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Abstract: The article analyzes whether the investment in a
private equity fund may create a permanent establishment
(PE) for foreign investors. The analysis is divided into two
main parts, as the question of creating a PE for the foreign
investors is considered with respect to both the main PE
rule and the agency PE rule. The amendments to the PE
definition prescribed in the OECD/G20 BEPS report on Ac-
tion 7, and incorporated into the 2017 version of the OECD
Model with Commentary, are taken into consideration. It is
concluded that the final outcome depends on the specific
setup of the private equity fund at hand and that some de-
gree of uncertainty may often remain. Moreover, the recent
amendments to the PE definition do not appear to have re-
duced this uncertainty—rather the contrary.

Keywords: Private equity funds, international tax law, per-
manent establishment, dependent agent, BEPS, interna-
tional tax policy

1 Private Equity Funds and Tax law

The private equity model has spread across the world since
the model gained momentum in the United States in the
1960s, and over time, this investment form has drawn a lot
of attention to itself. On the positive side, private equity
funds have been acknowledged to play an important role
in bridging global finance and businesses’ capital needs.
However, on the negative side, public concern has often
been displayed regarding the consequences of the private
equity funds’ activities, for example, with respect to labor
retrenchment in the target companies, unsustainable debt
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levels, compensation levels of fund managers, and, last
but not least, tax issues.!

A wide range of tax-related questions may come up
with respect to the activities of private equity funds.? A
non-exhaustive list could include issues such as taxation
of capital gains, taxation of carried interest, deductibility
of interest expenses and management fees, withholding
taxes on interest and dividends, and the applicability of
anti-avoidance rules. Moreover, an import issue concerns
the question of whether the investment in a private equity
fund may create a permanent establishment (PE) for for-
eign investors.3

The last question has been chosen as the research
topic for this article, as the answer to the question may
be of outmost importance when investors are consider-
ing whether or not to invest in a foreign private equity
fund.* Furthermore, it is not a simple question to answer,
as the answer is highly dependent on the facts and circum-

1 Cf.]. Robertson, Private Equity Funds, 14 New Political Economy 4,
Pp. 545-555 (2009), and H. Ordower, The Regulation of Private Equity,
Hedge Funds, and State Funds, 58 The American Journal of Compara-
tive Law (supplement), p. 295321 (2010). For a broader analysis of the
development of private equity in Europe, see N. Badu & M. Montalban,
Analyzing the uneven development of private equity in Europe: legal
origins and diversity of capitalism, Socio-Economic Review, p. 33-70
(2014).

2 For a study on the inclination of private equity funds to make use of
tax avoidance, see B.A. Badertscher et al., The Separation of Ownership
and Control and Corporate Tax Avoidance, 56 Journal of Accounting
and Economics, p. 228250 (2012). See also G.D. Polsky, A Compendium
of Private Equity Tax Games, 146 Tax Notes, p. 615 et seq. (2015).

3 Cf. G. Letizia, International Tax Issues in Relation to Cross-Border
Investment Funds, 43 Intertax 8/9, p. 526-530 (2015) and E. Cacciapuoti,
Private Equity Funds, Permanent Establishments and Italian Opera-
tions”, 47 European Taxation 4, p. 168-176 (2007).

4 Cf. European Commission Expert Group, Report on Removing Tax
Obstacles to Cross-border Venture Capital Investments, (European Com-
mission 2010). For earlier work of relevance, see, for example, Euro-
pean Commission Alternative Investment Expert Group, Developing
European Private Equity (European Commission 2006) and European
Commission, Report of the Communication on Implementation of the
Risk Capital Action Plan, COM(2003) 654 final.

3 Open Access. © 2019 P. Koerver Schmidt, published by Sciendo. (: This work is licensed under the Creative Commons Attribution-

NonCommercial-NoDerivatives 4.0 License
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stances of the specific private equity fund in question and
because these structures are often quite sophisticated.> Ac-
cordingly, it was not particularly surprising that Working
Party 1 on Tax Conventions and Related Questions, when
dealing with this particular question in 2012, concluded
that more specific guidance could not be provided for the
private equity industry on this matter.®

In addition, the chosen topic is both timely and of
practical relevance, as courts and administrative bodies
in cases from around the world have been faced with the
question on whether a private equity fund may create a PE
for foreign investors.” In this regard, it should also be noted
that the amendments to the PE definition prescribed in the
OECD/G20 BEPS report on Action 7, and incorporated into
the 2017 version of the OECD Model Tax Convention on In-
come and Capital (21 November 2017) with commentaries,
may have pushed this question further up the agenda.® Ac-
cordingly, the aim of this article is to analyze if—and if yes,
under which circumstances—investments in a private eq-
uity fund may give rise to a PE for the foreign investors.

The article starts out by briefly describing the function-
ing and organizational setup of private equity funds, as
knowledge hereof constitutes a necessary foundation for

5 An additional argument for focusing on the tax consequences for
the investors in private equity funds is that the bulk of the tax literature
on private equity funds has focused on the taxation of fund managers,
cf. O. Marian, The Other Eighty Percent: Private Investment Funds, In-
ternational Tax Avoidance, and Tax Exempt Investors, Brigham Young
University Law Review 6, p. 1715-1765 (2016).

6 Cf. OECD, Revised Proposals Concerning the Interpretation and Ap-
plication of Article 5 (Permanent Establishment) (OECD 2012), para.
125.

7 Forarecent example, see KR: Korean Supreme Court, 12 October 2017,
Decision 2014Du3044 (unofficial English translation) and K.G. Lee,
Recent Issues Regarding Permanent Establishment in Korea, 72 Bulletin
for International Taxation 6 (2018). See also a recent Swedish decision,
cf. SE: Swedish Supreme Administrative Court [Hogsta forvaltnings-
domstolen], 2014, HFD 2014 ref 71 as well as the Danish decisions
analyzed in section 4 and 5 (with subsections) below. Also, in Aus-
tralia, the issue has been debated, cf. A. Maharaj & J. McCormack,
Australian Branch Report in 94a Cahiers de droit fiscal international, p.
98-99 (International Fiscal Association ed., Sdu Fiscale & Financiele
Uitgevers 2009), and M. Butler et al., Taxation of Private Equity Profits
— ATO Issues Four Tax Determinations, 17 Asia-Pacific Tax Bulletin 1, p.
38-41(2011).

8 Cf. OECD/G20, Preventing the Artificial Avoidance of Permanent Es-
tablishment — Action 7: Final Report (OECD 2015). The article will not
address other BEPS-related issues concerning private equity funds,
including the issues regarding treaty entitlement of Non-CIV Funds.
See instead OECD, Public Discussion Draft — Treaty Entitlement of Non-
CIV Funds (OECD 2016), OECD, Public Discussion Draft — BEPS Action
6 Treaty Entitlement of Non-CIV Funds (OECD 2017.), and Example K, L
and M in Para. 182 OECD Model: Commentary on Article 29 (2017).
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the subsequent discussions. After this, a traditional legal
dogmatic method is used to analyze the research question.
The dogmatic analysis is divided in two main parts, as the
question of creating a PE for the foreign investors will be
considered in relation to both the main PE rule and the
agency PE rule. The discussions will, among other things,
draw on Danish experiences, as the question concerning
PE for private equity investors has been dealt with in a
number of recent decisions from the National Tax Board,
as well as in the Danish literature, and very recently by the
Danish legislator. However, relevant experiences and case
law from other jurisdictions will also be included.

As mentioned, the above analyses will be based on
doctrinal legal studies because the primary aim of the ar-
ticle is to deduce valid law by gathering, systemizing, and
analyzing legal sources of relevance for the topic (i.e., con-
siderations de lege lata).® In this context, attention will be
devoted to analyzing the PE concept defined in Article 5
of the OECD Model with Commentary as many PE provi-
sions in bilateral tax treaties as well as in domestic law
rely on the OECD definition.® Thus, although the OECD
Model is not a binding treaty, it has often proved to be of
great importance for the interpretation and application of
tax treaty provisions.!* Moreover, even though uncertainty
remains concerning the exact legal status of the Commen-
tary to the OECD Model, the Commentary is widely ac-
cepted as a guide to the interpretation and application of
tax treaties based on the OECD Model.*?

As also mentioned, case law available from around
the world will be included in the analyses. Accordingly,
even though case law of one jurisdiction is not bind-
ing for courts and authorities in other jurisdictions, the
widespread use of the OECD PE concept has entailed that
court decisions from other jurisdictions may be an impor-

9 Cf. the description of legal dogmatic research in U. Neergaard &
R. Nielsen, Where Did the Spirit and Its Friends Go? On the European
Legal Method(s) and the Interpretational Style of the Court of Justice
of the European Union in European Legal Method — Paradoxes and
Revitalisation (U. Neergard et al. eds., DJ@F Publishing 2011), at p.
104-105.

10 Cf.]. Sasseville & A. Skaar, General Report in 94a Cahiers de droit
fiscal international (International Fiscal Association ed., Sdu Fiscale
& Financiele Uitgevers 2009), at p. 23 et seq.

11 Cf. R. Avi-Yonah, International Tax as International Law, 57 Tax Law
Review, p. 483-501 (2004).

12 Cf. F. Engelen, Interpretation of Tax Treaties under International
Law (IBFD 2004), at p. 439 et seq. In particular, scholars are divided
based on the question as to how to fit the commentaries into the rules
of interpretation laid down in the Vienna Convention on the Law of
Treaties. For the OECD’s own view on the status and importance of the
commentaries, see Para. 15 and 29 OECD Model: Introduction (2017).
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tant source of guidance when national courts consider
cases regarding the PE concept.®? In other words, interpre-
tive solutions or principles may circulate through judicial
transplants activated by domestic courts.*

Finally, on the basis of the findings of the dogmatic
analysis, some tax policy options are briefly discussed. The
aim is to shed light on some of the jurisdictions where the
legislator has already responded to the legal challenges
unveiled in the previous sections of the article. Thus, by
discussing the pros and cons of these domestic legislative
solutions, the aim is to provide fruitful insights that could
be of assistance when considering if or how to react to
these challenges in other jurisdictions as well as in inter-
national fora (i.e., considerations de lege ferenda).

2 The Functioning, Organization,
and Regulation of Private Equity
Funds

Private equity funds may be broadly defined as businesses
that draw on capital and debt in the international finan-
cial system to acquire stakes in companies that are in-
tended to be sold for profit after a number of years.® Typ-
ically, the portfolios of private equity funds contain only
a few positions (target companies) in which the fund has
acquired control. Accordingly, private equity investments
are normally illiquid, as the investors (limited partners)
commit their capital for a longer period of time.'¢ In other
words, most private equity funds are the so-called closed-
end funds, which mean that investors cannot withdraw
their investment until the fund is terminated. The injected
capital is normally invested for a 4- to 5-year period, and
subsequently, there is a period of typically 5-8 years dur-
ing which the fund will exit its investments and return cap-
ital and profits to the partners.?”

The investors in private equity funds often consist of
professional investors such as pension funds, insurance
companies, high-net-worth individuals, family offices, en-
dowments, foundations, funds of funds, and sovereign
wealth funds. The capital provided by these investors is

13 Cf. Sasseville & Skaar, supra n. 10, at p. 21 et seq.

14 Cf. C. Garberino, Judicial Interpretation of Tax Treaties — The use of
the OECD Commentary (Edward Elgar 2016), at p. 8.

15 Cf. Robertson, supran. 1.

16 Cf. Ordower, supran. 1.

17 Cf. D.P. Stowel, Investment Banks, Hedge Funds, and Private Equity
(Academic Press Elsevier 2012), at p. 394.
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used by the private equity funds to acquire large—often
entire or at least controlling—shareholdings in a number
of target companies.!® Thus, when the target companies
have been acquired, the private equity funds tend to al-
ter the structure of the target companies in various ways,
for example, by disposing assets that are not deployed ef-
ficiently, replacing management, and changing business
plans.?®

Private equity firms play a number of roles in the mar-
ket, and the funds’ investments can take different forms.
The most well-known investment type is probably the
leveraged buyout (LBO), in which the private equity fund
acquires a majority stake in a target company, using equity
from a relatively small group of investors in combination
with a significant amount of debt. The targets of such ac-
quisitions are often mature larger companies. On the op-
posite, another important subgroup of private equity in-
vestments, known as venture capital, focuses on investing
in younger often very innovative companies that may have
difficulties in finding alternative sources of financing. Ac-
cordingly, such investments are often praised for their im-
portant role in nurturing new industries.2®

Even though the structure of different private equity
funds varies, a basic version of a typical fund structure
can be outlined. Often, a private equity firm is legally
structured as a limited partnership owned jointly by a
general partner and a number of limited partners (the in-
vestors). Often, the general partner is an entity owned by
the fund managers. The fund managers or entities owned
by the fund managers receive annual management fees,
typically amounting to 1-3% of the fund’s assets, for this
work (sometimes also one or several advisory companies
are part of the overall structure and they also have to be
remunerated). Moreover, they also receive carried interest,
which is a portion of the profits generated by the fund. The
carried interest typically amounts to about 20% of the prof-
its generated by the fund exceeding the so-called hurdle
rate (e.g., 7% or 8% p.a.). Thus, there should be a strong
incentive for the fund managers to maximize the value for
the fund.

In practice, a new corporation (NewCo) is typically
set up by the private equity fund. NewCo receives equity
investments from the private equity fund and sometimes
also from the management of the target company, as well

18 Cf. D. Hobohm, Investors in Private Equity Firms: Theory, Prefer-
ences and Performances (Gabler 2010).

19 Cf. Ordower, supran. 1.

20 Cf. Hobohm, supra n. 18. See also OECD, Venture Capital and Inno-
vation (OECD 1996).
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as debt financing from lenders. NewCo then uses this fund-
ing to acquire the target company for cash. Subsequently,
the cash flows from NewCo, and the target company is
used to service the debt payments.2!

Historically, private equity funds and their fund man-
agers have not been subject to detailed regulation. How-
ever, the financial crisis that started in 2008 led to in-
creased calls for the regulation of the industry. In the
United States, for example, registration requirements were
generally not imposed on fund managers because most
managers of private equity funds would manage 14 or
fewer funds and, therefore, were qualified for exemption
from registration under the Investment Advisors Act of
1940. Among other things, the so-called Dodd-Frank Act
from 2010 changed that. Accordingly, fund managers are
now required to register with the US Securities and Ex-
change Commission (SEC) and to disclose information on
a wide range of behavior.??

Also, in Europe, tighter regulation of the private equity
industry has been adopted in the aftermath of the financial
crisis. Thus, in 2010, the so-called Alternative Investment
Fund Managers Directive (AIFMD) was agreed upon.2 The
directive applies to entities established in a member state
that manage one or more alternative investment funds. Fur-
thermore, the directive also applies to managers who re-
side outside the European Union if they manage alterna-
tive investment funds within the European Union or mar-
ket such funds to investors domiciled in the European
Union. Typically, the general partner of a private equity
fund should be considered a manager covered by the di-
rective which, as a consequence, means that a number
of requirements have to be fulfilled. These requirements
concern authorization, size of capital, appointment of a
depository, procedures for valuation of assets, remuner-
ation policies, implementation of risk management sys-
tems, limitations on leverage, transparency, and disclo-
sure.?*

21 Cf. Stowel, supra n. 17, at p. 319 and p. 393. For a classification of
equity funds by contrast to other investments funds, see Tomi Viitala,
Taxation of Investment Funds in the European Union (IBFD 2005), at p.
20 et seq.

22 Cf. Stowel, supra n. 17, at p. 401 et seq.

23 Cf. Directive 2011/61/EU on Alternative Investment Fund Managers
and amending Directives 2003/41/EC and 2009/65/EC and Regulations
(EC) No 1060/2009 and (EU) No 1095/2010.

24 Cf.]. Payne, Private Equity and its Regulation in Europe, 12 Euro-
pean Business Organization Law Review 4, p. 559-585 (2011).
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3 The Private Equity Fund as a
PE—Overall Concerns

The organization of the private equity fund as a limited
partnership normally entails that the fund itself should be
considered transparent for tax purposes.?> Accordingly, no
economic double taxation of the income generated by the
private equity fund should occur, provided that both the
source state and the state of residence of the investors ac-
knowledge that the fund is transparent for tax purposes.2¢
However, juridical double taxation may occur if both the
source state and the residence state consider themselves
entitled to tax the income of the investors in the private
equity fund.?” This could, for example, be the case if the
source state is of the opinion that the investors of the pri-
vate equity fund should be considered to have a PE in
the source state, whereas the residence state of the in-
vestors does not agree that the criteria for creating a PE in
the source state are fulfilled.28 Nevertheless, double non-
taxation could also occur if no taxation takes place in the
source state—for example, because no PE is considered to
be created there—and the investor is tax exempt in the res-
idence state or is resident in a tax haven.?®

Keeping this in mind, it is understandable that in-
vestors, as well as private equity firms and tax authori-
ties (states), have a strong interest in determining up-front

25 However, variations exist between different jurisdictions, for ex-
ample, regarding the conditions for and the degree of transparency,
cf. D. Gutmann, General Report in Corporate Income Tax Subjects (D.
Gutmann ed. IBFD 2013), at p. 1 et seq. See also J-P. Le Gall, General
Report in LXXXa Cabhiers de droit fiscal international (International
Fiscal Association ed., Kluwer 1995), at p. 657 et seq. In this article, it
is assumed that all the involved states agree that the private equity
fund vehicle (the partnership) is transparent for tax purposes.

26 The term economic double taxation describes the situation that
arises when the same income is taxable in the hands of different tax-
payers, cf. K. Vogel & E. Reimer, Introduction in Klaus Vogel on Double
Taxation Conventions (E. Reimer & A. Rust eds., Wolters Kluwer 2015),
at p. 12-13.

27 The term juridical double taxation is generally described as the
imposition of comparable taxes in two (or more) states on the same
taxpayer in respect of the same subject matter and for identical periods,
cf, Para. 1 in the introduction to the OECD Model (2017).

28 Cf.]. Wittendorff, Fast driftssted for investorer i private equity funds
- vidtraekkende praksiseendring, SR-Skat, p. 112 et seq. (2014).

29 It has been suggested that the bulk of the profits received by the
investors in private equity funds are never taxed, cf. Marian, supra n. 5.
For a general discussion of different kinds of double non-taxation, see
F.D.M. Laguna, Abuse and Aggressive Tax Planning: Between OECD and
EU initiatives — The Dividing Line between Intended and Unintended
Double Non-Taxation, 9 World Tax Journal 2, p. 189-246 (2017).
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whether an investment in a private equity fund will create
a PE for foreign investors.3° In this regard, it seems expe-
dient to analyze the PE definition, as set out in Article 5 of
the OECD Model, more precisely the main PE rule and in
particular the agency PE rule.

However, before initiating the analysis, it should be
noted that a number of changes were made to Article 5
of the OECD Model with commentaries in late 2017. Some
of the changes to the commentaries were intended to clar-
ify the interpretation of Article 5 and should, therefore, ac-
cording to the OECD, be taken into account even for the
purposes of interpretation and application of tax treaties
concluded before the adoption of the 2017 version of the
OECD Model.?! This, for example, applies to the changes
made to the Commentary to the main PE rule in Article
5(1). However, a number of the other changes made to the
Commentary to Article 5 are prospective only and do not af-
fect the interpretation of the former provisions of the OECD
Model and of tax treaties in which these provisions are in-
cluded. Among other things, this applies to the new com-
mentaries to the agency PE rule in Article 5(5-6 and 8) of
the OECD Model (2017) that relate to the modification of the
wording of the agency PE rule itself (which was based on
the adoption of the OECD/G20 BEPS report on Action 7).32
This development will be taken duly into account when an-
alyzing the question on whether an investment in a private

30 Cf. European Commission Expert Group, supra n. 4, p. 13.

31 In other words, an ambulatory interpretation should be made in
line with the statement found in Para. 35 of the introduction to the
OECD Model (2017), cf. Para. 3 OECD Model: Commentary on Article 5
(2017). This ambulatory approach of interpretation has been subject to
criticism, among other things, for lacking democratic legitimacy. See
P.J. Wattel & O. Marres, The Legal Status of the OECD Commentary and
Static and Ambulatory Interpretation of Tax Treaties, 43 European Tax-
ation 7, p. 222-235 (2003). See also U. Linderfalk & M. Hilling, The Use of
the OECD Commentaries as Interpretive Aids — The Static/Ambulatory-
Approaches Debate Considered from the Perspective of International
Law, Nordic Tax Journal 1, p. 34-59 (2015), which argues that the dis-
cretion to choose between a static interpretation and an ambulatory
interpretation is not absolute, as the discretion is limited by the prin-
ciple of good faith.

32 A number of bilateral tax treaties will incorporate these changes
through the adoption of the Multilateral Convention to Implement Tax
Treaty Related Measures to Prevent Base Erosion and Profit Shifting,
2017 (i.e., the so-called “Multilateral Instrument”). See also OECD/G20,
Developing a Multilateral Instrument to Adopt Bilateral Tax Treaties
— Action 15: Final Report (OECD 2015), N. Bravo, The Multilateral In-
strument and its Relationship with Tax Treaties, 8 World Tax Journal
3, p. 279304 (2016), and D. Kleist, The Multilateral Convention to Im-
plement Treaty Related Measures to Prevent BEPS — Some Thoughts on
Complexity and Uncertainty, Nordic Tax Journal 1, p. 31-48 (2018).
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equity fund will create a PE for foreign investors pursuant
to the agency PE rule.

4 Creating a PE for Investors in
Private Equity Funds After the
Main PE Rule

Even though investors, private equity firms, and expert
groups have mainly been occupied with the question on
whether an investment in a private equity fund will create a
PE for foreign investors after the agency PE rule,3* it is also
necessary to consider the possibility of creating a PE after
the main PE rule, as the facts and circumstances concern-
ing the setup of different private equity funds may vary.?
Furthermore, it should be kept in mind that the agency PE
rule only provides an alternative test of whether an enter-
prise has a PE.3¢

Pursuant to the main PE rule in Article 5(1) of the OECD
Model (2017), the term PE means a fixed place of business
through which the business of an enterprise is wholly or
partly carried on. Accordingly, the existence of a PE re-
quires that the following three conditions all are fulfilled
(and that the overall activity of the fixed place of business
is not of a preparatory or auxiliary character, cf. Article

5(4)):

1) the existence of a “place of business,” that is, a fa-
cility such as premises or, in certain instances, ma-
chinery or equipment;

33 For more on the historic development of Article 5 of the OECD
Model and its Commentary, see F.O. Pita, Article 5 — The Concept of
Permanent Establishment in A History of Tax Treaties (T. Ecker & G.
Ressler eds., Linde Verlag 2011), at p. 229-256.

34 Cf. European Private Equity & Venture Capital Association, Letter
to the OECD Committee on Fiscal Affairs — Discussion draft on the Inter-
pretation and Application of Article 5 (Permanent Establishment), 12
October 2011. See also European Commission Expert Group, supra n.
4, p. 16-17.

35 Moreover, in two of the below-mentioned Danish cases, the Na-
tional Tax Board actually concluded that the foreign investors in a
Danish private equity fund should be considered to have a PE in Den-
mark according to the main PE rule. Also, in a Swedish case mentioned
below from 1998, the foreign investor in a Swedish private equity fund
was found to have a PE in Sweden pursuant to the main PE rule.

36 Cf. Para. 82 and 100 OECD Model: Commentary on Article 5(5)
(2017).
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2) this place of business must be “fixed,” that is, it must
be established at a distinct place with a certain de-
gree of permanence,3”

3) the carrying on of the business of the enterprise
through this fixed place of business.3® This usually
means that persons who, in one way or another, are
dependent on the enterprise (personnel) conduct
the business of the enterprise in the state in which
the fixed place is situated.3®

4.1 Does the Private Equity Fund Have a
Fixed Place of Business (Conditions 1
and 2)?

Typically, a private equity fund vehicle (the partnership)
will not have any premises of its own. Therefore, it seems
relatively straightforward to arrive at the conclusion that
no PE should be considered created pursuant to the main
PE rule. Moreover, in order to safely avoid creating a PE
in the jurisdictions of the portfolio companies, the assis-
tance needed locally is often obtained from an advisory
company, and private equity funds are typically very care-
ful not to use the facilities of the advisory company in any
way. In addition, in order to make it clear that the activ-
ities of, for example, the personnel of the advisory com-
pany cannot be considered a place of management for the
private equity fund, as exemplified in Article 5(2)(a) of the
OECD Model, it is common to ensure that no overlap exists
with respect to the positions (corporate offices) held by the
personnel of the advisory company and the individuals di-
rectly involved in the private equity fund (e.g., individuals
participating in the investment committee of the fund).4°
However, before arriving at the conclusion that no
PE issues are triggered, it must be thoroughly assessed
whether, in the concrete situation at hand, the private eq-
uity fund vehicle should actually be seen as having the

37 The term “place of business” covers any premises, facilities, or in-
stallations used for carrying on the business of the enterprise whether
or not they are used exclusively for that purpose. A place of business
may also exist where no premises are available or required for carrying
on the business of the enterprise, and it simply has a certain amount of
space at its disposal. It is immaterial whether the premises, facilities,
or installations are owned or rented by or are otherwise at the disposal
of the enterprise. See Para. 10 OECD Model: Commentary on Article
5(1) (2017).

38 Some authors divide the PE concept into more than three condi-
tions. See, for example, Sasseville & Skaar, supra n. 10.

39 Cf. Para. 6 OECD Model: Commentary on Article 5(1) (2017).

40 Cf. Cacciapuoti, supra n. 3.
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premises of some of the parties involved in the structure
at its disposal (e.g., the premises of the management com-
pany or an advisory company). If this is in fact the case,
it should, in addition, be analyzed whether the investors
in the private equity fund could be considered to carry on
business through that fixed place of business.

A case decided by the Danish National Tax Board
in 2013 dealt with these particular questions, and even
though the decision concerned the PE issue in a Danish
context, it may be of general interest to other jurisdictions
and the interpretation of their tax treaties.** Moreover, it
seems fruitful to discuss the issue based on actual cases,
as this may provide a clearer picture of the peculiarities of
the private equity structures.

Thus, in the Danish case from 2013, the National Tax
Board actually found that the investors in a Danish private
equity fund should be considered to have the premises of
the management company at their disposal.*? Hence, the
investors were considered to have a fixed place of business
at the offices of the management company. As the National
Tax Board also found that the investors carried on busi-
ness through this fixed place of business, the National Tax
Board concluded that the foreign investors should be con-
sidered to have a PE in Denmark according to the main PE
rule.®?

In order to understand and discuss this decision by
the Danish National Tax Board, the particular facts and
circumstances of the setup are briefly described in the fol-
lowing paragraphs. Moreover, a simplified structure is de-
picted in Figure 1.

Third State

Co-Investor LP

0.01%

General Partner Co Management Co
Private Equity
Fund LP

Portfolio
Companies

99.9 %

Denmark

Portfolio States

Figure 1

41 According to Danish case law and doctrine, the PE definition in
domestic Danish tax law, cf. DK: Corporate Tax Act, 1960 (with later
amendments), sec. 2(1)(a), should generally be interpreted in line with
Article 5 of the OECD Model with Commentary, cf. A.N. Laursen, Fast
driftssted (Jurist- og @konomforbundets Forlag 2011), at p. 51-55.

42 Cf. DK: Danish National Tax Board [Skatteradet], 22 October 2013,
SKM2013.899.SR.

43 This issue will be further discussed in Section 4.2.
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Briefly explained, the private equity fund vehicle (Pri-
vate Equity Fund LP) was set up as a Danish limited part-
nership, the so-called “kommanditselskab.” The fund ve-
hicle did not have any employees and had no offices or
other premises at its disposal. Its only governing body
was the general meeting. The general partner was a Dan-
ish limited company (General Partner Co), which was gov-
erned by a board of directors, consisting of members of
the management team (managers). The general partner
was responsible for the overall approval and execution of
the investments, whereas a management company (Man-
agement Co) was responsible for all other operations, for
which it received a management fee.** Also General Part-
ner Co did not have any premises at its disposal. Thus, the
board meetings of General Partner Co, as well as the gen-
eral meeting of Private Equity Fund LP, were meant to take
place at Management Co’s offices in Denmark. More than
99% of the funds injected in the private equity fund vehi-
cle came from institutional investors (investors) and <1%
came from the managers who had made their investment
through another Danish limited partnership (Co-Investor
LP), which was entitled to receive carried interest. Consid-
ering the foreign investors, the National Tax Board was
asked to assume that the investors were resident in a state
having a tax treaty with Denmark containing a PE provi-
sion similar to the one found in Article 5 of the OECD Model
(2010).45

On the basis of these facts, the National Tax Board first
stated that the private equity fund vehicle should be con-
sidered to constitute an enterprise, according to Article 5(1)
of the OECD Model, and that the determination of whether
a PE existed or not, therefore, should be made with respect
to the fund vehicle itself and not the individual investors.*¢

Thereafter, the National Tax Board considered
whether a fixed place of business existed (Conditions 1
and 2 of the main PE rule). With regard to this question,
the National Tax Board concluded that the fact—that the
fund vehicle’s general meetings were to take place at the
management company’s offices—in itself entailed that the
fund vehicle should be considered to have a fixed place
of business through these offices. Moreover, even if the
general meetings were not permanently held at the man-
agement company’s offices, the National Tax Board found

44 Also, an investor board and an advisory board were set up (not
depicted in Figure 1). None of these boards had authority to make
decisions on behalf of the private equity fund, and none of these
boards were legal entities.

45 With respect to Article 5 on the definition of a PE and its commen-
tary, the 2014 version of the OECD is similar to the 2010 version.

46 This issue is discussed further in Section 4.2.
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that the investors should be considered to have a fixed
place of business at their disposal through the manage-
ment company’s offices. In reaching this conclusion, the
National Tax Board seems to put emphasis on the fact that
the whole investment project, in the National Tax Board’s
view, was widely controlled by the members of the man-
agement team, who had dual roles and co-invested.

This part of the National Tax Board’s decision has
rightly been criticized in the Danish literature.*” Accord-
ingly, even if the fund vehicle’s general meetings actually
were to take place at the management company’s offices, it
does not necessarily mean that the fund vehicle should be
considered to have a fixed place of business through these
offices, as the meetings would be of a purely temporary na-
ture.*® In addition, and more generally, it could be argued
that the actual activities of the general partner, the man-
agement company, and the management team could not
entail that the fund vehicle should be considered to have
the offices of the management company at its disposal. The
argument could be supported by the fact that the general
partner and the management company were separate le-
gal entities carrying on their own activities and that the
managers carried on their management activities indepen-
dently within the boundaries of these separate entities.

Finally, the National Tax Board found that the invest-
ment activities of the LP was qualified as business activi-
ties under the PE definition, as the aim of the fund vehi-
cle was to undertake, manage, and transfer investments
for the purpose of obtaining economic benefits.*® Thus, in
conclusion, the tax board stated that the foreign investors
should be considered to carry on business in Denmark
through a PE existed in Denmark, as a fixed place of busi-
ness, through which the business of an enterprise was car-
ried on.

The decision was received with some surprise, be-
cause it appears to deviate from previous Danish cases de-
cided by the National Tax Board.>° In addition, the deci-

47 Cf. M. Ngrremark & C. Jensen, Fast Driftssted for K/S-investorer,
Skat Udland 3, p. 151-159 (2014), and Wittendorff, supra n. 28.

48 Cf. Para. 28 OECD Model: Commentary on Article 5(1) (2017) (Para. 6
in the 2014 version). In addition, from Para. 12, it follows that the mere
presence of an enterprise at a particular location does not necessarily
mean that that location is at the disposal of that enterprise (Para. 4.2 in
the 2014 version). For a discussion of the temporary nature of general
meetings, with respect to Danish case law, see Laursen, supra n. 41, at
p. 102-103.

49 This issue will be further discussed below in section 4.2.

50 Cf. DK: National Tax Board [Skatteradet], 21 February 2012,
SKM2012.676.SR, DK: National Tax Board [Skatteradet], 26 June 2012,
SKM2012.425.SR, DK: National Tax Board [Skatteradet], 20 March 2012,
SKM2012.190.SR, DK: National Tax Board [Skatteradet], 23 February
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sion created uncertainty, regarding what should be consid-
ered valid law, when assessing whether foreign investors
carry on business in Denmark through a PE. As a result,
a number of additional requests for binding rulings, con-
cerning this matter, have subsequently been submitted to
the National Tax Board.

It is relevant to take a look at these subsequent deci-
sions, as they provide more guidance on which factors the
National Tax Board considers decisive when making the
assessment of the private equity setup.” In particular, it
seems worth highlighting a decision from 2014, as it was
the first of a couple of decisions, in which the National Tax
Board, in contrast to the 2013 decision, found that no PE
was created for the foreign investors in the private equity
fund.>?

The facts of the 2014 decision were in many ways sim-
ilar to the facts in the 2013 decision. However, some differ-
ences occurred. In particular, it is worth noting that the
general partner was organized as a commercial founda-
tion and that no members of the management team and
none of the investors were among the board members in
the commercial foundation. The board of the commercial
foundation held its meetings at different locations, and the
commercial foundation only had a c/o address at a law
firm’s office. The general meetings of the fund vehicle (a
limited partnership) should also be held at different loca-
tions. Finally, opposite to the setup in the 2013 decision,
the management team did not make any co-investment in

2010, SKM2010.318.SR, DK: National Tax Board [Skatteradet], 23 March
2010, SKM2010.257.SR and DK: National Tax Board [Skatteradet], 23
October 2001, SKM2001.493.LR. In addition it could be argued that the
2013-decision is not in line with the underlying rationale of judgement
in DK: Danish Supreme Court [Hgjesteret], 25 June 1996, TfS 1996, 532.
For more on the first Danish decisions see ]. Bundgaard, Kapitalfonde
i dansk og international skatteret (Extuto Publishing 2010), p. 95-98,
and J. Wittendorff, International skatteret 2010, SR-Skat, p. 212 et seq.
(2010).

51 For a discussion of these subsequent decisions, see I. Heinrichsen,
Gar Danmark enegang og skaber usikkerhed for private equity og venture
fonde?, SR-Skat, p. 54 et seq. (2016) samt M. Ngrremark & C. Jensen,
Seneste praksis om fast driftssted for K/S-investorer, Skat Udland 11, p.
555-561 (2015).

52 Cf. DK: Danish National Tax Board [Skatteradet], 29 April 2014,
SKM2014.632.SR. With respect to the main PE-rule, the same result
was reached in three other cases that concerned rather similar struc-
tures, cf. DK: Danish National Tax Board [Skatteradet], 11 November
2014, SKM2015.95.SR, DK: Danish National Tax Board [Skatteradet],
24 March 2015, SKM2015.277.SR, and DK: Danish National Tax Board
[Skatteradet], 30 August 2016, SKM2016.448.SR. The last decision is
further analyzed below when dealing with the agency PE-rule. 2017
saw another wave of decisions from the National Tax Board on this
matter concerning similar structures. See section 5.1 below.
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the private equity fund itself. Instead, the managers made
minority investments in the target companies through an
intermediary holding company. A simplified structure is

depicted in Figure 2.

’ Investment Co

Third State

General Partner
Foundation

Private Equity
Fund LP

Management Co

Denmark

Figure 2

In reaching the conclusion that no PE was created, the
National Tax Board attached great importance to the fact
that the management and steering of the commercial foun-
dation were separated from the management team and
the management company. In other words, emphasis was
put on the fact that the board members in the commercial
foundation who had the decision-making power consisted
of independent, professional individuals. Accordingly, in
contrast to the 2013 decision, the National Tax Board con-
cluded that the fund vehicle should not be considered to
have disposal over the premises of the management com-
pany through the board members of the general partner
(i.e., the members of the board in the commercial foun-
dation), as the board members had no affiliation with the
management company or its owners. Thus, the fund vehi-
cle should not be considered to have a fixed place of busi-
ness.

The conclusion reached by the National Tax Board ap-
pears to be correct, as it is indeed hard to see how the
fund vehicle should be able to dispose over the premises of
the management company in a structure where complete
separation existed between the board members of the gen-
eral partner and the management company and its own-
ers. Hence, the requirement that the premises, facilities, or
installations should be owned, rented, or otherwise at the
disposal of the enterprise, cannot be considered fulfilled
in such a situation.*?

If the 2014 decision reduced the Danish private equity
industry’s concerns, regarding the risk of creating PE in
Denmark for foreign investors, the debate flared up once
again following a decision from the National Tax Board

53 Cf. Para. 10 OECD Model: Commentary on Article 5(1) (2017).
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published in 2015.54 Just like the private equity setups dis-
cussed in the 2013 and 2014 decisions, the fund vehicle (a
Danish limited partnership) as well as the general partner
did not have any premises of their own. The general part-
ner was organized as a corporation that was led by a board
of directors and the directors were not affiliated with the
Danish management company or its owners (the manage-
ment company acted as investment advisor to the general
partner’s board of directors).

However, in contrast to the 2014 decision, the general
partner (a Danish corporation) was fully owned by the
owners of the Danish management company. This appar-
ently caused the National Tax Board to conclude that a
PE was created in Denmark despite the fact that the gen-
eral partner was led by independent, professional indi-
viduals who were not affiliated with the Danish manage-
ment company or its owners. Thus, on the basis of the
fact that the general partner was fully owned by the own-
ers of the management company, the National Tax Board
found that the entire setup in effect was prepared, ad-
ministered, and controlled by the owners of the manage-
ment company. Against this background, the National Tax
Board concluded that the fund vehicle had disposal over
the premises of the Danish management company because
of the coinciding ownership. Accordingly, the fund vehicle
was found to have a fixed place of business at the premises
of the Danish management company through which it car-
ried out its business. In other words, the setup created a
PE in Denmark for the foreign investors.

The National Tax Board’s reasoning in the 2015 deci-
sion is not particularly convincing.* It appears far-fetched
to conclude that coinciding ownership, that is, the fact
that the general partner in the fund vehicle was fully
owned by the owners of the management company should
entail that the fund vehicle had disposal over the premises
of the management company. Accordingly, such a conclu-
sion seems to rely on the assumption that the owners of
the general partner, and not the general partner’s board of
directors, managed the general partner. Even though the
owners of the general partner obviously had certain rights,
for example, access to exercise their rights as shareholders
at the general meeting, it is worth noting that even 100%
ownership does not in itself entail that the shareholders of

54 Cf. DK: National Tax Board [Skatterddet], 11 November 2014,
SKM2015.56.SR. The decision has been appealed to the National Tax
Tribunal.

55 Cf. Ngrremark & Jensen, supra n. 51.
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a company should be considered to manage the company
they own.>¢

In addition, it does not seem correct to assume that the
owners of the general partner had access to a fixed place of
business in Denmark, just because the owners also owned
a Danish management company. At least, such an assump-
tion does not appear in line with the underlying rationale
of Article 5(7) of the OECD Model, which states that the fact
that a parent company controls a foreign subsidiary does
not of itself entail that the subsidiary should be considered
a PE of the parent company.’

4.2 Does the Enterprise Carry on Business
Through the Fixed Place (Condition 3)?

As stated above, the third condition of the main PE rule
stipulates that the business of the enterprise should be car-
ried on through the fixed place. In order to assess whether
this is the case, first, it has to be determined what the
term enterprise refers to. Second, it has to be considered
whether any business is actually carried out by the enter-
prise through the fixed place.>®

56 Cf. the underlying rationale of Para. 24 OECD Model: Commentary
on article 4(3) (2014), which states that the place of effective manage-
ment is the place where key management and commercial decisions
that are necessary for the conduct of the entity’s business as a whole
are in substance made. See also Para. 24.1 OECD Model: Commentary
on article 4(3) (2017), which concern situations in which dual residence
is dealt with on a case-by-case basis and where it is stated that the
competent authorities would be expected to take account of various
factors, such as where the meetings of the person’s board of directors
or equivalent body are usually held, where the chief executive officer
and other senior executives usually carry out their activities, where
the senior day-to-day management of the person is carried out, where
the person’s headquarters are located, which country’s laws govern
the legal status of the person, and where its accounting records are
kept.

57 This follows from the principle that, for the purpose of taxation,
such a subsidiary constitutes an independent legal entity, cf. Para 115
OECD Model: Commentary on Article 5(7) (2017). See also Para 40 OECD
Model: Commentary on Article 5(7) (2014).

58 Moreover, it has to be considered whether the activities may be
regarded of a preparatory or auxiliary character, cf. Article 5(4) of the
OECD Model (2017), as no PE would exist in such case. If the core activ-
ity of the private equity fund is to search for, acquire, administer, and
sell substantial shareholdings (or other financial assets), any activities
closely related hereto can hardly be seen as preparatory or auxiliary,
as these activities most likely will form an essential and significant
part of the activity of the enterprise as a whole. In addition, it should
be taken into account that a fixed place of business, which has the
function of managing an enterprise or even only a part of an enterprise
or of a group, cannot be regarded as doing a preparatory or auxiliary

uTcC



§ sciendo

With respect to the 2013 decision, dealt with in Sec-
tion 4.1, the Danish National Tax Board stated that the pri-
vate equity fund vehicle should be considered to constitute
an enterprise, according to Article 5(1) of the OECD Model,
and that the determination of whether a PE existed or not,
therefore, should be made with respect to the fund vehicle
itself and not the individual investors. This conclusion ap-
pears to be correct.>® Accordingly, in Article 3(1)(c) of the
OECD Model, it is stated that the term "enterprise" applies
to the carrying on of any business. In this regard, the OECD
Committee of fiscal affairs has rightly expressed the view
that the term seems to correspond to a business organiza-
tion and that a fiscally transparent entity, such as a part-
nership, should, therefore, be viewed as a distinct enter-
prise within the meaning of Article 5(1). This distinct en-
terprise, being carried on by each partner, thus constitutes
an enterprise of each state where a partner is resident as re-
gards the profit share of that particular partner.®

Even though it appears correct to see the private eq-
uity fund vehicle as the relevant enterprise, it must also
be considered whether any business is in fact carried out
through this enterprise and whether this business actually
is the business of the enterprise or alternatively of some-
one else.%!

activity, cf. Para. 59 OECD Model: Commentary on Article 5(4) (2017)
(Para. 24 OECD Model: Commentary on Article 5(4) (2014)). However, a
concrete assessment must be made, and an office set up by an invest-
ment fund used solely to collect information on possible investment
opportunities should be considered a preparatory activity, cf. Para
69 OECD Model: Commentary on Article 5(4) (2017). See also a recent
decision by the Korean Supreme Court where the court interestingly
found that the activities of the local advisors were of a preparatory and
auxiliary character, cf. KR: Korean Supreme Court, 12 October 2017,
Decision 2014Du3044 (unofficial English translation). See also Section
5.1.2.

59 Cf. Wittendorff, supra n. 28.

60 Cf. OECD, supra n. 6, para. 125. See also E. Reimer, Permanent
Establishment in the OECD Model Tax Convention in Permanent Es-
tablishments — A Domestic taxation, Bilateral Tax Treaty and OECD
Perspective (E. Reimer et al. eds., Wolters Kluwer 2015), at p. 132-133,
and J. Sasseville, Enterprise, Business and Business Profits: From the
League of Nations to the Current OECD Model Tax Convention in The
Meaning of Enterprise, Business and Business Profits under Tax Treaties
and EU Tax Law (G. Maisto ed., IBFD 2011), Online Books IBFD, at sec.
4.7.1. For the historical development, see K. van Raad, Enterprise and
Enterprise of a Contracting State: Towards a Century of Confusion Re-
garding the Term Enterprise in the Model Double taxation Conventions
in The Meaning of Enterprise, Business and Business Profits under Tax
Treaties and EU Tax Law (G. Maisto ed., IBFD 2011), Online Books IBFD,
ch. 5.

61 Cf. Para. 35 OECD Model: Commentary on Article 5(1) (2017). More-
over, in Para. 20 it is stated that the words “through which” must be
given a wide meaning in order to be applicable to any situation in
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In the Danish 2013 decision, the National Tax Board
found that the investment activities of the private equity
fund vehicle qualified as business activities under the PE
definition, as the aim of the fund vehicle was to undertake,
manage, and transfer investments for the purpose of ob-
taining economic benefits.®? This statement may, however,
be challenged.®3

The OECD Model does not contain an exhaustive defi-
nition of the terms "business" and "business profits," and
the commentary suggests interpreting these terms in the
light of the domestic law of the state that applies the con-
vention.®* Moreover, at least in light of previous Danish
administrative case law, as well as the practice tradition-
ally followed by the tax authorities, it may be argued that
the investment activities of a private equity fund vehicle
should not qualify as business activities under the PE def-
inition if the activities consist of passive investment in
longer-term shareholdings.®®

Anyway, if it is assumed that the investment activities
of the private equity fund vehicle do constitute a business
activity, it then becomes decisive to determine whether it
is in fact the business of the private equity fund vehicle
that is carried out through the fixed place of business or, in-
stead, the business of someone else, for example, the man-
agement company.

A ruling from the Swedish Council for Advance Tax
Rulings may provide some insight regarding this issue.%¢

which business activities are carried out at a particular location that
is at the disposal of the enterprise for that purpose.

62 Cf. DK: National Tax Board [Skatteradet], 22 October 2013,
SKM2013.899.SR. In DK: National Tax Board [Skatteradet], 11 Novem-
ber 2014, SKM2015.56.SR the same conclusion was reached.

63 See, for example, E. Reimer, Article 5 Permanent Establishment
in Klaus Vogel on Double Taxation Conventions (E. Reimer & A. Rust
eds., Wolters Kluwer 2015), at p. 338-340, who noted that the main
function of the terms “business” and “enterprise” is to exclude passive
investments from the scope of Article 5 and added that the holding of
shares does not itself constitute a business or an enterprise.

64 Cf. Para.10.2 OECD Model: Commentary on Article 3 (2017). See also
A. Rust, Business and Business Profits in The Meaning of Enterprise,
Business and Business Profits under Tax Treaties and EU Tax Law (G.
Maisto ed., IBFD 2011), Online Books IBFD, ch. 6.

65 Cf. DK: The Tax Authorities’ Legal Guidelines [Den Juridiske Ve-
jledning], 2013-2, Para. C..F.8.2.2.5.2.1, where reference is made to the
decision in DK: National Tax Board [Skatteradet], 23 October 2001,
SKM2001.493.LR. See R. Falk and O. Bjgrn, Aktieavancer, venturein-
vesteringer og begreenset skattepligt, Tidsskrift for skatter og afgifter,
p. 15181520 (2002). See also Ngrremark & Jensen, supra n. 47 and
Wittendorff, supra n. 28. More generally, see Laursen, supra n. 41, p.
130-134.

66 Cf. SE: Swedish Council for Advance Tax Rulings (Skatterattsndm-
nden), 25 February 1998. See also R. Glansberg Swedish Branch Report

Bereitgestellt von Copenhagen Business School | Heruntergeladen 20.03.20 11:11

uTcC



26 —— P.Koerver Schmidt

The ruling concerned a company domiciled in Guernsey
(Foreign Investor) that contemplated to invest in a Swedish
limited partnership, the so-called kommanditbolag (Pri-
vate Equity Fund KB). Foreign company should act as a
limited partner, whereas another Swedish or foreign com-
pany should act as general partner (GP Co.) The plan was
that Private Equity Fund KB should generate income from
investments in inter alia Swedish companies (Target Com-
panies). KB should not have any employees. Instead, an ex-
ternal Swedish company (Management Co.) would be en-
gaged to administer Private Equity Fund KB’s investment
activities. When registering Private Equity Fund KB with
the Swedish commercial register, the address of Manage-
ment Co. was used. A simplified structure is depicted in
Figure 3.

Sweden or Other
Jurisdictions

Guernsey

Foreign Co General Partner Co

___________________________________________________________________________________

Private Equity
Fund KB

Target Companies

Sweden

Management Co

Figure 3

Even though the issue concerned the domestic
Swedish PE definition, the Council made several refer-
ences to the OECD Model with commentaries.®” Against
this background, the Council initially concluded that a
head office registered with Management Co. would meet
the so-called place of business requirement. Moreover, the
Council found the place of business to be fixed. Subse-
quently, the Council addressed the abovementioned ques-
tion on whether it was in fact the business of the private
equity fund that was carried out through the fixed place of
business. In this regard, the Council placed emphasis on
the fact that Management Co. was responsible for provid-
ing investment proposals to the fund’s investment commit-
tee, for administering the remuneration to the members
of the committee, and for managing the bookkeeping of

in 94a Cahiers de droit fiscal international (International Fiscal Associ-
ation ed., Sdu Fiscale & Financiele Uitgevers 2009), at p.618-619.

67 Generally, the PE definition in domestic Swedish law is to be in-
terpreted in line with the definition used in the OECD Model, cf. M.
Dahlberg, Internationell Beskatning (Studentlitteratur, 2012), at. p. 65.
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Private Equity Fund KB. On the basis of these findings, the
Council concluded that Private Equity Fund KB’s business
should be considered carried out through the fixed place
of business. Accordingly, the activities were considered to
create a PE for foreign investor at the premises of Manage-
ment Co.

The ruling has received criticism in the literature.®
Thus, it has been argued that the ruling was based on a too
formalistic approach, for example, with respect to the con-
clusion that Private Equity Fund KB should be considered
to have access to a fixed place of business at the premises
of Management Co., just because Private Equity Fund KB
would formally be registered as having its head office there.
Furthermore, it has been pointed out that it seems more
convincing to conclude that it was the business of Manage-
ment Co. that would be carried out through the fixed place
of business and not the business of Private Equity Fund
KB.®°

This criticism appears to be in line with the views that
later has been expressed by the Expert Group on Removing
Tax Obstacles to Cross-border Venture Capital Investments.
Thus, the Group has argued that the role and the business
of a fund manager are different to the roles and the busi-
ness of the fund and its investors. Accordingly, in the view
of the Expert Group, the fund manager cannot be regarded
as creating a permanent establishment according to the
main PE rule. In other words, the fund manager is carrying
out its own independent business of providing services to
the fund or to the investors, rather than being a place of
management, a branch, or other fixed place of business of
the fund or its investors.”

In the Commentary to Article 5(1) of the OECD Model,
it is stated that there are different ways in which an enter-
prise may carry on its business. In most cases, the business

68 Cf. L. Staberg, Fast driftsstdlle i Sverige genom deldgende i kapi-
talforvalttande kommanditbolag — discussion kring et forhandsbesked,
Skattenytt, p. 123-143 (2004). See also Glansberg, supra n. 66.

69 Despite the criticism, the Swedish Council for Advance Tax Rulings
has, in a later case, concluded that a limited partnership registered in
Scotland should be seen as having a PE in Sweden in connection to
its contemplated activities consisting of investment in Nordic target
companies (the limited partnership should not have own premises
or employees and should be administered by a Swedish corporation
acting as general partner). With respect to the PE issue, the Council’s
decision has been confirmed by the Swedish Supreme Administrative
Court, cf. SE: Swedish Supreme Administrative Court [Hogsta férvalt-
ningsdomstolen], 2014, HFD 2014 ref 71. See M. Nielson & F. Berndt,
Kommentar avseende Hogsta forvaltningsdomstolens dom i mal 5169-13
(Segulah) och Kammarriittens i Stockholm dom i mal nr. 8755-8764-12
(NC Advisory AB), Svensk Skattetidning 10, p. 807-815 (2014).

70 Cf. European Commission Expert Group, supra n. 4, p. 16-17.
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of an enterprise is carried on by the entrepreneur or per-
sons who are in a paid—employment relationship with the
enterprise (personnel). This personnel includes employ-
ees and other persons receiving instructions from the en-
terprise (e.g., dependent agents). The powers of such per-
sonnel in its relationship with third parties are irrelevant.
Moreover, it makes no difference whether or not the depen-
dent agent is authorized to conclude contracts if he or she
works at the fixed place of business of the enterprise.”
Accordingly, these statements in the Commentary
seem to support the position of the Expert Group described
above. However, it should be acknowledged that the Com-
mentary also mention that persons other than employees
who are receiving instructions from the enterprise may be
considered to carry out the business of the enterprise. Ac-
cordingly, based on these statements in the Commentary,
it may not be completely excluded that, for example, the
employees of a management company in certain situations
could be considered to carry out the business of the private
equity fund vehicle.”? However, all in all, it seems most
convincing to conclude—like the Expert Group did—that
fund managers typically must be considered to carry out
their own independent business of providing services to
the fund or to the investors and that the fund managers,
therefore, cannot be considered to carry out the activities
of the private equity fund vehicle.”? This particularly ap-

71 Cf. Para. 39 OECD Model: Commentary on Article 5(1) (2017). The
evaluation of whether dependency exists should follow the principles
set out in Article 5(5-6) with commentaries (dependent agents). The
analysis of dependency could be described as an analysis of whether
the business of the foreign enterprise has “melted together” with the
business of another enterprise, cf. A. Skaar, Permanent Establishment
— Erosion of a Tax Treaty Principle (Kluwer 1991), at p. 508 et seq.

72 Support for this view may, perhaps, also be found in Para. 40 OECD
Model: Commentary on Article 5 (2017), where it has now been clarified
that an enterprise may also carry out its business through subcon-
tractors, acting alone or together with employees of the enterprise.
However, this presupposes that the activities of the fund manager
could be compared with actually subcontracting a business activity.
Moreover, the same commentary mentions that in the absence of em-
ployees of the enterprise, it will be necessary to show that a fixed place
is at the disposal of the enterprise based on other factors showing
that the enterprise clearly has the effective power to use that site, for
example, because the enterprise owns or has legal possession of that
site and controls access to and use of the site. It is not clear though
whether the fact that the fund managers may have dual roles (as de-
scribed with respect to the 2013-decision) would be enough to consider
this condition to be fulfilled.

73 See also Sasseville & Skaar, supra n. 10, p. 39, who argued that the
provision of services by the broker may be the core business for the
broker, as distinguished from the fund’s business.
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pears to be true when the fund managers provide its ser-
vices to several different private equity funds.

4.3 Conclusions Concerning the Main PE
Rule

On the basis of the abovementioned decisions from the
Danish National Tax Board, it can be seen that a private
equity setup, at least according to Danish administrative
case law, may create a PE for foreign investors in certain
situations, even after the main PE rule in Article 5(1-2) of
the OECD Model, if the facilities of, for example, the man-
agement company could be considered otherwise at the
disposal of the fund vehicle. In particular, this may be the
case if members of the management team have dual roles,
that s, are also part of the management in the general part-
ner, and if the management team co-invests in the private
equity fund.” However, the correctness of this view may be
challenged when the general partner and the management
company are separate legal entities carrying on their own
activities and the managers carry on their management ac-
tivities independently within the boundaries of these sep-
arate entities.

Pursuant to the administrative case law of the Danish
National Tax Board coinciding ownership—that is, the fact
that the general partner in the fund vehicle is fully owned
by the owners of the management company—may entail
that the fund vehicle has disposal over any premises of
the management company. However, this line of thinking
seems questionable, as it appears to rely on the flawed as-
sumption that the owners of the general partner, and not
the general partner’s board of directors, manage the gen-
eral partner.

The decisions from the Danish National Tax Board
have created uncertainty. However, from a taxpayer’s per-
spective, it seems possible to steer clear of creating a PE af-
ter the main rule, in particular if it is secured that the mem-
bers of the management team do not have dual roles and
that no coinciding ownership is in place. In other words,
and to sum up, the investors should not be particularly ex-
posed to the risk of creating a PE abroad, after the main

74 However, it is not entirely clear how much importance the Na-
tional Tax Board actually places on co-investment from the manage-
ment team. For example, in DK: National Tax Board [Skatteradet], 24
March 2015, SKM2015.277.SR, the management actually made a 1% co-
investment in the private equity fund but that did not seem to attract
attention from the National Tax Board, which concluded that no PE
existed.
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rule, if the following apply to the private equity fund struc-
ture:
The private equity fund (the limited partnership)

— Does not have its own premises but only a c/o ad-
dress at a law firm

— Does not have personnel

— Does not have a decision-making body that meets
regularly at a fixed place

— Does not have power to direct how the management
company’s activities should be performed but only
maps out how the overall investment policy should
be

The general partner

— Does not have its own premises but only a c/o ad-
dress at a law firm

— Does not have personnel

- Does have an independent board (i.e., independent
of the management company and the management
team) that secures that the general partner takes due
care of its economic and administrative obligations
and that holds meetings at different addresses

— Does not have to follow detailed instructions from
the management company or the partnership

The management company (or advisory company)

— Does not have decision-making authority with re-
spect to the acquisition and disposal of investments

— Does not have to follow detailed instructions from
the partnership or the investors

On the basis of the abovementioned considerations, it
may, therefore, be concluded that the typical investment
in a private equity fund should normally not create a PE
for foreign investors after the main PE rule in Article 5(1)
of the OECD Model, as the fund typically will not have dis-
posal over a fixed place of business. However, in certain sit-
uations, it may be argued that the private equity fund has
disposal over the premises of, for example, a management
company, if there is no clear separation between the man-
agement of the private equity fund and that of the man-
agement company. In order for this to constitute a PE, it
is also a condition that the business of the enterprise (i.e.,
the business of the private equity fund) is actually carried
on through the fixed place (i.e., through the premises of
a management or advisory company), which should nor-
mally not be considered the case.
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5 Creating a PE for Investors in
Private Equity Funds After the
Agency PE Rule

As mentioned earlier, a main tax concern of investors, pri-
vate equity firms, and expert groups have been whether
an investment in a private equity fund would create a PE
for foreign investors after the agency PE rule.” This rule
is based on the generally accepted principle that an enter-
prise should be treated as having a PE in a state if there
is, under certain conditions, a person acting for it even
though the enterprise may not have a fixed place of busi-
ness in that state after the main PE rule. Accordingly, Arti-
cle 5(5) of the OECD Model stipulates the conditions under
which an enterprise is deemed to have a permanent estab-
lishment in respect of any activity of a person acting for it.
In other words, Article 5(5) simply provides an alternative
test of whether an enterprise has a PE.76

The agency PE concept is limited to persons who, in
view of the nature of their activity, involve the enterprise
to a particular extent in business activities in the state con-
cerned. The rule thus reflects the underlying principle that
the presence, which an enterprise maintains in a contract-
ing state, should be more than merely transitory if the en-
terprise is to be regarded as maintaining a PE and, hence,
a taxable presence in that state.””

Moreover, where an enterprise of a contracting state
carries on business dealings through an independent
agent carrying on business as such, it cannot be taxed in
the other contracting state in respect of those dealings if
the agent is acting in the ordinary course of that business,
cf. Article 5(6) of the OECD Model. As a result, the activities
of such an agent who represents a separate and indepen-
dent enterprise should not result in the finding of a PE of
the foreign enterprise.”®

When analyzing whether an investment in a private
equity fund may create a PE for foreign investors after the
agency PE rule, it should be taken into consideration that

75 Cf. European Private Equity & Venture Capital Association, supra n.
34. See also European Commission Expert Group, supra n. 4, p. 16-17.
76 Cf.Para.82and 100 OECD Model: Commentary on Article 5(5) (2017).
77 Cf. Para. 83 and 98 OECD Model: Commentary on Article 5(5) (2017).
78 Cf. Para 102 OECD Model: Commentary on Article 5(6) (2017). For a
general analysis of the agency PE concept, see, for example, A. Plei-
jsier, The Agency Permanent Establishment: The Current Definition”, 29
Intertax 5, p. 167-183 (2001), and same author in The Agency Permanent
Establishment: Practical Applications, 29 Intertax 6-7, p. 218232 (2001).
See also G. Persico, Agency Permanent Establishment under Article 5 of
the OECD Model Tax Convention, 28 Intertax 2, p. 66-82 (2000).
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a number of changes were made to Article 5(5-6) of the
OECD Model and the relevant Commentary in late 2017.
The changes to the agency PE rule with Commentary—that
were made as a result of the adoption of the OECD/G20
BEPS report on Action 7—do not affect the interpretation
of the former provisions of the OECD Model Tax Conven-
tion and of tax treaties in which these provisions are in-
cluded.” Accordingly, these changes will only affect the
interpretation of new bilateral tax treaties based on the
amended agency PE rule with commentaries or tax treaties
amended through the multilateral instrument.3°

Thus, as both the new and the old version of the
agency PE rule with commentaries may be of relevance,
depending on the situation in question and the jurisdic-
tions involved, this article will analyze the old as well as
the new versions. In other words, first, it will be analyzed
whether an investment in a private equity fund may create
a PE for foreign investors after the old agency PE rule with
commentaries, and second, the same question will be dis-
cussed with respect to the new version.8!

5.1 The Agency PE Rule Before the 2017
Update

In general, Article 5(5) of the OECD Model deems an enter-
prise to have an agency PE in a state where a person acting
on behalf of the enterprise has the authority to conclude
contracts in the name of the enterprise, habitually exer-
cises such authority in the state, is not an agent of inde-
pendent status acting in the ordinary course of its business

79 Cf. Para. 4 OECD Model: Commentary on Article 5 (2017).

80 Cf. article 12 and 15 of the Multilateral Convention to Implement
Tax Treaty Related Measures to Prevent Base Erosion and Profit Shifting
(2017).

81 For a historic account concerning the development of the agency
PE rule, see J.F. Avery Jones & J. Liidicke, The Origin of Article 5(5)
and 5(6) of the OECD Model, 6 World Tax Journal 3, p. 203241 (2016).
See also H. Pijl, Agency Permanent Establishments: in the name of and
the Relationship between Article 5(5) and (6) — Part 1, 67 Bulletin for
International Taxation 1, p. 3-35 (2013) and same author Agency Per-
manent Establishments: in the name of and the Relationship between
Article 5(5) and (6) — Part 2, 67 Bulletin for International Taxation 2,
p. 62-97 (2013), S.1. Roberts, The Agency Element of Permanent Estab-
lishment, The OECD Commentaries from the Civil Law view, 21 Intertax
9-10, p. 396-420 and p. 488-508 (1993), R.J. Vann, Tax Treaties: the
secret agent’s secrets, British Tax Review 3, p. 345-382 (2006), and E.
Melzerova, Article 5 — Dependent Agent Permanent Establishment in A
History of Tax Treaties (T. Ecker & G. Ressler eds., Linde Verlag 2011),
p. 257:287.
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and is not engaged exclusively in preparatory or auxiliary
activities.®?

With respect to private equity structures, it must be de-
termined whether the activities of, for example, the advi-
sory company, the management company, or perhaps the
general partner, may create a PE for the private equity fund
(and thereby the investors), because at least one of these
entities could be regarded as a dependent agent acting
on behalf of the private equity fund. In this regard, it is
paramount to take a closer look at the activities of these en-
tities as well as their legal rights and obligations, in order
to assess whether the entity in question should be consid-
ered a dependent agent or an independent agent.

5.1.1 Agency-PE through a Local Advisory Company?

When the management team initiates a new fund struc-
ture, tax considerations are obviously taken into account.
Accordingly, a typical private equity fund structure is setup
in way that should, among other things, minimize the risk
of creating a PE in the jurisdiction of the portfolio compa-
nies. This aim could be reached by limiting the amount
and extent of activities taking place in the jurisdiction of
the portfolio company. However, successful selection, eval-
uation, and supervision of investments in foreign portfolio
companies normally will require local knowledge. Thus,
an advisory company in the jurisdiction of the portfolio
company is often used to assist in these matters. A com-
mon private equity fund setup may, therefore, be depicted

as shown in Figure 4:
d State

General Partner Co

Investor(s) State(s)

Fund State

Management Co

Private Equity
Fund LP

Portfolio State I
’ Portfolio Co ‘

Local Advisory Co

Figure 4

In order to avoid creating a PE in the Portfolio State for
the investors in Private Equity Fund LP, the activities of Lo-

82 For a more elaborate general analysis of each of the conditions,
see B.J. Arnold & C. MacArthur, Article 5 — Permanent Establishment in
Global Tax Treaty Commentaries (IBFD 2017), IBFD Online.
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cal Advisory Co, at local level, will be limited to a merely
advisory role. Accordingly, Local Advisory Co will not be
granted authority to make decisions that binds Private Eqg-
uity Fund LP. Instead, Local Advisory Co will restrict its
activities to pure advice, collation of information, identi-
fying target companies, proposing investment terms, and
so on.?3 Accordingly, in such a situation, Local Advisory Co
usually should not be considered to constitute an agency
PE in the Portfolio State for the investors, cf. Article 5(5)
of the OECD Model,®* already because Local Advisory Co
does not have the authority to conclude contracts that are
binding for Private Equity Fund LP and, therefore, does not
habitually exercise such an authority.?>

Moreover, it could be argued that the activities of Lo-
cal Advisory Co resemble the activities of a broker. A bro-
ker merely brings parties together, in casu Private Equity
Fund LP and the sellers or buyers of the shareholdings
in the Portfolio Companies, and a broker is directly men-
tioned in Article 5(6) of the OECD Model as an example of

83 In Para. 32.1 OECD Model: Commentary on Article 5(5) (2014), it is
stated that the phrase “authority to conclude contracts in the name of
the enterprise” does not confine the application of the paragraph to an
agent who enters into contracts literally in the name of the enterprise.
Accordingly, the paragraph applies equally to an agent who concludes
contracts that are binding on the enterprise even if those contracts are
not actually in the name of the enterprise. Moreover, in Para. 33, it is
clarified that the mere fact that a person has attended or even partici-
pated in negotiations between an enterprise and a client will not be
sufficient, by itself, to conclude that the person has exercised an au-
thority to conclude contracts in the name of the enterprise. Therefore,
the advisory company may, to some degree, be able to participate in
negotiations without creating an agency PE. However there are limits,
as it should also be noted that Para. 33 simultaneously states that a
person who is authorized to negotiate all elements and details of a
contract in any way binding on the enterprise can be said to exercise
this authority “in that State,” even if the contract is signed by another
person in the State, in which the enterprise is situated or if the first
person has not formally been given a power of representation. In some
jurisdictions, this is reflected in case law. See for example Italian case
law, in which direct participation in contract negotiations may be as-
similated to the authority to conclude the contract, cf. IT: Supreme
Court [Corte Suprema di Cassazione], 7 March 2002, decision no. 3368.
Thus, Italy has made an observation to Para. 33. See Cacciapuoti, supra
n. 3. See also Danish case law, cf. DK: National Tax Board [Skatteradet],
24 June 2014, SKM2014.512.SR.

84 It should be recalled that the authority to conclude contracts must
relate to contracts that constitute the business proper of the enterprise,
cf. Para. 33 OECD Model: Commentary on Article 5(5) (2014). This re-
quirement appears closely related to the exemption of preparatory
and auxiliary activities, and in some situations, the two may overlap,
cf. Arnold & MacArthur, supra n. 82. In other words, it may also be
possible to argue that the advisory company, in a structure as the one
discussed here, only performs preparatory and auxiliary activities.
85 Cf. European Commission Expert Group, supra n. 4, p. 15 et seq.
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an “agent” of independent status.?¢ In practice, it would
be easier to demonstrate the necessary independence of
Local Advisory Co if the advisory agreement does not in-
clude an exclusivity clause and if Local Advisory Co has
diversified the source of its revenue by providing services
to other clients.?”

A recent judgment from the Korean Supreme Court
illustrates a situation in which the activities of local ad-
visory companies were not considered to constitute an
agency PE.8 Roughly described, the case concerned pri-
vate equity investments in Korean companies (target com-
panies) made through a Belgian special purpose vehicle,
the so-called société en commandite par actions (SCA),
with a Bermudan limited partnership acting as general
partner (GP). Investment supporting activities in Korea
were provided by two subsidiaries (advisory companies)
domiciled in Korea and owned by the GP.

Initially, the Korean tax authorities had argued that a
fixed place PE was established in Korea, as the directors of
the Korean advisory companies performed important and
essential activities of the fund. In addition, if no fixed place
PE should be seen to exist, the tax authorities was of the
opinion that the activities of the directors constituted an
agency PE, as the directors in the eyes of the tax author-
ities continuously and repeatedly exercised authority to
conclude contracts on behalf of the fund.

The Supreme Court overturned the tax authorities’ de-
cision. First, the Court stated that no fixed place PE in Ko-
rea should be considered to exist, primarily because im-
portant investment decisions were made by the GP out-
side Korea and because the local activities of the directors
were performed in their capacities as executives in the Ko-

86 It could reasonably be argued that a broker would not even qualify
as an agent falling under the scope of Article 5(5) of the OECD Model,
cf. Pleijsier, supra n. 78, p. 167-183. In this regard, it should be noted
that different understanding of the concept of an agent in civil law and
common law over the years has caused confusion. Accordingly, the text
found in Article 5(5) and 5(6) of the OECD Model and the Commentary
can be seen as a kind of compromise that has enabled taxpayers and
authorities to muddle through for a considerable time despite the fact
that Article 5(5) is fairly useless from a common law point of view and
Article 5(6) is fairly useless from the civil law point of view, cf. Avery
Jones & Liidicke, supra n. 81.

87 Cf. Cacciapuoti, supra n. 3.

88 Cf. KR: Korean Supreme Court, 12 October 2017, Decision
2014Du3044 (unofficial English translation). When considering the
decision, it should be kept in mind that the definition of an agency
PE in domestic Korean law is wider than in the OECD Model (2014),
cf. Lee, supra n. 7 and H. Park & S. Song Korean Brach Report in 94a
Cahiers de droit fiscal international (International Fiscal Association
ed., Sdu Fiscale & Financiele Uitgevers 2009), at p. 433-435.
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rean advisory companies, both of which were corporations
legally separate from the GP, which received a fee from the
GP in return for their services. Second, the Supreme Court
decided that no agency PE should be considered to ex-
ist even though the Korean advisory companies were con-
trolled by the GP and despite the fact that the directors per-
formed certain activities related to the negotiation of con-
tracts concerning the acquisition of Korean target compa-
nies. Hence, the Supreme Court found that there was not
sufficient evidence to substantiate that the directors had
the authority to conclude contracts on behalf of the fund
in Korea as agents and that they exercised such authority
repeatedly. Instead, the Supreme Court found the activities
of the Korean advisory companies to be of a preparatory
and auxiliary nature.?®

The judgment from the Korean Supreme Court shows
that it may be possible to avoid creating a PE in the port-
folio state for the investors in a private equity fund if the
activities of a local advisory company are restricted to a
merely advisory role. However, based on the judgment, it
does not seem possible to pinpoint exactly when the ser-
vices of a local advisory company crosses the line and cre-
ates an agency PE, as the judgment in part seems to be
based on the fact that sufficient evidence on contract con-
cluding authority could not be found.

5.1.2 Agency PE Through a Management Company or a
General Partner?

It also has to be considered whether the management com-
pany in the fund structure could create an agency PE for
the investors in the private equity fund in the jurisdiction
of the portfolio company and/or in the jurisdiction where
the management company is established. It is often ar-
gued that this should not be the case, as the management
company should be considered an independent agent with
respect to the private equity fund.®® Accordingly, rather
than being subject to detailed instructions from the fund,
the management company conduct its activities under a
general freedom to act. Moreover, the personnel of the
management company (the managers) apply their special
skills and knowledge to gather relevant information and

89 Cf. Lee, supran. 7. See also EY, Global Tax Alert — Korean Supreme
Court Rules on Permanent Establishment of Foreign Private Equity Fund
(8 December 2017).

90 Cf. European Commission Expert Group, supra n. 4, p. 18 et seq.
For more about the meaning of “independence,” including the require-
ment to be economically and legally independent, see para. 5.1.3.
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make investment proposals for the fund to finally decide
on. Thus, it could be argued that the management com-
pany is independent of the fund and the investors, both
legally and economically and that the management com-
pany acts in the ordinary course of its business. Accord-
ingly, no agency PE should exist.”*

This issue has also been dealt with in Danish adminis-
trative case law. In short, the conclusion in the cases de-
cided by the National Tax Board traditionally has been
that the management companies and other involved par-
ties/persons should be considered independent agents
with respect to the private equity funds (limited partner-
ships) in question. In these cases, the National Tax Board
mainly placed emphasis on the fact that the relevant en-
tities and fund managers were not subject to detailed in-
struction or control, they had other sources of income,
they could incur ordinary professional liability, they held
similar positions in other contexts, they had other clients,
and they bore the operational risk for the activities per-
formed. Thus, as the management/advisory companies
were considered to be independent agents, they did not
constitute a PE pursuant to the agency PE rule.®?

However, in a case from 2016, the Danish tax author-
ities, in contrast to previous administrative case law, sud-
denly argued that the investors in a Danish private equity
fund should be considered to have a PE, as the general part-
ner (and not the management company) constituted a de-
pendent agent with respect to the private equity fund. Even
though the National Tax Board, at the end, did not follow
the recommendation from the tax authorities, it is valuable
to take a closer look at the arguments put forward by the
tax authorities.”?

Briefly explained, the private equity fund vehicle (Pri-
vate Equity Fund LP) in question was set up as a Danish
limited partnership. The fund vehicle did not have any em-
ployees and had no offices or other premises at its dis-

91 See, for example, European Private Equity & Venture Capital Asso-
ciation, supra n. 34.

92 Cf. DK: National Tax Board [Skatteradet], 29 April 2014,
SKM2014.632.SR, DK: National Tax Board [Skatteradet], 11 November
2014, SKM2015.95.SR, DK: National Tax Board [Skatteradet], 24 March
2015, SKM2015.277.SR, DK: National Tax Board [Skatteradet], 21
February 2012, SKM2012.676.SR, DK: National Tax Board [Skatteradet],
26 June 2012, SKM2012.425.SR, DK: National Tax Board [Skatteradet],
20 March 2012, SKM2012.190.SR, DK: National Tax Board [Skatteradet],
23 February 2010, SKM2010.318.SR and DK: National Tax Board
[Skatteradet], 23 March 2010, SKM2010.257.SR. For more on some of
the first Danish decisions, see Bundgaard, supra n. 50, p. 95-98, and
Wittendorff, supra n. 50.

93 Cf. DK: National Tax Board [Skatteradet], 30 August 2016,
SKM2016.448.SR.
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posal. Its only governing body was the general meeting,
which would be held at different locations but never at the
premises of the management company (Management Co).

The general partner was organized as a commercial
foundation (General Partner Foundation) and had no em-
ployees. It was led by a board, and no members of the man-
agement team (Managers) and none of the investors were
among the board members. The board of General Partner
Foundation held its meetings at different locations, and
the foundation only had a c/o address at a law firm’s office.

General Partner Foundation was responsible for
the overall approval and execution of the investments,
whereas Management Co was responsible for all other op-
erations, for which it received a management fee. Manage-
ment Co made investment recommendations to the board
of General Partner Foundation, and based on these recom-
mendations, the board would make the final investment
decisions. Accordingly, Management Co could not make
binding investment decisions on behalf of Private Equity
Fund LP. Management Co was also the administrator of the
other private equity funds.

The management team did not make any co-
investment in the private equity fund itself. Instead, the
management team made minority investments in the port-
folio companies (Investments) through intermediary lim-
ited partnerships (Co-investor LP), and they were entitled
to receive carried interest. A simplified structure is de-
picted in Figure 5.

Third State

Co-Investor LP

General Partner
Foundation
Private Equity
Fund LP

Management Co
Industrial
Advisory Board

Denmark

Investor
Advisory Board

Portfolio States

Figure5

According to the recommendation from the Danish tax
authorities, no PE should be considered to exist pursuant
to the main PE rule, as Private Equity Fund LP, in the view
of the tax authorities, did not have a fixed place of busi-
ness at its disposal. However, pursuant to Article 5(5) of the
OECD Model, the tax authorities argued that General Part-
ner Foundation should be considered a dependent agent
and that an agency PE, therefore, would exist.
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The tax authorities started out by arguing that General
Partner Foundation should be considered a “person” car-
rying out activities for Private Equity Fund LP.** Then, the
tax authorities highlighted that General Partner Founda-
tion would possess all the powers related to the operations
of Private Equity Fund LP, including the economic and ad-
ministrative powers. Thus, as General Partner Foundation
had the authority to make legally binding decisions on be-
half of Private Equity Fund LP, General Partner Foundation
was considered to constitute an agent.

The tax authorities then continued by considering
whether General Partner Foundation should be consid-
ered an independent agent, pursuant to Article 5(6) of the
OECD Model. In this regard, the tax authorities argued
that because General Partner Foundation was a partici-
pant in Private Equity Fund LP, it could by definition not be
considered independent (legally or economically). More-
over, the tax authorities highlighted that General Partner
Foundation essentially only carried out activities for one
enterprise, that is, Private Equity Fund LP and that the
entrepreneurial risk, concerning the private equity invest-
ment activities, was not borne by General Partner Founda-
tion, as General Partner Foundation received a fixed fee for
its services. Hence, in the eyes of the tax authorities, Gen-
eral Partner Foundation could not be considered to act in
the ordinary course of its business and could not be con-
sidered independent with respect to Private Equity Fund
LP. Accordingly, the investors in Private Equity Fund LP
should be considered to have a PE in Denmark, pursuant
to the agency PE rule, as General Partner Foundation was
seen as constituting a dependent agent of Private Equity
Fund LP.%>

As mentioned above, the National Tax Board did not
follow the recommendation of the tax authorities. In an
ultra-short statement, the National Tax Board just stated
that it did not concur with the recommendation and that
no PE should be considered to exist. References were made
to previous administrative decisions from the National Tax
Board, where no PE was found to exist in similar structures
but no further explanation was given.

94 References were made to Para. 31-32 OECD Model: Commentary on
Article 5(5) (2014).

95 References were made to Para. 37 and 38-38.6 OECD Model: Com-
mentary on Article 5(6) (2014). The argument made by the tax au-
thorities that a general partner cannot by definition be considered
independent can find support in the revised commentary to the 2017
version of the OECD Model, cf. Para. 103 OECD Model: Commentary on
Article 5(6) (2017). However, this revision seems to go beyond a mere
clarification, and therefore, the change should probably be considered
prospective only. See also Section 5.2.
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The recommendation from the tax authorities was re-
ceived with some surprise, as it was not anticipated that
the tax authorities would suddenly try to turn previous ad-
ministrative case law upside-down. Accordingly, despite
the fact that the National Tax Board, at the end, did not
follow the recommendation, the decision caused some de-
bate.%®

It is not possible to deduce from the decision what pre-
cisely caused the National Tax Board to dismiss the tax
authorities’ recommendation (besides the alleged similar-
ities with the facts in previous administrative decisions).
However, based on the premises and the outcome of previ-
ous decisions, as well as the Commentary to Article 5(5-6)
of the OECD Model, it seems possible to challenge the va-
lidity of the tax authorities’ line of argumentation.

It is worth recalling that under the agency PE rule, the
enterprise is deemed to have a PE in respect of any activi-
ties which that person undertakes for the enterprise. More-
over, it should be recalled that the main condition for the
existence of an agency PE is that a person has, and regu-
larly exercises, an authority to conclude contracts in the
name of a foreign enterprise, cf. Article 5(5) of the OECD
Model. As General Partner Foundation actually was car-
rying out an activity of Private Equity Fund LP, namely,
conducting the overall approval and execution of Private
Equity Fund LP’s investments (i.e., decisions on acquisi-
tion and disposal of the shareholding in the target com-
panies on a current basis),* it seems appropriate at least
to consider whether General Partner Foundation could
actually be considered an agent (dependent or indepen-
dent).?8 In this regard, however, it should be noted that
if a partnership is treated as transparent for the purposes
of an applicable tax treaty, the general partner itself is

96 See J.R. Larsen & D. Knudsen, Fast driftssted — kommanditselskab
— Kommentar til SKM2016.448, Revision & Regnskabsvaesen SM.01
(2017).

97 As General Partner Foundation was conducting the overall ap-
proval and execution of Private Equity Fund LP’s investments, it does
not seem possible to apply the exemption for preparatory and auxiliary
activities to the general partner, as the activities of the general partner
formed an essential and significant part of the activity of the private
equity fund as a whole. See the Para. 24 OECD Model: Commentary on
Article 5(4) (2014).

98 See Sasseville & Skaar, supra n. 10, p. 50-51 who briefly mentioned
the question on whether the activities of a partner may trigger an
agency PE for the other partners. J. Schaffner, How Fixed is a Perma-
nent Establishment? (Wolters Kluwer, 2013), p. 235, noted that it may
be considered that a local partner is a dependent agent of nonresident
partners and quoted a Polish decision, cf. PO: Tax Directorate of War-
saw [Dyrektor Izby Skarbowej w Warszawie], 13 May 2008, case no.
IP-PB3-423-291/08-2/PS.
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the taxpayer (or at least one of the taxpayers, provided
that the general partner actually owns a share of the cap-
ital). Consequently, it could be argued that the general
partner’s contract-concluding activities in the source state
do not in themselves constitute a PE there, as Article 5(5)
of the OECD Model becomes inapplicable with respect to
the general partner (because the general partner is the en-
trepreneur himself or herself).”® However, this allegedly
should not exclude that the general partner’s activities
could constitute an agency PE for the other partners (the
investors) in the partnership.10°

As the tax authorities’ actually did consider General
Partner Foundation to be an agent, it makes sense to try as-
sessing whether General Partner Foundation is to be con-
sidered a dependent or an independent agent. When dis-
tinguishing between these two types of agents, it should
be recalled that an agent will only be considered indepen-
dent, pursuant to Article 5(6) of the OECD Model (2014), if
the agent is independent of the enterprise both legally and
economically and the agent acts in the ordinary course of
his business when acting on behalf of the enterprise.

In this context, it seems questionable to conclude, as
the tax authorities did, that the general partner in a part-
nership per se should be considered dependent, just be-
cause the general partner is a participant.'°* Thus, in the
Commentary to Article 5(6), it is explained that a person
cannot be regarded as independent if the person is sub-

99 Cf. Reimer, supra n. 60, p. 99, who also noted that an organ of a
company may qualify as a dependent agent. See also the same author,
supra n. 63, p. 386-387.

100 Thus, it has been argued that a general partner, who represents
a partnership, can constitute an agency PE for a partnership, if the
general partner has the authority to conclude contracts that are legally
binding the partnership, cf. Pleijsier, supra n. 78, p. 218-232. In this
regard, the author makes references to the US and Dutch case law.
See also M. Helminen, Tax Treatment of Cross-Border Income Derived
Through a Partnership — A Finnish Perspective, 56 Bulletin for Inter-
national Taxation 7, p. 327-332 (2002), who stated that there may be
perceived to be an agency relationship between the partners, as each
partner constitutes a dependent agent of the other partners. Finally,
see also A.H.M. Daniels, Issues in International Partnership Taxation
(Kluwer 1991), at p. 91.

101 Under German law, a partner of a partnership does not automat-
ically qualify as an agent of the other partners, cf. P. Eckl, German
Branch Report in 94a Cahiers de droit fiscal international (Interna-
tional Fiscal Association ed., Sdu Fiscale & Financiele Uitgevers 2009),
p- 334. See also M. Junius et al., Luxembourg Branch Report in 94a
Cahiers de droit fiscal international (International Fiscal Association
ed., Sdu Fiscale & Financiele Uitgevers 2009), p. 449, who noted that
under Luxembourg law, nothing prevents a partner from being an
independent agent of the partnership of which he or she is a member.
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ject to detailed instructions or comprehensive control.1°2
In other words, this means that if a person is not subject to
detailed instructions, it is an indication of independence.
In this regard, it is worth noticing that the board of Gen-
eral Partner Foundation did not appear to be subject to
detailed instructions from Private Equity Fund LP. Instead,
the board had to make the investment decisions for Private
Equity Fund LP based on an initially adopted and more
general investment strategy. Accordingly, this fact, com-
bined with the abovementioned statement in the Commen-
tary, points in the direction of independence.13

In further support of this conclusion, it could also be
argued that the principal, that is, Private Equity Fund LP,
therefore, was relying on the skill and knowledge of the
board members in General Partner Foundation. Such re-
liance on the special skills and knowledge of the agent may
also be seen as an indication of independence.%

Furthermore, with respect to the test of legal indepen-
dence, the Commentary states that it should be noted that
the control that a parent company exercises over its sub-
sidiary in its capacity as shareholder is not relevant when
considering the dependence of the subsidiary in its capac-
ity as an agent for the parent company. This statement is
consistent with the rule in Article 5(7) of the OECD Model
(2014).19> Even though the private equity setup does not
mirror the relationship between a parent and a subsidiary,
it could be argued that the underlying rationale should
also apply in a private equity fund setting. Accordingly, a
general partner should not per se be considered a depen-
dent agent of a partnership, as this has to be decided ac-
cording to the same tests that apply to unrelated compa-
nies.

With respect to the test of economic independence, the
Commentary place emphasis on the number of principals
represented by the agent, as independent status is less
likely if the activities of the agent are performed wholly or
almost wholly on behalf of only one enterprise over the life-
time of a business or a long period of time.1°¢ On the one

102 Cf. Para. 38 OECD Model: Commentary on Article 5(6) (2014).
103 See also European Commission Expert Group, supra n. 4, p. 18,
where it is stated that many commentators ague that fund managers,
rather than being subject to detailed instructions from the fund or
the investors, conduct their activities under a general freedom to act,
which must be seen as an indication of independence.

104 Cf. Para. 38.3 OECD Model: Commentary on Article 5(6) (2014).
105 In Para. 41 OECD Model: Commentary on Article 5(7) (2014), it is
explained that the subsidiary may be considered a dependent agent of
its parent by application of the same tests that are applied to unrelated
companies.

106 Cf. Para. 38.6 OECD Model: Commentary on Article 5(6) (2014).
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hand, it must be admitted that General Partner Founda-
tion initially would only act as general partner with respect
to one private equity fund, which can be seen as a sign of
dependence.'®” On the other hand, however, it also seems
relevant to place emphasis on the fact that General Part-
ner Foundation over time was supposed to act as general
partner with respect to other private equity funds as well.
Moreover, it could be argued that it would be appropriate
to look at the individual members of the board in General
Partner Foundation, instead of (only) on the whole board
as such. As all the individual board members held addi-
tional positions in other boards and organizations, it thus
indicates some degree of independence.

Finally, when considering whether an agent acts in the
ordinary course of his business, it is important to assess
to what degree the agent bears entrepreneurial risk, as en-
trepreneurial risk is an indication of independence.1°® In
this regard, the tax authorities noted that Private Equity
Fund LP would administer investments for around DKK 4-
6 billion and that the size of the remuneration of General
Partner Foundation ought to reflect the monetary risk as-
sociated with these huge investments. As General Partner
Foundation was only entitled to a modest annual remuner-
ation equal to the salary cost of the board members plus
10%, and a return on its equity amounting to EURIBOR 12
months plus 15%, the tax authorities argued that the en-
trepreneurial risk did not fall on General Partner Founda-
tion.

Against this, the taxpayer argued that the remunera-
tion should be evaluated up against General Partner Foun-
dation’s actual monetary risk associated with its liability.
According to the taxpayer, this liability could not exceed
DKK 300,000, that is, the size of General Partner Founda-
tion’s equity. Thus, the modest remuneration should not
be considered disproportionate.

Concerning the entrepreneurial risk, the tax authori-
ties’ argument is not without merit, as an agent’s fixed or
performance-based remuneration may indicate a lack of
independence. However, it should be taken into account
that this fact is not determinative. Moreover, if the agent is
exposed to other kinds of risks, the agent may be consid-
ered to be independent.!®® Accordingly, it seems appropri-
ate to argue that the ordinary managerial risk, as well as

107 In OECD, supran. 6, para. 125, it is submitted that the independent
status of a local fund manager should be determined in relation to the
limited partnership itself rather than by reference to each investor in
that partnership.

108 Cf. Para. 38 OECD Model: Commentary on Article 5(6) (2014).
109 Cf. Arnold & MacArthur, supra n. 82.
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the potential risk of facing claims for damages concerning
negligent actions, should be included in the assessment.
On the basis of an overall assessment of the different
arguments discussed above, it appears that the National
Tax Board did right when deciding not to follow the rec-
ommendation from the tax authorities.!1° Thus, it seems
correct to conclude that General Partner Foundation could
not be considered a dependent agent, particularly because
the board of General Partner Foundation did not appear
to be subject to detailed instructions from Private Equity
Fund LP, which is a strong indication of independence.
However, it must be admitted that uncertainty remains.'*

5.2 The Agency PE-rule following the
2017-update

As previously mentioned, a number of changes were made
to Article 5 of the OECD Model Tax Convention with com-
mentaries in late 2017. Some of the changes to the commen-
tary were intended to be mere clarifications and have, to
some extent, been dealt with above when analyzing the
main PE rule. However, other amendments are prospec-
tive only and do not affect the interpretation of the for-
mer provisions of the OECD Model Tax Convention and of
tax treaties in which these provisions are included. Among
other things, this applies to the new commentaries to the
agency PE rule, based on the OECD/G20 BEPS report on
Action 7, as these changes relate to the modification of the
wording of the agency PE rule itself. Accordingly, these

110 It should be recalled that the distinction between a dependent
and an independent agent relies on a broad and indefinite variety of
criteria and that none of these criteria constitutes as an indispensable
precondition for the classification of the agent’s status, cf. Reimer,
supra n. 60, p. 103.

111 In 2017, the National Tax Board issued another wave of decisions
concerning similar structures. The premises of the decisions are very
brief and, in most cases, just state that the structure in question is
rather similar to the structure in DK: National Tax Board [Skatteradet],
30 August 2016, SKM2016.448.SR and that the outcome should, there-
fore, be the same, that is, no PE neither after the main rule nor the
agency PE rule. See DK: National Tax Board [Skatteradet], 15 November
2016, SKM2017.12.SR, DK: National Tax Board [Skatteradet], 15 Novem-
ber 2016, SKM2017.13.SR, DK: National Tax Board [Skatteradet],15
November 2016, SKM2017.14.SR, DK: National Tax Board [Skatteradet],
20 December 2016, SKM2017.72.SR, DK: National Tax Board [Skat-
teradet], 20 December 2016, SKM2017.73.SR, DK: National Tax Board
[Skatteradet], 23 May 2017, SKM2017.411.SR, DK: National Tax Board
[Skatteradet], 22 August 2017, SKM2017.578.SR, DK: National Tax Board
[Skatteradet], 26 September 2017, SKM2017.656.SR, DK: National Tax
Board [Skatteradet], 26 September 2017, SKM2017.657, DK: National Tax
Board [Skatteradet], 22 August 2017, SKM2017.677.SR.
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changes will only affect the interpretation of new bilateral
tax treaties based on the amended agency PE rule with
commentaries or tax treaties amended through the multi-
lateral instrument.12

The amendments to the agency PE rule were origi-
nally prescribed in the OECD/G20 BEPS report on Action
7,13 and the reason for wishing to amend the PE defini-
tion mainly derived from the fact that some multinational
enterprises had managed to artificially avoid creating a
PE, for example, by using various commissionaire arrange-
ments.!* Such arrangements have created significant con-
troversy in recent years and have resulted in a number of
highly debated court cases in different jurisdictions.**> Ac-
cordingly, in order to tackle PE avoidance strategies by low-
ering the PE thresholds, the following amendments have
been made to Article 5 of the OECD Model Tax Convention:
(1) the dependent agent test has been expanded, (2) the
independent agent criteria have been tightened, and (3)
the PE exemptions for preparatory and auxiliary activities
have been narrowed.!1¢

Even though the target of these amendments is multi-
national enterprises and not private equity fund struc-

112 Cf. Article 12 and 15 of the Multilateral Convention to Implement
Tax Treaty Related Measures to Prevent Base Erosion and Profit Shift-
ing, 2017. See also OECD/G20, supra n. 32.

113 Cf. OECD/G20: “Preventing the Artificial Avoidance of Permanent
Establishment”, BEPS Action no. 7, 2015.

114 These commissionaire structures came to be viewed as the
paradigm of the BEPS problems related to the PE definition, cf. P. Bless-
ing, Preventing the Artificial Avoidance of PE in Base Erosion and Profit
Shifting (BEPS) — Impact for European and International Tax Policy (R.
Danon ed., Schulthess, 2016), p. 368-369. For a critical review of the
four proposals in the draft report on BEPS action no. 7 see A. Pleijser,
The Agency Permanent Establishment in BEPS Action 7: Treaty Abuse
or Business Abuse?, 43 Intertax 2, p. 147-153 (2015).

115 Cf. FR: CE, 31 Mar. 2010, Cases 304715 and 308525, Zimmer Ltd v.
Ministre de ’Economie, des Finances et de 'Industrie, Tax Treaty Case
Law IBFD. NO: HR, 2 Dec. 2011, HR-2011-02245-A, Dell Products v. Tax
East (sak 2011/755), Tax Treaty Case Law IBFD. IT: CTC, 9 Mar. 2012,
Case 3769, Boston Scientific International BV v. Agenzia della Entrate,
Tax Treaty Case Law IBFD. ES: TS, 12Jan. 2012, Case 1626/2008, DSM Nu-
tritional Products Europe Ltd. (formerly Roche Vitamins Europe Ltd.)
v. Agencia Estatal de Administracion Tributaria, Tax Treaty Case Law
IBFD. ES: TEAC, 15 Mar. 2012, Case 00/2107/2007, Dell Spain v. TEAC,
Tax Treaty Case Law IBFD. For more on these cases, see S. Baranger
et al., The 2012 Leiden Alumni Seminar: Case Law on Treaty Interpre-
tation Re Commissionaire and Agency PEs, 53 European Taxation 4,
p. 175-182 (2013), and L. Parada, Agents vs. Commissionaires: A Com-
parison in Light of the OECD Model Tax Convention, 72 Tax Notes
International 1, p. 59-65 (2013).

116 See also R.S. Critchley, Dispute Prevention Avenues for Permanent
Establishments, 24 International Transfer Pricing Journal 4, p. 254-262
(2017).
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tures, the changes might have repercussions for the eval-
uation of private equity fund structures as well. Therefore,
the possible effect of these changes for investors in private
equity funds is further analyzed.!”

Pursuant to the revised Article 5(5) of the OECD Model
(2017), an agency PE exists where a person is acting in
a contracting state on behalf of an enterprise and, in do-
ing so, habitually concludes contracts, or habitually plays
the principal role leading to the conclusion of contracts
that are routinely concluded without material modifica-
tion by the enterprise, and these contracts are (a) in the
name of the enterprise, (b) for the transfer of the owner-
ship of, or for the granting of the right to use, property
owned by that enterprise or that the enterprise has the
right to use; or (c) for the provision of services by that en-
terprise. As is evident, contracts are still the key reference
point for local activity, but in the revised version, the fo-
cus is on the substance of the contracting. In other words,
the actual conclusion of contracts locally is not necessarily
needed to create a PE. Moreover, even though the revised
language targets standardized contracts, it also seems to
cover non-standardized, negotiated contracts if these are
routinely concluded and not materially modified.*® Ac-
cordingly, with respect to private equity fund structures, it
cannot be excluded that the activities of, for example, an
advisory company, a management company, or a general
partner could constitute an agency PE for the investors,
just because these persons abstain from actually conclud-
ing contracts in the name of the private equity fund.

Pursuant to the commentaries to the revised agency
rule, a person is acting in a contracting state “on behalf
of” an enterprise when that person involves the enterprise
to a particular extent in business activities in the state con-
cerned, for example, where an agent acts for a principal,
where a partner acts for a partnership, where a director
acts for a company, or where an employee acts for an em-
ployer. In addition, it is stated that the person acting on
behalf of an enterprise can be a company and that the ac-
tions of the employees and directors of such a company
should be considered together for the purpose of determin-
ing whether and to what extent that company acts on be-
half of the enterprise.!® These examples in the commen-

117 Marian, supra n. 5, argued that within the context of the BEPS
project, the role of private investment funds has been largely neglected.
118 Cf. Blessing, supra n. 114, p. 368-369. See also V. Dhuldhoya, The
Future of the Permanent Establishment Concept, 72 Bulletin for Interna-
tional Taxation 4a (2018), who emphasized that what is common with
the original concept of a PE is that the activities of an agent should
take place in a habitual manner and should not be a one off.

119 Cf. Para. 86 OECD Model: Commentary on Article 5(5) (2017).
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taries suggest that the threshold for when a person is con-
sidered to act “on behalf of” an enterprise is low.'?° More-
over, depending on the actual circumstances, these com-
mentaries seem to entail that an advisory company, a man-
agement company, or a general partner could be consid-
ered to act on behalf of the private equity fund if such a
person, for example, plays a decisive role in connection to
the fund’s acquisition or disposal of portfolio companies.

In this regard, it seems useful to take a closer look at
the phrase “habitually plays the principal role leading to
the conclusion of contracts that are routinely concluded
without material modification by the enterprise.” Accord-
ing to the commentaries, this phrase is aimed at situations
in which the conclusion of a contract directly results from
the actions that the person performs in a contracting state
on behalf of the enterprise, even though, under the rele-
vant law, the contract is not concluded by that person in
that state. In addition, it is stated that the principal role
leading to the conclusion of a contract will typically be as-
sociated with the actions of the person who convinced the
third party to enter into a contract with the enterprise.!?!
Also, these statements in the commentaries seem to sug-
gest that the activities of an advisory company, a manage-
ment company, or a general partner, depending on the ac-
tual circumstances, may be covered by the revised agency
PE rule.'22

However, before reaching this conclusion, it has to be
considered whether these persons fulfill the criteria for be-
ing independent agents, cf. Article 5(6) of the OECD Model
(2017), as this would entail that no agency PE should be
considered to exist. In the revised wording, the words “bro-
ker” and “general commission agent” are deleted. How-
ever, this does not seem to entail any material change.!?3
More important is the new phrase stating that “where,

120 Cf. A.N. Laursen, Zndringer af fast driftsstedsdefinitionen afledt
af BEPS-projektet, SR-Skat, p. 111 et seq. (2018).

121 Cf. Para. 88 OECD Model: Commentary on Article 5(5) (2017).

122 It should, however, be noted that the previous wording of the
commentaries, among other things, already stated that a person who
is authorized to negotiate all elements and details of a contract in a
way binding on the enterprise can be said to exercise this authority “in
that State,” even if the contract is signed by another person in the state
in which the enterprise is situated or if the first person has not formally
been given a power of representation, cf. Para. 33 OECD Model: Com-
mentary on article 5(5) (2014). Therefore, the revised wording of Article
5(5), concerning the phrase “habitually playing the principal role...”,
seems to reflect what was already the intention under the previous
commentary, cf. Dhuldhoya, supra n. 118. See also Laursen, supra n.
120. From Danish case law see DK: National Tax Board [Skatteradet],
24 June 2014, SKM2014.512.SR.

123 Cf. Laursen, supra n. 120.
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however, a person acts exclusively or almost exclusively
on behalf of one or more enterprises to which it is closely
related, that person shall not be considered to be an inde-
pendent agent within the meaning of this paragraph with
respect to any such enterprise.”

The term “almost exclusively” does not appear to be
particularly clear. However, in the revised commentaries,
it is stated that this means that where the person’s activi-
ties, on behalf of enterprises to which it is not closely re-
lated, do not represent a significant part of that person’s
business that person will not qualify as an independent
agent. Where, for example, the sales that an agent con-
cludes for enterprises to which it is not closely related rep-
resent <10% of all the sales that it concludes as an agent
acting for other enterprises that agent should be viewed
as acting “exclusively or almost exclusively” on behalf of
closely related enterprises.'?#

With respect to the term “closely related,” the new Ar-
ticle 5(8) of the OECD Model (2017) states that a person or
an enterprise is closely related to an enterprise if, based on
all the relevant facts and circumstances, one has control of
the other or both are under the control of the same persons
or enterprises. In any case, a person or an enterprise shall
be considered to be closely related to an enterprise if one
possesses directly or indirectly >50% of the beneficial in-
terest in the other (or, in the case of a company, >50% of the
aggregate vote and value of the company’s shares or of the
beneficial equity interest in the company) or if another per-
son or enterprise possesses directly or indirectly >50% of
the beneficial interest (or, in the case of a company, >50%
of the aggregate vote and value of the company’s shares
or of the beneficial equity interest in the company) in the
person and the enterprise or in the two enterprises.!?>

In short, the “closely related standard” can be said
to include both a “>50% beneficial interest measure” and
an “open-ended factual test based on the concept of con-
trol.”12¢ In particular, the latter part of the “closely re-
lated standard” does not seem particularly clear, and it
has rightly been argued that the word “control” may very
well encompass the participation in the management of
a company, because the participation of one company in

124 Cf. Para. 112 OECD Model: Commentary on article 5(6) (2017).

125 In Para. 119 OECD Model: Commentary on Article 5(8) (2017), it
is explained that the concept is to be distinguished from the concept
of associated enterprises, which is used for the purposes of Article 9.
Thus, although the two concepts overlap to a certain extent, they are
not intended to be equivalent.

126 Cf. Blessing, supra n. 114, p. 368-369.
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the management of another company could result in some
form of control.’?

In the literature, it has been argued that these revi-
sions to the “independent agent concept” generally leave
fund managers acting for several controlled funds unaf-
fected, subject to how control of voting power is dealt
with.'?8 In other words, the opinion seems to be that no
agency PE should exist if the fund managers (i.e., the per-
sonnel of an advisory company or a management com-
pany) act for several different funds, as the fund managers
in such cases cannot be seen as acting exclusively or al-
most exclusively on behalf of one or more enterprises to
which it is closely related.

This conclusion may be correct as long as the fund
managers do render services to several different funds and
as long as the fund managers cannot be considered to con-
trol the fund (or vice versa). However, as mentioned above,
the “closely related standard” contains not only a “>50%
beneficial interest measure” but also an “open-ended fac-
tual test based on the concept of control.”’?* Given this
wide and quite vague definition, and depending on the ac-
tual fund structure, uncertainty may remain as to whether
the fund managers (the advisory company or management
company) are actually closely related to the fund(s) or not.
Moreover, even if the activities of the advisory and man-
agement companies are not considered to constitute an
agency PE for the investors in the private equity fund, it
still also has to be considered whether the activities of the
general partner could constitute an agency PE.13°

In conclusion, it, therefore, appears that the revised
agency PE rule, ceteris paribus, may have increased the

127 Cf.]. Monsenego, Article 5(6) of the OECD Model Tax Convention
in Festskrift til Christina Moéll (Mats Tjernberg et al. eds., Juristforlaget
i Lund 2017), p. 285. More generally, it has been argued that the OECD
has departed from the original norm of simply checking the level of
autonomy that the agent has and instead has chosen a more substance-
over-form-approach, cf. Dhuldhoya, supra n. 118 with references.
128 Cf. Blessing, supra n. 114, p. 368-369.

129 In Para. 120 OECD Model: Commentary on Article 5(8) (2017), it is
stated that this “open-ended factual test,” for example, would cover
situations in which a person or an enterprise controls an enterprise by
virtue of a special arrangement that allows that person or enterprise to
exercise rights that are similar to those that it would hold if it possessed
directly or indirectly >50% of the beneficial interests in the enterprise.
130 In Para. 103 OECD Model: Commentary on Article 5(6) (2017), it is
stated that the exception of paragraph 6 only applies where a person
acts on behalf of an enterprise in the course of carrying on a business
as an independent agent. It would therefore, not apply where a person
acts on behalf of an enterprise in a different capacity, such as where
an employee acts on behalf of his or her employer or a partner acts on
behalf of a partnership.
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likelihood of creating a PE in the jurisdictions of advisory
companies, management companies, and/or general part-
ners for the foreign investors in a private equity fund.®3!

5.3 Conclusions Concerning the Agency PE
Rule

With respect to private equity structures, it must be deter-
mined whether the activities of, for example, the advisory
company, the management company, and/or the general
partner may create an agency PE for the private equity fund
(and thereby the investors), because at least one of these
entities could be regarded as a dependent agent acting on
behalf of the private equity fund.

In order to avoid creating a PE in the jurisdictions
of the portfolio companies, the activities of local advi-
sory companies will often be limited to a merely advisory
role. Accordingly, the local advisory company will not be
granted authority to make binding decisions on behalf of
the private equity fund. In such a situation, the local advi-
sory company should hitherto not be considered to consti-
tute an agency PE in the jurisdiction of the portfolio com-
pany, pursuant to the 2014 version of Article 5(5) in the
OECD Model.

With respect to the management company, it seems
appropriate to argue that the management company will
fulfill the requirements for being considered an indepen-
dent agent, cf. the 2014 version of Article 5(6) in the OECD
Model, if the management company conducts its activities
under a general freedom to act, the personnel of the man-
agement company apply their special skills and knowl-
edge to gather relevant information and make investment
proposals for the fund to finally decide on. Accordingly, un-
der such circumstances the management company should
be considered independent of the fund and the investors
both legally and economically, and therefore, no agency
PE should exist. The same should hold true for the general
partner (no matter whether the management company per-
forms the role as general partner or another entity does so).
However, it must be admitted that the final conclusion will
be highly dependent on the facts and circumstances of the
specific private equity fund in question and that legal un-
certainty may remain.

131 This also seems to be the opinion of the Danish government, cf. DK:
Bill on Amendment of the Corporate Tax Act and Different other Acts
[Lovforslag om andring af selskabsskatteloven og forskellige andre
love], 2017/2018, L 237 of 2 May 2018. See in particular the general
remarks to the bill, sec. 2(1). For more on this bill, see Section 6.
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The revised agency PE rule contained in the 2017 ver-
sion of the OECD Model with Commentary seems to have
exacerbated this uncertainty, as it is now explicitly stated
that the actual conclusion of contracts locally is not nec-
essarily needed to create a PE, and because the revised
agency PE rule appears to have increased uncertainty as
to whether advisory companies, management companies,
and in particular general partners could be considered in-
dependent of the fund.

6 Tax Policy Considerations

Whether an increased likelihood of creating an agency PE
for foreign investors in private equity funds should be wel-
comed or not depends, among other things, on the dif-
ferent jurisdictions’ tax policy goals. However, it seems
worth noting that such a development does not fit well
with the 2010 recommendations from the European Com-
mission Expert Group. When dealing with venture capital
funds and taxation, the Expert Group advocated for a so-
lution where the foreign investors in a private equity fund
preferably should not be considered to have an agency PE
that could create an additional layer of taxation for the in-
vestors.!32

One of the reasons leading to this conclusion was the
fact that the uncertainty about the PE issue caused fund
managers to limit their activities and set up complicated
structures, including separate advisory companies. In the
eyes of the Expert Group, this situation was highly ineffi-
cient, costly, and complex, and it could potentially deter
investments.!33

The risk of deterring investments made through pri-
vate equity funds has also been a concern of legislators. As
an example, it could be mentioned that Finland in 2005 in-
troduced new legislation aiming at making investment in
Finnish private equity funds more attractive.’3* Previously,
domestic Finnish legislation had been interpreted so that

132 Cf. European Commission Expert Group, supra n. 4, p. 3. The
Group thus argued that the optimum solution would be for the tax
authorities to confirm that the activities of the managers and advisors
could be classified as those of an independent agent. According to the
Expert Group, this could be achieved through clear statements from
tax authorities that they agree with this treatment.

133 Cf. European Commission Expert Group, supra n. 4, p. 2.

134 Cf. FI: Income Tax Act [Tuloverolaki], 1992 (as amended by Law
no. 564/2005 of 15 July 2005), sec. 9(5). See also J. Juusela, Finnish
investment now less taxing, 26 International Financial Law Review, p.
1112 (2007).
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investments made through a Finnish limited partnership
created a PE for the foreign investors.

The leading case was a judgment from the Finnish
Supreme Administrative Court from 2002, in which the
Court found that a non-resident partner in a Finnish part-
nership was deemed to have a PE in Finland.'®* The case
involved a Swedish limited liability company that was a
silent partner in a Finnish venture capital limited partner-
ship, the so-called kommandiittiyhtié (Ky). The main pur-
pose of the Ky was to make investments in Finnish target
companies. The general partner (GP), a Finnish limited lia-
bility company, was responsible for operating and manag-
ing the fund activities, and the Swedish partner’s role was
confined to passive investment or to act as member of the
fund’s investment board.

The reasoning of the Finnish Supreme Administrative
Court was somewhat peculiar and has been subject to crit-
icism in the literature.’3¢ Thus, the Court avoided ruling
straightforwardly that the Swedish partner’s participation
as such constituted a PE in Finland. Instead, the Court
ruled that the income should be taxable in Finland, al-
ready because of the fact that the Ky was domiciled in Fin-
land and the Ky had its own assets separate from the as-
sets of the partners, who owned a fraction of the partner-
ship (not the individual assets). Against this background,
the Court merely concluded that the applicable tax treaty
should not be interpreted as if Finland had agreed to waive
its right to tax such income generated in Finnish partner-
ships.

The Finnish legislator found this case law to be harm-
ful in respect of choosing Finnish limited partnerships
as vehicles for private equity investments, and the leg-
islator, therefore, decided to amend the legislation. The
amended legislation entailed that limited partners in a
Finnish limited partnership engaged in venture capital
business should be taxable in Finland only on the part of
the income that would have been taxable in Finland had
the partner received it directly. Subsequently, Finnish case
law has confirmed that investments in funds other than
venture funds also can be covered by the new rules.’?”

135 Cf. FI: Finnish Supreme Administrative Court [Korkein Hallinto-
oikeus], 25 April 2002, KHO 2002:34.

136 Cf. G. Westerlund & P. Aalto, Finnish Ruling Establishes Tax Lia-
bility of Passive Foreign Partners, Tax Notes International, p. 589-590
(2003) and T. Viitala, Finland Amends Tax Treatment of Foreign Limited
Partners in Private Equity Funds, 45 European Taxation 11, p. 514-517.
137 Cf. European Commission Expert Group, supra n. 4, p. 48-49. See
FI: Supreme Administrative Court [Korkein hallinto-oikeus], 12 Febru-
ary 2007, no. 284, KHO:2007:10, and FI: Supreme Administrative Court
[Korkein hallinto-oikeus], 12 February 2007, no. 285, KH0O:2007:11.
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Asargued above, the revised agency PE rule in the 2017
version of the OECD Model seems to have increased the
likelihood of creating an agency PE for foreign investors in
private equity funds. Against this background, it is not un-
likely that other jurisdictions may (re-) consider their do-
mestic legislation, in order to secure that the jurisdiction
may (still) be able to attract private equity investments. As
an example, a recently adopted Danish bill addresses the
PE issue for foreign investors in private equity funds.!38

The Danish legislator is of the opinion that foreign
investors in Danish private equity funds, going forward,
more often may be perceived to have an agency PE in Den-
mark, if the amended PE definition in the 2017 version of
the OECD Model is implemented in Danish tax law.’*® De-
spite the fact that such implementation has not (yet) taken
place, the Danish legislator wish to secure that Denmark
continues to be an attractive jurisdiction to invest in for
foreign investors, and the Danish legislator has, therefore,
adopted a new provision that aims at excluding foreign pri-
vate equity fund investors from being considered to have a
PE in Denmark.'*° In short, the new provision entails that
the foreign investors should not be considered to carry out
business in Denmark as long as the investments constitute
passive investments in shares, claims, debt, and financial
contracts (i.e., not an actual trading activity). As the for-
eign investors, in such situations, should no longer be con-
sidered to carry out business in Denmark, the investments
should not create a PE in Denmark for the foreign investors,
neither pursuant to the main PE rule nor the agency PE rule
as formulated in domestic Danish law.14!

138 Cf. DK: Law on amendment of the Corporate Tax Act and the
Taxation of Source Act [Lov om aendring af selskabsskatteloven og
kildeskatteloven], Law no. 725 of 8 June 2018. See also Bill on Amend-
ment of the Corporate Tax Act and Different other Acts [Lovforslag om
a@ndring af selskabsskatteloven og forskellige andre love], 2017/2018,
L 237 of 2 May 2018, sec. 1(3).

139 As previously mentioned, the PE definition in domestic Danish
tax law should generally be interpreted in line with Article 5 of the
OECD Model with Commentary. However, as also stated by the Danish
legislator the relevant 2017 amendments to the PE definition in the
OECD Model constitute material changes, and the amended definition,
therefore, has to be implemented in Danish law in order to have effect
domestically, cf. sec. 2.1.1 of the preparatory remarks to DK: Bill on
Amendment of the Corporate Tax Act and Different other Acts [Lov-
forslag om aendring af selskabsskatteloven og forskellige andre love],
2017/2018, L 237 of 2 May 2018.

140 Cf. DK: Corporate Tax Act [Selskabsskatteloven], 1960 (as
amended by Law no. 725 of 8 June 2018), sec. 1(3).

141 The provision also includes an anti-avoidance rule that should
prevent taxpayers from exploiting the new provision by splitting up
activities. For more about this provision, including the anti-avoidance
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On the one hand, and from a purely Danish perspec-
tive, the adoption of the new provision appears under-
standable and expedient. Accordingly, it does seem likely
that the provision may enhance Denmark’s possibilities
for attracting foreign investment. Moreover, the provision
may eliminate or reduce the private equity funds’ need for
setting up complicated and inefficient investment struc-
tures, only in order to mitigate the risk of creating a PE
for the foreign investors. On the other hand, and from a
wider/global perspective, such a development may be less
desirable if it is correct that a significant part of the prof-
its received by the investors in private equity funds are
never taxed anywhere.*? Therefore, before too many ju-
risdictions take action in domestic legislation, it might be
beneficial if tax policy makers at a global level took a closer
look at the tax issues related to private equity fund invest-
ments, in order to ensure that the investors are neither sub-
ject to double taxation nor double non-taxation. Such a
discussion should ideally be based on a thorough study
of how investors in cross-border private equity fund struc-
tures are actually taxed. Moreover, if new and specific tax
provisions for private equity funds are introduced, the de-
sign of such rules should preferably take into account the
increased regulatory requirements that many jurisdictions
have imposed on private equity funds in the aftermath of
the financial crisis as discussed in Section 2.

7 Conclusions

A wide range of tax-related questions may come up with
respect to the activities of private equity funds. One im-
portant issue concerns the question of whether the invest-
ment in a private equity fund may create a PE for foreign
investors, as the answer to this question may be of outmost
importance when investors are considering whether or not
to invest in a foreign private equity fund.

On the basis of a legal dogmatic analysis, it appears
appropriate to conclude that the investments made in a
typical private equity fund setup should normally not be
considered to create a PE for the investors in the fund, nei-
ther pursuant to the main rule, cf. Article 5(1) of the OECD
Model (2014 and 2017), nor the agency PE-rule, cf. Article
5(5-6) of the OECD Model (2014). However, the final out-

rule, see E. Banner-Voigt, Fast driftssted ved investering i vardipapirer,
SR-Skat, p. 340 et seq. (2018).

142 1t has been suggested that most private equity gains from cross-
border investment activity are taxed nowhere, cf. Marian, supra n.
5.
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come will depend on the specific setup of the private eq-
uity fund at hand, and some degree of legal uncertainty
may often remain.

Moreover, the recent amendments to the agency PE
rule—prescribed in the OECD/G20 BEPS Report on Action 7
and incorporated into the 2017 version of the OECD Model
Tax Convention with Commentaries—appear to have in-
creased the likelihood of creating a PE for foreign investors
in private equity funds and to have exacerbated the legal
uncertainty. This development may deter investments, and
it, therefore, seems likely that some jurisdictions will take
unilateral action, in order to remain attractive for private
equity fund investments.

Such unilateral initiatives may be both understand-
able and expedient when considered from a purely do-
mestic perspective. However, from a wider/global perspec-
tive, such a development may be less desirable. Accord-
ingly, it might be beneficial if tax policy makers at a global
level took a closer look at the tax issues related to private
equity fund investments, in order to ensure that the in-
vestors are neither subject to double taxation nor double
non-taxation. Such a discussion should ideally be based
on a thorough study of how investors in cross-border pri-
vate equity fund structures are actually taxed.
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