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Background and Mandate
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CBDT Committee-constitution and mandate

Proposal on attribution of profits to permanent establishment 

Background

• Lack of clear guidance/computation mechanism leading to disputes and protracted 
litigations

• It was considered essential to undertake necessary measures to bring clarity, 
consistency and predictability in the domestic attribution rules, that are 
permissible under the treaties

Mandate of the Committee

Considering the above, the CBDT constituted a committee with following Mandate: 

• Examine existing scheme of profit attribution to PE under Article 7 of Double Taxation 
Avoidance Agreements (“tax treaties”) 

• Examine contribution of demand side and supply side factors in profit attribution

• Recommend the changes needed in Rule 10 of the Income-tax Rules, 1962 (“IT Rules”) to 
provide specific rules on how profits are to be attributed to a non-resident person having 
PE in India
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Attribution of profits to PEs - Tax Treaties Framework

Proposal on attribution of profits to permanent establishment 

• Article 7(1) of Indian Tax Treaties states that only those profits of the non-resident enterprise shall be 
taxed in India which are attributable to the PE of such enterprise in India

• Article 7(2) of most Indian Tax Treaties mandates the attribution of profits to a PE on the basis that the 
PE is a ‘distinct and separate’ enterprise. This is in line with UN MC and the pre-2010 OECD MC

• Pre-2010 OECD and UN Commentary on Article 7 describe the ‘distinct and separate’ enterprise 
approach as corresponding to the ‘arm’s length principle’

• Most Indian Treaties also contain Article 7(4) which allows apportionment method for profit attribution 
provided:

― this is customary in the domestic law and 

― it’s results are in accordance with the principles of Article 7 (i.e. ‘distinct and separate’ enterprise 
approach)

• Pre-2010 OECD MC was revised in 2010 as regards Article 7:

― Specific application of FAR analysis for ‘distinct and separate’ enterprise approach was incorporated 
in Article 7(2), and

― Article 7(4) allowing apportionment method was deleted

• India has reserved the right to use the pre-2010 OECD / UN MC version of Article 7. It has not accepted 
the authorized OECD approach to attribute profits based on FAR analysis. 

Position under Indian Tax Treaties



© 2019 Deloitte Touche Tohmatsu India LLP 7

Attribution of profits to PEs - Tax Treaties Framework

Proposal on attribution of profits to permanent establishment 

• Section 9 of the domestic law provides that in case a non-resident has a ‘business connection’ in India, 
only that income of the non-resident will be taxed in India which is attributable to Indian operations

• Finance Act, 2018 has also introduced the concept of ‘Significant Economic Presence’ (“SEP”) as a 
factor which would lead to a business connection, if prescribed threshold of users/ revenue is exceeded. 
The threshold is yet to be prescribed. The SEP provision will apply only in non-treaty situations 

• For profit attribution under the domestic law, Rule 10 provides that in case,

― profits attributable to a business connection cannot be definitely ascertained, 

― the tax authorities may resort to any of three methods viz. percentage of turnover (presumptive),  
proportionate or discretionary method

• Finance Act, 2001 introduced TP provisions in the domestic law. TP provisions incorporate the definition 
of PE as an ‘associated enterprise’ of the non-resident. Transactions between a PE and its non-resident 
HO are therefore subject to TP provisions

• CBDT has also clarified* the applicability of the ‘arm’s length principle’ /TP for attribution of profits to 
an IT-enabled BPO unit if it constitutes a PE in India. Further, India’s APA scheme# recognizes that 
attribution of profits can be determined by application of TP principles and accepts APA applications for 
attribution of profits

* CBDT Circular 5/2004 # Advance Pricing Agreement Guidance with FAQs – Q23

Position under Domestic law
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Indian jurisprudence on attribution of profits

Profit attribution to Permanent Establishment

Profit Attribution

• Morgan Stanley and Co. Inc. [Supreme 
court]

• Hyundai Rotem Company [Delhi 
Tribunal] 

• Arrow Electronics India Ltd. [Bangalore 
Tribunal]

• Anglo French Textile Company [Supreme 
Court] 

• Hukum Chand Mills Limited [Supreme Court]

• Galileo International Inc. [Delhi Tribunal]

• Rolls Royce Singapore P. Ltd. [Delhi High 
Court]

• GE Energy Parts Inc. Vs. ADIT [Delhi High 
Court] 

Based on FAR 
analysis

Presumptive / 
ad-hoc

attribution of 
profits

Proportionate/ 
formulary 

apportionment

• eFunds Corporation [Delhi 
Tribunal]

• Convergys Customer 
Management Group Inc. [Delhi 
Tribunal]

Rule 10 upheld primarily in cases where the taxpayer did not produce any analysis / TP study did not reflect all 
functions performed by the PE
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Attribution of profits - Concern and approaches

Proposal on attribution of profits to permanent establishment 

The main problem – absence of 
statutory guidance

• Profits attributable to operations in 
India are taxable in India

• In a situation where few (say two) 
functions of a business are 
performed in India and few (say 
three) functions are performed 
outside India, how to attribute 
profits to the functions?

• If total profit is 100 should the 
allocation be 50:50, 40:60, 30:70 
or any other ratio?

Approach of judicial authorities 

• Issues resolved on the basis of 
high level subjective 
presumptions

• At higher level reluctance to 
indulge in “further guess work”

Approaches under the 
domestic law to tax cross 
border businesses

• Taxation based on profits 
determined as per India centric 
books of accounts

• Presumptive taxation : Section 
44B, section 44BB, section 
44BBA etc. 

• Taxation on gross basis : 
Section 115A

• Rule 10 methods (significant 
discretion to tax authorities) 
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The Proposals
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CBDT Committee - Key Proposals

Proposal on attribution of profits to permanent establishment 

• The Committee acknowledged the need for a simple and universally applicable rule for profit attribution.

• Emphasized that business profits are contributed by both demand and supply side, hence, profits should 
be allocated to market jurisdiction as well.

• Discusses different approaches to profit attribution – (1) ‘supply based approach’; (2) ‘demand based 
approach’; and (3) ‘mixed or balanced approach’ (based on both demand / supply); 

• Rejects functional, asset and risk (“FAR”) approach by underlining India’s reservation on OECD Model 
Convention as amended in 2010, and commentary.

• Prescribe formula based approach, outlines two possible methods:

— Formulary approach requires apportionment of global profits; given the constraints in availability of 
relevant details, this approach may not be practically feasible

— Fractional apportionment may be consequently followed (refer next slide for recommendations)

• Considers that the fractional apportionment method can be applied in treaty cases since Indian Tax 
Treaties do not follow FAR based approach and permit use of an apportionment based approach
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CBDT Committee - Key Proposals

Proposal on attribution of profits to permanent establishment 

De-minimus profits 
to be attributable

A B C D E

3-factor based 
fractional approach

‘Profits derived from 
India’ to be higher of: 

a) amount arrived at 
by multiplying the 
revenue derived 
from India with 
Global operational 
profit margin 
(Earning before 
interest, 
depreciation and 
tax “EBIDTA”) or 

b) 2% of revenue 
derived from India

Equal weights (i.e., 
one-third) to be 
accorded to sales, 
employees (manpower 
and wages) and assets.

4-factor based 
approach for digital 

businesses

Existence of SEP/Digital 
businesses

• Low and medium user 
intensity: 

― Weight of 10% to be 
assigned to users, 
and

― 30% each to above-
mentioned three 
factors (sales, 
employees and 
assets)

• High user intensity: 

― Weight of 20% to be 
assigned to users, 

― 30% to sales; and

― 25% each to 
employees and 
assets

Reduction of profits 
taxed in the hands of 

AE
In computing the 
attributable profits, 
profits earned by an AE 
in India and charged to 
tax (in its hands) shall 
be reduced.

No attribution in 
specified cases

No attribution in cases 
where business 
connection is 
constituted by activities 
of AE resident in India, 
and 

• Quantum of sales 
/services do not 
exceed INR 1 mn or 
no payment is 
received, and

• activities of the AE 
are remunerated on 
an arm’s length basis

Proposed Rule 10 to be applied in limited situations where accounts are not available
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Recommendation of the committee - Formula based attribution

Profit attribution to Permanent Establishment

Profits attributable to PE proposed to be determined based on the following formula#

= 𝑃𝑟𝑜𝑓𝑖𝑡𝑠 𝑑𝑒𝑟𝑖𝑣𝑒𝑑 𝑓𝑟𝑜𝑚 𝐼𝑛𝑑𝑖𝑎 ×
𝑆𝐼

3 × 𝑆𝑇
+

𝑁𝐼

6 × 𝑁𝑇
+

𝑊𝐼

6 ×𝑊𝑇
+

𝐴𝐼

3 × 𝐴𝑇

where,

‘Profits derived from India’ = Revenue derived from India x Global operating profit margin

SI = sales revenue derived by Indian operations from sales in India

ST = total sales revenue derived by Indian operations from sales in India and outside India

NI =number of employees employed with respect to Indian operations and located in India

NT = total number of employees employed with respect to Indian operations and located in India and outside India

WI= wages paid to employees employed with respect to Indian operations and located in India

WT = total wages paid to employees employed with respect to Indian operations and located in India and outside
India

AI = assets deployed for Indian operations and located in India

AT = total assets deployed for Indian operations and located in India and outside India

For digital businesses, a variant formula (with weightage to users) has been prescribed (refer previous slide)
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Arm’s length basis for 
profit attribution
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Merits of FAR based approach

Proposal on attribution of profits to permanent establishment 

• Reference to PE being “ a distinct and separate enterprise engaged in the same 
or similar activities” under the Tax Treaties and “only so much of income as is 
attributable to the operations carried out in India” under the Act.

• Return for market when it is not owned or controlled by any enterprise : in nature 
of “rent” or “market access fee”?

Demand as a 
value driver

• FAR analysis compensates for activities resulting in capturing more market/higher sales  

(by giving a sales based return) : Encourages value based taxation-”inherent 
objective of BEPS proposals”

• TP principles also permit two sided method (Profit Split), which can sufficiently 
remunerate any significant marketing function or IP

• Attributing group synergy– Covered in two sided analysis

Merit of a FAR 
based analysis

• Economic analysis based on local comparables adequately factor in the local market 
characteristics/return (e.g. location savings)

• Additional return for market  - leads to artificial taxation?

Notional 
Taxation 

FAR facilitates taxation based on value creation
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Key discussion Aspects

Proposal on attribution of profits to permanent establishment 

Whether Rule 10 or the application of TP provisions is customary in 
the Indian Context? 

Relevance of India’s reservations to the revised Article 7 in 2010 
OECD MC? 

Whether Article 7(4) is subject to Article 7(2) and can be used only in 
cases where profits cannot be attributed under a separate entity 
hypothesis? 

Whether the proposal to use the apportionment based method even 
in treaty cases will lead to treaty override? For SEP, would the 
formula have relevance in treaty cases? 



© 2019 Deloitte Touche Tohmatsu India LLP 17

Computational Aspects
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Computational aspects

Proposal on attribution of profits to permanent establishment 

• Defined to include all receipts 
arising or accruing or is 
deemed to accrue or arise 
from India, chargeable under 
the head profits and gains of 
business or profession 

• May be understood to include 
all sales whether effected 
through a PE or not 
(expanding nexus?) : 
Clarification required that 
only the sales effected 
through a particular PE will be 
considered for formula

Revenue derived 
from India

• Separate weightage for users: 
is not the user base reflected 
in revenue? 

• Differentiating Active vs 
Passive users

Users

• The term “Global operational 
profit margin’ needs to be 
explained to clarify:

― Profit of the enterprise vs 
profit of the group 
(attribution of return for IPs 
owned by principals?)

― Profit of business 
group/segment vs profit of 
all segments in the group

• 2% minimum profits proposed: 
Contrary to economic realities

Global Profits
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Computational aspects

Proposal on attribution of profits to permanent establishment 

• Use of EBIDTA margin proposed on the 
assumption that the PE does not own any 
capital or hold any assets : proposition 
debatable especially in the case of highly 
leveraged or asset intensive industries

― Can an Industry specific formula be 
looked upon?

• In addition there may be instances where PE 
owns any asset or deploys borrowed funds 
for Indian operations or relies substantially 
on fixed assets located in head office (“HO”) 
jurisdiction

• Inconsistency with treaties (providing for 
apportionment of “total profits” vis-a-vis 
“notional profits”) - Profit before Taxes a 
better reflective ?

Use of EBIDTA

• Clarification required for determination of 
employees and assets “with respect to Indian 
operations” located in and outside India : 
Likely challenge in cases of common 
employees and assets

• Legal vs economic assets : many IPs may not 
be recorded in books

• A single formula for all industries may not 
capture the industry specific niceties

• In certain cases, the employees and assets of 
the associated enterprise will deemed to be 
employed or deployed in the Indian 
operations and located in India – would 
increase supply side weightage in India

Employees, Assets and 
Users
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Illustrations
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Illustrative example 1

Profit attribution to Permanent Establishment

Non-Resident

Indian LRD (alleged to 

be DAPE)

Customers

Sale -INR 70 to Indian 
AE / 200 to other Indian 
customers

Sale -INR 100

Overseas

India

• Revenue derived from India- 70 or 100 or 270?

• “employees located overseas with respect to Indian operations - NIL, 5, a 
proportion of 5 or proportion of 55

• Assets deployed for Indian operations located outside India”?

• Consideration of economic value of intangible assets?

• Result 1- 100*10% * 
(1/3+(1/6*15/20)+(1/6*1500/2500)+(1/3*500/1000)=7.25, i.e. 7.25% of 
sales [only sales people without proportion]

• Result 2- 100*10% * 
(1/3+(1/6*15/70)+(1/6*1500/7500)+(1/3*500/3000)=4.58, i.e. 4.58% of 
sales [manufacturing and sales people without proportion]

*Several combinations can arise in the application of formula

Particulars Number

Employees
Sales-India-15, Outside India-5 (not India specific)
R&D and manufacturing-Outside India-50

Employee cost
Sales-India-INR 1500, Outside India-INR 1000 (not India 
specific))
R&D & manufacturing-INR 5000

Assets
Sales assets- India INR 500, Outside India INR 500 (not 
India specific)
R&D and manufacturing assets-Outside India-INR 2000

Profitability/EBITDA India-2%, Global-10%
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Illustrative examples 2 and 3 

Profit attribution to Permanent Establishment

Particulars INR Mn

Revenue from Indian clients 1

Attributable profits (Rule 10, if applied) 0.25

Arm’s length payment to subsidiary 0.05

Profits taxable in the hands of F Co. 0

F Co

Overseas

India

Client

I Co – Sub DAPE

Particulars INR Mn

Revenue from Indian clients 0

Revenue from foreign clients 100

Arm’s length payment to subsidiary 5

Profits taxable in the hands of F Co. 0

F Co

Overseas

India

Client

I Co – Sub DAPE
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Illustrative example 4

Profit attribution to Permanent Establishment

Particulars INR Mn

Revenue from Indian clients 100

Attributable profits (Rule 10) 25

Arm’s length payment to subsidiary 10

Profits taxable in the hands of F Co. 15

F Co

Overseas

India

Client

I Co – Sub DAPE
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Summary and way forward

Proposal on attribution of profits to permanent establishment 

• The CBDT has taken a key step for addressing the uncertainties in relation to profit attribution exercise

• The CBDT proposal presently a public consultation document on which comments have been sought and 
submitted by various stakeholders

• The legal and practical/computational aspects highlighted by the stakeholders would need to be considered 
for finalization of proposals

• Important to build in safeguards that tax authorities do not routinely resort to application of fractional 
apportionment approach under proposed Rule 10 by rejecting separate entity approach /financials of PE.

• Taxpayers should assess the impact of proposals on their businesses and the proactive measures to avoid 
double taxation

• Bilateral APAs and Mutual Agreement Procedures will assume more significance
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Open Discussion
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Appendices
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Operations in India
Profits determined 

by the tax authorities

Profits approved 

by the courts

Negotiation of the deal, procurements of orders, arrangements for 

opening letter of credit by agent in India1 10% 10%

Use of word 'Intercontinental' in India2 20% 5%

Conclusion of contract of purchasing agent in India3 75% 10%

Conclusion of loan agreement in India4 100% 0%

Procurements of raw materials from India5 10% 10%

Performance of Guarantee in after sale of goods outside India6 20% 0%

Supervision of execution of Purchase contracts from India7 25% 25%

Canvassing orders and securing import/export licence in India8 7.5% 0%9

Provides equipment to the customers relating to oil and gas, 

energy, transportation and aviation business10 10% 10%

marketing, sales, warehousing, after sales service and technical 

services to the customers through branch office11
40% 30%

[1] 4 ITD 654; [2] 4 ITD 334; [3] 41 ITR 781; [4] 62 ITR 686; [5] 23 ITR 101; [6] 109 ITR 158, 19 ITD 125, 5 ITD 91
[7] 73 ITR 283; [8] 108 ITR 874; 
[9] The court held that such activities were not carried on behalf of the non-resident
[10] [2019] 101 taxmann.com 142 (Delhi); [11] [2017] 79 taxmann.com 154 (Delhi - Trib.)

Annexure A 
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Updates to Model Tax Conventions

Proposal on attribution of profits to permanent establishment 

OECD Model and Commentary UN Model and Commentary

Model 
update

Commentary 
update

Specific features
Model 
update

Specific features

Earlier 
versions

Earlier 
versions

Arm’s length principle, 
Article 7(4)

Earlier  Force of Attraction Rule in 
Article 7(1)

 Arm’s length principle in 
Article 7(2)

 Restriction on deduction in 
Article 7(3)

 Article 7(4)

2008 2008

Strengthened arm’s 
length principle 
(commentary), Article 
7(4)

1999

2010 2010 Authorized OECD 
Approach (“AOA”), Article 
7(4) removed

2011

2014 2014 2017

2017 2017
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Attribution of profits to PEs under Model Tax Conventions

Proposal on attribution of profits to permanent establishment 

OECD-Pre 2010 & UN Model

Article 7(2)-Subject to the provisions 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 Contracting 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 similar 
conditions and dealing wholly independently 
with the enterprise of which it is a permanent 
establishment [Separate entity Hypothesis]

Article 7(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 an 
apportionment as may be customary; the method 
of apportionment adopted shall, however, be 
such that the result shall be in accordance with 
the principles contained in this Article”

OECD-Post 2010

Article 7(2)-For the purposes of this Article and 
Article [23A] [23B], the profits that are attributable 
in each Contracting State to the permanent 
establishment referred to in paragraph 1 are the 
profits it might be expected to make, in particular in 
its dealings with other parts of the enterprise, if it 
were a separate and independent enterprise engaged 
in the same or similar activities under the same or 
similar conditions, taking into account the 
functions performed, assets used and risks 
assumed by the enterprise through the 
permanent establishment and through the 
other parts of the enterprise.

Article 7(4)-Removed from the treaty
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