also referred as the 
‘country of source’) is entitled to tax that income…”13. They 
conclude that “The profits base of multinational corpora-
tions might be allocated among countries not by location of 
subsidiaries but in line with the national origin of profits 
earned by the business group as a whole. Such origin might 
be approximated by a formula including both location of val-
ue added and sales in its base.”14 Different rationale for 
allocating taxing rights on the basis of sales have also 
been offered by Arthur Cockfield15 and Richard L. Do-
ernberg16.  



accordance with the principles contained in this Article.” 

3.3 OECD/UN Guidance on Methods for Appor-
tionment for Attributing Profits  

The OECD Commentary on Article 7, prior to 2010, when 
Article 7 was revised, provided detailed guidance on the 
possible methods for applying apportionment, which is 
still relied upon and quoted in the existing commentary of 
the UN MTC. It stated: 

“The essential character of a method involving apportion-
ment of total profits is that a proportionate part of the profits 
of the whole enterprise is allocated to a part thereof, all parts 
of the enterprise being assumed to have contributed on the 
basis of the criterion or criteria adopted to the profitability of 
the whole. … criteria commonly used can be grouped into 
three main categories, namely those which are based on the 
receipt of the enterprise, its expenses or its capital structure. 
The first category covers allocation methods based on turno-
ver or on commission, the second on wages and the third on 
the proportion of the total working capital of the enterprise 
allocated to each branch or part.”27 

Paragraph 24 in the Commentary on Article 7 in the 
1963 OECD MTC containing this text was renumbered as 
26 in 1977, 27 in 1992 and 54 in 2008, before being omitted 
in 2010. Till 2010, OECD recommended fractional appor-
tionment of profits based on any one of the three criteria, 
i.e. receipts, expenses and working capital, for attributing 
profits to a PE. This paragraph is still relied upon and 
quoted in paragraph 19 of the Commentary on Article 7 of 
the UN Model MTC28, thereby indicating its acceptance by 
the UN Committee of Experts. Significantly, no country 
documented any observation, reservation or position in 
respect of this paragraph in the OECD MTC, 2008, before 
it was omitted, indicating the existence of a broad interna-
tional consensus. 

3.4  Changes in Article 7 in the OECD MTC & Its 
Three Differing Versions 

In the 2010 update of the OECD MTC, Article 7 was 
amended by taking away the option of fractional appor-
tionment and inserting the condition that profits should 
be attributed taking FAR into account. Prior to 2010, Arti-
cle 7 had remained largely unchanged since the introduc-
tion of the OECD MTC in 1963. A large number of treaties 
retain either the earlier version of this article in the OECD 
MTC or the UN MTC version, both of which allow frac-
tional apportionment, and do not impose FAR.  

Thus, three standard versions of this article exist in tax 
treaties today, i.e. the pre-2010 version and the 2010 ver-
sion of Article 7 in the OECD MTC and the Article 7 of the 
UN MTC. Since the Contracting States are governed by 
the provisions in their treaties, an inevitable result is the 
widening of differences in profit attribution to PE under 
different tax treaties. Profit attribution by apportionment 
can be resorted to, if the same is permissible under the 
treaty. However, where the treaty has adopted the revised 
Article 7 of the OECD MTC, which does not provide an 
option for apportionment, this option will not be availa-
ble.  
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draft Convention for allocation of business income pro-
posed in the League of Nations Fiscal Committee Re-
port in 193322, which subsequently formed Article 9 of 
the Model Tax Conventions. Given the separate entity 
status accorded to domestic subsidiaries of foreign cor-
porations in the laws of most countries, these provi-
sions provide an anti-abuse measure for addressing 
artificial shifting of profits by mispricing the intermedi-
ate goods transacted between them. 

3. Treaty Provisions & Changes in Article 7 
in 2010 by the OECD 

For optimizing the benefits of international trade and 
investment, countries often prefer to limit their sover-
eign right to tax by entering into tax treaties, based on 
model tax conventions (MTCs) developed by the OECD 
or the UN Committee of Experts. 

3.1 TP Provisions in Tax Treaties 

Article 9 of the MTCs provides for TP adjustment of 
profits by determining the arm’s length price of goods 
in cross-border transactions between associated enter-
prises. The primary objective of this provision is to ad-
dress manipulation of price and not to attribute profits 
to a PE, which is purely the subject matter of Article 7. 
A corrective action under Article 9 is triggered only if a 
particular transaction between associated enterprises is 
not at arm’s length price. The MTCs neither define 
arm’s length price nor specify methods for determining 
it. The Contracting States may adopt methods advocat-
ed by the Organisation for Economic Co-operation and 
Development (OECD) 23 or the United Nations (UN) 
Committee of Experts24. 

3.2 Treaty Provisions for Attributing Profits to 
PE  

Article 7 of the MTCs provides the rules for attributing 
profits to PE. The UN Convention provides relatively 
greater taxation rights to the source country in the form 
of ‘force of attraction’ rules and restrictions on deduc-
tion on expenses.25 Apart from these differences, this 
article in the two conventions was somewhat similar till 
2008, and sought to tax only those profits of the PE that 
it would be expected to make if it was an independent 
and separate entity. This would normally be achieved 
by maintaining separate accounts for the permanent 
establishment (separate accounting or direct method).26 
However, in the absence of the same, both conventions 
provided for attribution of profits by way of apportion-
ment as may be customary in that State (fractional ap-
portionment or indirect method), in paragraph 4 of this 
article: 

“In so far 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 an apportion-
ment as may be customary; the method of apportionment 
adopted shall, however, be such that the result shall be in 
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3.5  Implications of Changes in Article 7 by OECD 

The insertion of FAR in Article 7 in the 2010 update of 
the OECD MTC has major implications. It approximated 
the process of profit attribution with that of TP, thereby 
leading to an illusion that both of them are one and the 
same exercise, and can be undertaken in an integrated 
manner by a common FAR analysis. A more significant 
impact was to attribute profits solely on the basis of FAR, 
representing supply, which completely ignored the con-
tributions made by the market jurisdiction to the profits 
of MNEs by maintaining markets and facilitating de-
mand. Lastly, it omitted the option of fractional appor-
tionment, which was permissible in the earlier provision 
and thereby also took away the option of taking sales 
into account. 

The changes in Article 7 suddenly overturned a long 
lasting broad international consensus that was based on 
sound principles of economics and provided fair division 
of taxing rights between jurisdictions contributing to 
profits of an enterprise. It significantly widened the 
wedge between the two MTCs, and increased tax uncer-
tainty for MNEs, by subjecting them to different tax re-
gimes under different treaties. It also aggravated the 
challenges faced by developing countries in implement-
ing these provisions. 

The most important implication, however, was the 
omission of sales, which prior to these changes, constitut-
ed the most important factor in profit attribution. In both 
other versions of Article 7, the ‘direct or accounting 
method’ has sales as the beginning point, with profits 
computed after deducting expenses, while for ‘indirect or 
fractional apportionment method’, sales can be taken as a 
basis. 

4.  Limitation of FAR based Profit Attribution 

The proposal for FAR based analysis for profit attribu-
tion suffers from significant conceptual and practical lim-
itations. The foremost limitation is the omission of sales, 
which prevents the market jurisdiction to tax business 
profits derived from its territory on the basis of its contri-
bution to them. Other limitations include conceptual 
problems in approximating TP with profit attribution, 
and the practical constraint arising from its complexities 
and costs, which can also create avenues for tax avoid-
ance. 

4.1 Incompatibility of Omitting Sales with Eco-
nomic Theory and Country Practices 

As highlighted above, economic theory provides a strong 
basis for taking sales into account for taxing profits de-
rived by MNEs from the economy. Literature also sup-
ports the option of attributing profits by apportionment 
based on sales. In a 1991 paper, Langbein suggested frac-
tional formulary apportionment based on sales and 
working capital, each given equal weight.29 He explains 
that while sales represent the demand or market side 
contribution, working capital represents the inputs or the 
supply side30. According to him, “… sales, if anything, are 
the more or most important factor in indicating the “relative 

contribution” of a component to an enterprises’ group profit.”31 

Avi-Yonah and Clausing recommend formulary appor-
tionment exclusively on the basis of sales, noting that, “In 
the case of a sales based definition, the measure of economic activi-
ty is sales, which focuses on the demand side of market value.”32 
Jinyan Li argues in favor of adopting a multi-factor appor-
tionment formula based on sales, payroll and property.33 
The Tax Justice Network has also suggested apportionment 
based on a three-factor formula (property, payroll and 
sales) with a double weighted sales factor.34  

Some countries have adopted practices for determining 
taxable profits by formulary apportionment that takes sales 
into account. These include the practice adopted by US 
States, based on a formula giving equal weight to sales, 
property and payroll. According to Nerudova, this practice 
dates back to the 1870s, and since the 1930s, almost all States 
of the Federation have been following formulary apportion-
ment based on the ‘Massachusetts formula’ that can be ex-
pressed as the following equation: 

 

 

 

where Pi represents profits allocated to the state i, Pt profits 

of the enterprise, C stands for property, L for labor and S for 

sales.35 Validation of these tax rules by the Iowa Supreme 

Court and the US Supreme Court36 have attracted consider-

able attention in literature and also resulted in greater allo-

cation to sales, that goes up from one-third in the Massa-

chusetts formula to as much as 90-100%.37 Nerudova has 

also documented the practices in Canada, apportioning 

profits on the basis of sales and payroll.38 Some other coun-

tries have also practiced apportionment, including Switzer-

land39, Germany40, Argentina41 and India42. 

A proposal for a Council Directive on a Common Consol-

idated Corporate Tax Base (CCCTB) in the European Union 

has been placed before the European Commission43 in Sep-

tember 201644. Article 28 of this proposal provides that the 

consolidated tax base shall be shared between group mem-

bers in each tax year on the basis of following the formula for 

apportionment … giving equal weight to the factors of sales, la-

bour and assets: 

 

These details suggest that the post 2010 approach of 
OECD, which excludes sales as a factor for attributing prof-
its to PE, is not in conformity with the economic principles 
and literature. Country practices, for instance, in the United 
States and the proposal for CCCTB in Europe also contra-
dict the OECD approach that excludes sales and omits the 
option of apportionment for attributing profits to PE.  



the synergy is located (e.g. from the use of specific investment in 
a country) not to the country where the corporation receiving 
the rent resides.”49 The same issue has been analyzed by 
Wittendorff from the perspective of ‘Economics of integra-
tion’, which is characterized as “benefits that are not availa-
ble to market participants in uncontrolled transactions”50 to 
argue that they should be distributed among the partici-
pating units and not allocated solely to the head office. 

4.3 Practical Constraints: Complexities, High Costs, 
Tax Disputes & Tax Avoidance 

FAR based TP has also attracted criticism due to its com-
plexities and high costs of compliance and administration. 
Rosen cited anecdotal evidence of an enterprise which 
was required to include in its return, “computations for 
subsidiaries located in about 100 countries, exceeded 30,000 
pages, and required the work of more than 200 tax professionals 
both in the United Stated and abroad (Herman, 1999).”51 Ac-
cording to Avi-Yonah and Clausing, “the arm’s length 
standard has become administratively unworkable in its com-
plexity. As a result, the arm’s length standard rarely provides 
useful guidance regarding economic value.”52 They also refer 
to similar criticism by other experts.53 

The complexities of FAR based TP and its inherent ina-
bility to objectively allocate profits among related parties 
is one of its most significant limitations from the perspec-
tive of developing countries, since it can create potential 
avenues for subjective application by taxpayers and tax 
authorities according to their respective objectives of tax 
minimization and tax maximization, leading to frequent 
disputes and tax litigation. 

There has also been a criticism that TP creates avenues 
for tax avoidance. According to Avi-Yonah and Clausing, 
it “creates an artificial tax incentive to locate profits in low-tax 
countries, both by locating real economic activities in such 
countries and by shifting profits toward more lightly taxed loca-
tions.”54 The explanation for this unintended and ironical 
outcome may lie in the limitations of applying TP, essen-
tially an anti-abuse measure, as a universal method for 
determining taxable profits. Unlike an anti-abuse meas-
ure, a universal mechanism for determining taxable prof-
its must be objective, free of undue complexities, and im-
pose limited costs of compliance and administration, to be 
effective.  

These concerns may have played a role in the proposal 
for CCCTB. The paper issued by the European Commis-
sion providing its justification states “…business  models  of  
multinational  companies  have  become  more complex,  intra-
group  transactions  have  multiplied  and  multinationals'  
integrated  value chains make it difficult to determine where 
profits are created. Governments struggle to determine  within  
the  current  set  of  international  tax  rules  which  country  
should  tax  a multinational's  income.  Smaller  businesses  are  
put  at  a  competitive  disadvantage  and citizens  perceive  tax  
systems  as  unfair  since  some  corporate  taxpayers  might  be  
able  to avoid  taxation  by  exploiting  tax  planning  strate-
gies.”55 It also documents the expected outcomes of this 
measure as “making  EU  tax  law simpler  and  reducing  
regulatory  costs,  it  is  expected  to  contribute  to  a  clear,  
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4.2 Conceptual Problems in Applying TP Meth-
ods for Profit Attribution 

One of the limitations of TP methods based on compa-
rable data to determine the arm’s length price by arriv-
ing at a ‘standardized’ profit margin is the lack of theo-
retical and conceptual support for such an exercise. 
While economic theory provides a basis for the arm’s 
length price, in the form of a single price of an econom-
ic good in a competitive market, there is no such basis 
for the “arm’s length profit”. There is nothing in eco-
nomic theory, whatsoever, to suggest that all enterpris-
es in a competitive market are likely to have the same 
profit margin. On the contrary, economic theory ex-
plains the entry and exit of enterprises based on the 
difference between their respective efficiencies. Efficient 
enterprises are expected to dictate a more competitive 
price in the market which will make the less efficient 
enterprises non-competitive, leading to their exit.  

There are other problems too. Schon pointed out, 
“TP at marginal cost is generally not accepted by traditional 
TP tax rules.”45 This creates a stress with economic theo-
ry, which tells us that the decision of an enterprise to 
supply is governed by marginal costs46. Though profit 
attribution rules create a legal fiction by deeming the 
PE as a separate and independent enterprise, the actual 
decision making by an MNE is still based on the objec-
tive of maximizing its profits as a single unit, and is not 
a sum of decisions taken by its various units located in 
different tax jurisdictions to maximize their respective 
profits. It is this limitation of the legal fiction which 
necessitates the option of attributing profits by appor-
tionment as provided in other versions of Article 7. 

Another significant question mark on the accuracy of 
the TP approach for attributing profits is its inability to 
take into account the synergy rents or the additional 
profits that are derived by the MNE as a whole from 
the synergies created by carrying out different func-
tions in different jurisdictions, in some instances, by 
utilizing the ‘comparative advantage’ of different econ-
omies.47 Since an enterprise is a single economic unit 
and takes its business decisions with an objective of 
maximizing its overall profits, rather than maximizing 
the profits of its different units, determination of how 
the synergy rents derived by running a comprehensive 
business across several tax jurisdictions are to be taxed 
by each of those jurisdictions cannot be ignored. Schon 
notes, “From a tax point of view, these rents should not only 
be allocated to the country where the “winning” business 
unit is located. These rents are due to the fact that the 
“losing” business unit provides a specific business oppor-
tunity to the other divisions of the firm. In other words: the 
“winning” business unit should be taxed not only in its loca-
tion country but also in the jurisdiction where the other unit 
resides.”48 He further points out, “Transfer prices should 
not be the final measuring rod for allocation of taxing rights 
between countries. They are meant to allocate profits between 
business units but not to define the framework of territorial 
source taxation. Therefore, synergy rents drawn by members 
of a corporate group should be allocated to the country where 



 to apply it largely in accordance with 
OECD/UN guidelines, but deviate from it 
where the domestic law position differs, or 

 to apply it completely in accordance with 
domestic law that may or may not be in line 
with the OECD/UN guidelines 

Analysis of Options 

While selecting its preferred option in respect of TP, a 
developing country should take into account the complex-
ities of TP methods, their high cost of compliance and ad-
ministration, the probability of tax disputes and the bene-
fits expected by preventing profit shifting. The expected 
benefits would generally be proportional to the size of the 
economy and international trade. The first choice to be 
made could be whether to apply or not apply TP. For a 
very small economy lacking capacity or comparable data, 
the option of not applying it at all could be a viable op-
tion58.  

For any developing country wishing to apply TP, the 
most important decision may be to decide its extent. It can 
opt for a uniform compliance burden on all taxpayers, but 
it may be preferable to limit such compliance, particularly 
for smaller enterprises or for small transactions, by way of 
reasonable thresholds. Adopting a selective audit ap-
proach based on risk assessment can mitigate high costs of 
administration and can be another option worth consider-
ing.  

One way in which the deterrence benefits of TP can be 
preserved while minimizing costs of compliance and ad-
ministration, is by laying down ‘safe harbors’ or objective 
criteria on the satisfaction of which, taxpayers are exclud-
ed from the risk of TP audit or TP compliance.  

5.2 Options for Profit Attribution to PE 

In terms of profit attribution to PE, there are significant 
differences between the three main provisions, and the 
one that is part of a particular treaty will govern its appli-
cation and dictate the possible options. 

5.3 Options under Article 7 based on UN MTC/Pre-
2010 OECD MTC  

Article 7 in the UN MTC is the most favorable provision 
for developing countries, due to the ‘force of attraction’ rule 
that allows the country of source to tax not only profits 
derived by the PE, but also income derived directly by the 
foreign enterprise from similar business. It also restricts 
the deduction of certain expenses made by the PE to the 
head office that are not linked directly with the operations 
of the PE. It provides the following options to a develop-
ing country regarding the application of the ‘direct or sep-
arate accounting method’: 

- For Direct or Separate Accounting Method 

 Apply or not apply Force of Attraction Rules 

 Limit or not limit deduction of expenses not 
permissible under Article 7(3) of UN Model Tax 
Convention 
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stable  and predictable  regulatory  framework  and  improve  
tax certainty.”56 

4.4 Developing Country Perspective: Threat of 
Vicious Cycle from Tax Base Erosion  

From the perspective of a developing country, the ina-
bility to tax MNEs to the extent of its contribution to 
their profits erodes its legitimate tax base. This tax 
would then need to be collected from domestic enter-
prises, leading to an increase in their tax burden and 
consequent loss of their competitiveness, which can 
adversely impact economic growth as also the ‘ability to 
pay’ of the consumers therein. Once that happens, even 
the profits derived by the MNEs from that economy 
will suffer, resulting in adverse consequences for every 
stakeholder in the global economy. One can describe it 
as the ‘vicious cycle’ of defective tax application. The 
potential harm for the global economy as a whole ne-
cessitates that all countries are able to collect tax from 
profits that are derived by MNEs from contributions 
made by their economies to those profits. 

5. Options Available & Informed Choices 

The options available to a developing country in re-
spect of TP and profit attribution are limited primarily 
by its treaty obligations.57 In addition, developing coun-
tries may also be constrained by limited capacity and 
lack of appropriate data, particularly local comparables. 

Tax treaties provide independent provisions for TP 
and attribution of profits. Thus, the first option that 
every developing country can exercise is to take into 
account its preferences and constraints in respect of 
them separately.  

5.1 Options for TP under Article 9 of Tax Treaties 

The provisions for TP provide a significant tool to deter 
artificial profit shifting by manipulation of prices of 
intermediate goods. Their existence, per se, does not 
impose any obligation on the Contracting States to ap-
ply them in each case or use them for attributing prof-
its. This provides them reasonable flexibility regarding 
the extent to which they wish to invoke this provision, 
and how they wish to utilize it. Thus, presuming that 
the standard TP provisions exist in the tax treaties en-
tered by a developing country, one can identify the op-
tions for it in respect of TP in the following matrix: 

- To apply or not to apply TP  

 If applied,  

 to apply it in all / most cases, or  

 to apply it selectively with risk assess-
ment, or  

 to apply rarely in cases of very high 
risk 

 If applied,  

 to apply it completely in accordance 
with OECD/UN guidelines, or 



pendent entity, and whether the PE has been fully com-
pensated at arm’s length for the opportunity cost imposed 
on it by an unfavorable obligation. 

While the existence of provisions for force of attraction 
and restriction on deductible expenses in treaties based on 
the UN Model provides the Contracting States a right to 
apply them, they would apply them only if the domestic 
tax laws also provide for the same. This provides an op-
tion of applying or not applying these rules, even if the 
same are present in the treaty. The choice of a Contracting 
State not to apply them under its domestic law, of course, 
does not prevent or affect the right of the other Contract-
ing State to apply them. 

In cases where separate accounts are not maintained by 
the PE, or where they do not reflect the profits that would 
have been derived if the PE was a separate and independ-
ent entity, then the fractional apportionment as may be 
customary, can be applied. The treaty does not lay down 
any particular formula for apportionment, leaving it to 
that Contracting State to determine the factors on the basis 
of which such apportionment can be made.  

The OECD and UN Commentary list three factors, i.e. 
sales, expenses and working capital, each of which can be 
the basis for fractional apportionment of profits. Follow-
ing their recommendation, a developing country can opt 
for one of these in all cases, or adopt them depending up-
on the characteristics of business as recommended. It is 
also open for it to opt for other methods, to the extent they 
satisfy the condition of being part of the customary prac-
tices, such as a multi-factor apportionment similar to the 
Massachusetts Formula followed by US States or the one 
proposed in the CCCTB.  

5.4 Options under Article 7 based on Revised 
OECD Model Tax Convention (2010) 

Article 7 in the revised OECD Model Tax Convention 
does away with the requirement of attributing profits that 
a PE would have made had it been a separate and inde-
pendent entity, and instead requires these profits to be 
determined in accordance with FAR. It also does away 
with the option of fractional apportionment, thereby leav-
ing very few options to a developing country, which can 
be identified in accordance with the following matrix: 

- To apply or not to apply FAR based TP methods for 
attributing profits 

 If standard methods are applied 

 Apply them in accordance with the Au-
thorized OECD Approach (AOA) or 

 Apply them according to domestic laws 
where they differ from AOA 

 If standard methods are not applied 

 Adjust the results in accordance with 
AOA or 

 Not adjust the results in accordance with 
AOA 

Page 8 

Interaction of Transfer Pricing & Profit Attribution:  

Conceptual and Policy Issues for Developing Countries  

T A X CO O PE RA TI O N PO LICY  BRI EF 

As the ‘indirect or fractional apportionment method’ 
is the same under Article 7 in the UN Model and the 
pre-2010 OECD version of Article 7, the options availa-
ble to a developing country under a treaty containing 
either of these provisions can be listed in the following 
matrix:   

- For Indirect or Fractional Apportionment 

 Apportionment based on  

 Sales in all cases or 

 Expenses in all cases or 

 Working Capital in all cases or 

 Either Sales or Expenses or Working 
Capital depending upon the characteris-
tics of business, as per OECD/UN com-
mentary, e.g. 

  Sale for business in services or 
proprietary goods with high profit 
margin  

  Expenses for manufacturing or 
services involving raw material or 
high labor content 

  Working Capital for banking and 
financial concerns, or 

 A combination of factors, e.g. 

  Sales, Payroll and Property with 
equal weight or 

  Sales, Payroll and Property with a 
higher weight for sales or 

  Sales and Working Capital, or 

 Any other method under domestic 
laws or 

 facts and circumstances of the case 

Analysis of Options 

Both these versions of Article 7 provide two meth-
ods, the ‘direct or separate accounting’ method and the 
‘indirect or fractional apportionment’ method. Where it 
is possible to determine the taxable profits of a PE 
based on separate accounts, it is preferred, provided 
that it reflects profits that the PE would derive if it was 
a separate and independent entity. This would be the 
case, for example, where a PE undertakes a business 
completely independent from the business of the head 
office. However, where the PE is a part of an integrated 
business, the condition of ‘separate and independent 
entity’ would necessitate that the PE is fully compen-
sated on an arm’s length basis for all explicit or implicit 
obligations imposed on it59. It would also be important 
to examine whether the terms and conditions of a con-
tract between a PE and the head office are those that 
would have been acceptable to a separate and inde-



in the OECD MTC 2010, profits to a PE are required to be 
attributed on the basis of FAR analysis, making adoption 
of TP a fait accompli. 

Based on this analysis, it can be recommended that 
where the treaty permits, as in Article 7 based on the UN 
MTC or pre-2010 Article 7 of the OECD MTC, a develop-
ing country should consider various options for TP and 
profit attribution, and opt for them independently, de-
pending upon its economic interests and policy prefer-
ences. These options include selective application of TP 
and attributing profits by apportionment based on factors 
that include sales.  

A developing country that wishes to secure its rights to 
tax profits of a PE that have been contributed by its econo-
my may prefer to retain Article 7 based on the UN MTC 
or pre-2010 Article 7 of the OECD MTC in its tax treaties. 
Under this provision, wherever the direct or accounting 
method for determining profits attributable to PE is not 
applicable, it should consider opting for fractional appor-
tionment as permitted in paragraph 4 of that article, and 
include sales as one of the factors for such apportionment. 
In addition, it can also opt for applying TP methods on a 
selective basis, for preventing artificial profit shifting, as 
permissible under Article 9 of MTCs. 
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client, only if it is adequately compensated for the loss of 
potential profits resulting from this condition. 
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