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SUMMARY:
... Article 5 of the Model Tax Convention on Income and on Capital stands for the general proposition that an enterprise in one state shall not be subject to a direct tax on its business profits based on net income in the other state unless it carries on business in that other state through a permanent establishment ("PE") located in the other state. ... This Article addresses the question of whether the current principle of limiting a state's right to tax a foreign enterprise to instances where the foreign enterprise has a physical presence in the state (either through a fixed place of business or through a dependent agent with contract concluding authority) remains valid in an Internet-enabled economy, or whether these rules require change, modest or otherwise. ... The conceptual basis for taxation under such a system is that tax is owed to compensate the source jurisdiction for the costs it has borne to provide a healthy customer base and supporting infrastructure benefitting the foreign enterprise and which has enabled the enterprise to carry on business in the source state. ... Finally, to the extent that the withholding tax is a final tax without the option to file a net income tax return, the rule eliminates transfer pricing and profit attribution issues. ... The ability to let the Commentary evolve with business model changes provides something of a safety valve for tensions created by those business model changes, which perhaps gives comfort to those who fear that the current international tax framework could not adapt to new circumstances. ...  



TEXT:
 [*299] 

I. Introduction

Article 5 of the Model Tax Convention on Income and on Capital stands for the general proposition that an enterprise in one state shall not be subject to a direct tax on its business profits based on net income in the other state unless it carries on business in that other state through a permanent establishment ("PE") located in the other state. 1 This limitation was first introduced in the 1920s due to concerns about the over-reaching attempts by various states to expand taxing jurisdiction over business income. 2 According to Article 5, a foreign enterprise may establish a PE in a state through a fixed place of business (the "fixed place of business PE" under Article 5(1)), or by virtue of a dependent agent who acts on behalf of the foreign enterprise in the state and who has, and habitually exercises, an authority to conclude contracts in the name of the foreign enterprise (an "agency PE" under Article 5(5)). 3 A PE will not be deemed to exist in any case where the nature of the business activities carried on in the state is merely preparatory or auxiliary. 4

This Article addresses the question of whether the current principle of limiting a state's right to tax a foreign enterprise to  [*300]  instances where the foreign enterprise has a physical presence in the state (either through a fixed place of business or through a dependent agent with contract concluding authority) remains valid in an Internet-enabled economy, or whether these rules require change, modest or otherwise. The Article concludes that there is no need to create a new set of rules from whole cloth to afford a jurisdiction its fair share of the tax base of an Internet-enabled foreign enterprise. We have yet to see trade data supporting the fears articulated by proponents of change that the communications efficiencies of the Internet will cause developing or "e-commerce- importing" countries to suffer net decreases in income tax revenues. The dire predictions that e-commerce will compel a massive shift towards business models that allow companies to earn significant revenues from sales into states of consumption without having a local physical presence have not come true. 5 Simply put, those advocating change 6 have not offered compelling enough reasons to justify deviating from a conceptual basis of international taxation that has had overwhelming acceptance for over eighty years.

In fact, the opposite may turn out to be a principal consequence of modern communication technology. Developing nations are already deriving (and can be expected to continue to derive) significant economic growth from the e-commerce economy. 7 Entirely new and vibrant communities of software engineers and other research and development personnel, for example, have emerged in India, China, Russia, and other developing economies in recent years, and there is no reason to believe that this trend will not continue. 8 Finally, the current system is robust and flexible. It can support interpretive change as needed, as exemplified by the  [*301]  recent changes to the Commentary, which conclude that a server alone might constitute a PE under the existing Model Convention language. 9

This Article also addresses contract concluding in the Internet age. Tracing the historical roots of the agency PE rule, the Article recommends that the Commentary be altered to make it clear that an agency PE is not established unless a dependent agent exercises some business judgment in carrying out contract concluding activities. In other words, a PE would not be established by persons whose only role was to accept customers' orders on terms and conditions pre-set by a foreign principal. In this context, we also discuss the problem of the personification of software, and with equating the "functions effected through software" with "functions performed by the software."

II. Arguments Supporting Change to the PE Rules

a. is the physical presence test an outdated concept?

Under current OECD principles, the PE concept is the definition of the nexus by which a country may tax the business profits of a nonresident entity. 10 The PE concept, as introduced by the League of Nations in 1927, 11 was designed as a means of preventing double taxation, first by limiting a state's right to tax income of a nonresident enterprise, and second by establishing the apportionment or attribution of income between the various states entitled to  [*302]  taxation. 12 The underlying principle of the provision was to limit the right of income taxation to those communities which served as the origin of the income by virtue of providing the economic life that made possible the yield or acquisition of the wealth. 13 In other words, the conceptual basis for allocating taxable income was the location of value-creating activity.

Most likely, this conceptual basis for taxation was based on an assumption that the creation of wealth in a particular place would require a physical presence in that jurisdiction. Normally, a foreign enterprise would engage in a "brick and mortar" business, which required on-the-ground employees and a local infrastructure to market, sell, and service its products and services in a market jurisdiction. 14 The PE concept, based on physical presence, was intended to measure when the value-adding activities of the nonresident entity at a fixed place of business in the local jurisdiction reached a certain level. 15 Unless the activities of the nonresident entity met the PE threshold (i.e., were carried on at a fixed place of business and were of a productive character), its business profits were not subject to taxation by the jurisdiction of the customer. 16
 [*303] 
As enterprises have adopted Internet-based business models to perform more functions remotely, including selling, some have argued that this assumption may no longer be valid. 17 For example, noting that electronic commerce facilitates disintermediation for commerce in both tangible products and content, Professor McLure posits that basing tax nexus on physical presence may not make sense in the digital age, and he suggests that an "economic nexus" would be a more appropriate concept (especially in the case of state sales taxes). 18 Others have concluded that "physical presence is much less important in value creation for information-rich and network-based productions," noting that due to Internet efficiencies, constraints with respect to time, geography and information have been eliminated, or at least minimized. 19 Supporting this proposition, is the example of an artisan in a remote village in Vietnam who is able to sell in the global market, as well as the example of small firms in Africa that are able to receive and respond to tenders put on the Internet by large firms in the United States, such as General Electric. 20 Prior to the advent of the Internet, such firms would have had no chance to compete. 21



Proponents of change observe that in theory, the use of Internet-based business models could allow nonresident entities to make significant sales into a market jurisdiction without having sufficient physical presence in the market jurisdiction to constitute a PE. 22 While the actual volume of such transactions is small today, the fear is expressed that as technology improves, multinational enterprises will expand sales into market jurisdictions through electronic communications while avoiding PE status, thereby escaping  [*304]  taxation in the market jurisdiction. 23 Accordingly, some argue that retaining the current PE rules will result in unacceptable levels of tax base erosion in market jurisdictions. 24

Even if this supposition is true, it may not pose a danger to the equilibrium of the international tax system if the rates of adoption of these business models are fairly equal among the various states. Those expressing concern, however, believe that the benefits will be one-sided, arguing that the gains received by countries like the United States and other developers of web-based business models will "be at the expense of developing nations." 25 Under this point of view, the shift to Internet-based business models further disadvantages jurisdictions that arguably are not fairly treated under prevailing international tax policy standards. The foreign enterprise would benefit from the source jurisdiction's marketplace and engage in the economic life of the source jurisdiction. However, it would not have to pay its fair share of taxes to support the source jurisdiction's infrastructure, without which its efforts to make sales into the jurisdiction could not succeed.

While the "unfairness" argument has been expressed most frequently in terms of a developed/developing economy imbalance, as a tax policy matter, it frames an issue that can apply to trade between equally developed economies, as well. This notion of "fairness" is reminiscent of the historical use of "cost" and "benefit" theories to justify taxation. 26 Both theories stem from the notion that there is a "social contract" between a state and taxpayer. Under the cost theory, taxes ought to be paid in accordance with the  [*305]  cost of the service performed by the government. Under the benefit theory, taxes ought to be paid in accordance with the particular benefits conferred upon the taxpayer. Under both theories, a source state has a fair claim to the income produced within its borders and earned by foreigners because those benefiting from its services should be made to bear their share of the costs:

of roads and other infrastructure, police and fire protection, the system for enforcement of laws, education, and the like. The services a nation provides may contribute substantially to the ability of both residents and foreigners to earn income there. Taxing that income is one way for the source country to be compensated for its expenditures on the services it provides. 27

As noted in 1917 by T.S. Adams, 28 an advocate of source taxation:

A large part of the cost of government is traceable to the necessity of maintaining a suitable business environment. . . . Business is responsible for much of the work which occupies the courts, the police, the fire department, the army and the navy. New business creates new tasks, entails further public expense . . . The relationship between private business and the cost of government is a loose one. The connection, however, is real . . . business ought to be taxed because it costs money to maintain a market and those costs should in some way be distributed over all the beneficiaries of that market. 29

 [*306] 

Similar arguments are being made today to the effect that government expenditures are supporting the growth of Internet-based business models:

[E]-commerce importing countries created the market opportunities that enabled the profits to be made through the cross-border transaction (for example, by subsidizing the physical network infrastructure with their country that permitted the transaction to go forward). 30

Proponents of change would argue that the fundamental concept underlying current OECD nexus and profit attribution rules-that profit should be attributed to the location where value is created-is obsolete. 31 For Internet-enabled enterprises, the nexus should not be based solely on the location of manufacturing, research, marketing, and other wealth-creating activities. Rather, the place of consumption also should give rise in some way to a direct tax nexus. Some argue that change is required as a matter of tax policy, 32 while others argue that change is required as an economic development policy matter to support developing countries. 33 For example, one author advocated that the U.S. relax its PE rules (at least temporarily) and allow software programs to be treated as dependent agents for PE purposes to allow "capital importing, developing source countries to tax foreign e-commerce income" made within their borders. 34 Otherwise, only a few countries would be able to collect income tax revenue from the Internet, which would be an "unjust e-commerce income tax" policy. 35
 [*307] 
b. changing the pe-based rules of international taxation

Various suggestions have been made on how to overhaul the PE-based system of taxation. Some proposals would attempt to isolate "e-commerce" transactions and subject them to a special tax regime. Others would be applied to all cross-border transactions.

1. Impermanent Establishments. In lieu of a physical presence nexus, with respect to e-commerce sales, once a foreign enterprise's gross sales into a jurisdiction have reached a certain level, the foreign enterprise could be taxed by the source jurisdiction. The conceptual basis for taxation under such a system is that tax is owed to compensate the source jurisdiction for the costs it has borne to provide a healthy customer base and supporting infrastructure benefitting the foreign enterprise and which has enabled the enterprise to carry on business in the source state. 36

2. An E-commerce "Bit" Tax. Some have suggested a special excise tax on transmissions of bits over the Internet, i.e., a "bit tax." 37 A bit tax would be a manifestation of an e-commerce-specific tax, but would impact a vastly greater number of enterprises than would a tax imposed only on "e-commerce" transactions.

3. Formulary Apportionment. Another suggestion is that formulary apportionment should be reconsidered as the most appropriate method to allocate profits to a PE. 38 To the extent that enterprises are creating more of their value through intangible elements and remote selling activity, this line of argument suggests that formulary apportionment of income to the PE could rectify the perceived imbalance in income allocation between source and residence states. This is because any apportionment formula  [*308]  presumably would give significant weight to the country of destination of the sale.

4. The Base Erosion Approach. Another proposal is the suggestion that direct tax nexus should exist whenever a foreign enterprise receives a payment from an in- country payor. As first introduced by Professor Doernberg, cross-border payments from a payor that is entitled to deduct the payment for its local tax purposes would be subject to a withholding tax regime. 39 This approach is referred to generally as the base erosion approach. According to Professor Doernberg, such a regime would supplement, rather than replace, the traditional PE nexus rules. 40 States would retain the right to tax all nonresident enterprises with a PE in the jurisdiction. In addition, however, a state of consumption ("state C") would also be given the right to levy a withholding tax on payments with a source in that state to a nonresident vendor (a "state R vendor"). 41 Under this approach, the state R vendor could file a tax return in state C as if the income were attributable to a state C PE in lieu of suffering the withholding tax. 42 Cross-border payments from state C private consumers to state R vendors would not be subject to withholding because private consumers would not deduct or add the payments to cost of goods sold. 43 Doernberg suggests an across-the-board withholding tax of ten percent. 44

The Report of the High-Powered Committee on (Indian) Electronic Commerce and Taxation ("HPC Report") 45 presents a modified version of the Doernberg approach. The most important modification is the recommendation that the system be used in place of the existing PE rules. 46 The HPC Report acknowledges that theoretically, a base erosion approach could be implemented while the existing PE concept is preserved. 47 However, in its view:
 [*309] 
simultaneous application of the 'base erosion approach' and the existing [PE] principles would not be possible. As discussed earlier, the allocation of profits to PE in e-commerce situation will be negligible. The 'base erosion approach' will be easily avoided by the enterprises, if PE concept survives . 

The HPC Report recommends that Professor Doernberg's base erosion approach be used, provided that "[t]he concept is applied to all commerce and not just e- commerce; [t]he tax is implemented through a low withholding tax; and . . . the withholding tax is final without the option of tax on net income being given to the taxpayer or the tax administration." 49 Under both Doernberg's version and the HPC version, tax would be due because of a nonresident's business dealings with a customer in the host jurisdiction, rather than because of traditional OECD nexus taxation principles that are based on the nature of the nonresident entity's productive activities in the host jurisdiction.

Proponents of the base erosion approach point out that it is relatively easy to enforce. 50 Only those cross-border payments that are deductible by the payor would be subject to withholding. Assuming that local deductions are contingent on withholding, this approach would offer a degree of self-enforcement because the local withholding agent would have a built-in incentive to withhold.

Finally, proponents also note that a base erosion approach simplifies the tax law by eliminating complicated income characterization and sourcing rules. 51 Income characterization has long been a complicated issue, and tax authorities have struggled for decades to distinguish sales from royalties, 52 sales from services, 53 and  [*310]  services from royalties. 54 While states historically have been able to resolve income characterization problems, 55 the base erosion approach would eliminate the issue altogether. It also would eliminate the need for sourcing rules that currently apply to allocate income to a jurisdiction. While tax authorities typically have been able to reach reasonable conclusions on sourcing questions, the base erosion approach would eliminate this issue as well. Finally, to the extent that the withholding tax is a final tax without the option to file a net income tax return, the rule eliminates transfer pricing and profit attribution issues.

III. Arguments Why the Current PE Nexus Rules Remain Appropriate

As advocates of retaining a PE nexus-based system of international taxation, we would argue that the appropriate first principle of imposing an income tax is that income tax should be imposed at those locations where an enterprise is engaged in value-creating activities. We believe that as a policy matter, this conceptual foundation is equally appropriate for enterprises that utilize the communications efficiencies of the Internet as it is for "brick and mortar" companies. 56 We further believe that those advocating change have not offered compelling enough reasons to justify deviating from a conceptual basis of international taxation that has had overwhelming acceptance for more than eighty years. [*311] 

a. the existing principles are conceptually correct

In considering whether the existing treaty rules are adequate, a bit of historical perspective might be useful. New business models have emerged in the past, and industries have migrated across borders. It is common knowledge, for example, that in the recent past, the manufacturing processes of entire industries, such as consumer electronics, footwear, and clothing, have undergone swift migrations from developed to less developed economies, while design, marketing and other activities are performed outside the manufacturing jurisdiction. In these cases, the global rearrangement of the location of value-adding activity was accommodated within the existing international tax framework. Today's economic developments, though significant, are not different in nature from other historic economic transformations and thus should not necessarily compel changes to the international tax framework.

The current treaty rules allow a state to tax a foreign enterprise that has sufficient nexus with the state to warrant the state being allocated a portion of the foreign enterprise's tax base. 57 Under the current rules, nexus is determined by whether the foreign enterprise or its agents conduct core business income-producing activities in the state. 58 Historically, it has been accepted that the conduct of such activities would require the foreign enterprise to have some physical presence in the state, by way of labor or property, or both. 59

The integration of e-commerce efficiencies into a business enterprise should not undermine this assumption. The "new" economy, like the "old" economy, requires an enterprise to utilize capital, labor, and other property to produce and market its products and services. Even if the nature of those inputs and outputs differs somewhat under the "new" economy (e.g., from "brawn" to "intellect" on the input side, and from tangible property to intellectual property on the output side), the essential fact  [*312]  remains the same: physical presence and activity as reflected by an entrepreneur's labor inputs, property investments, and risk assumption remain necessary components to an enterprise's creation of products and services.

Accordingly, nothing in the "new" economy business models compels changing the policy justification to tax an enterprise's business income. Because "new" economy businesses deploy labor and invest capital in the same way as "old" economy businesses, the nexus rules appropriate for the taxation of Internet-enabled businesses should be the same as those which over the years have proven acceptable and effective for more traditional business models. If one agrees as a general principle that a jurisdiction should not tax a foreign enterprise's business profits unless the enterprise conducts core income-generating activities in the jurisdiction, then it is only fair that this same rule be applied to Internet-enabled enterprises. To apply a different rule would be unfair to those jurisdictions in which the income- generating activities were, in fact, being performed.

That a jurisdiction has customers which are available to make purchases from a foreign enterprise should not be given much weight as a policy matter in designing the tax nexus rules. This is because market accessibility does not indicate that a particular foreign enterprise has created value in that state. Selling into a market does notequate to an enterprise's "participation in the economic life of a country." Instead, it reflects the enterprise's "participation with the economic life of a country."

The League of Nations 1923 Experts' Report described "origin of wealth" as meaning "all the stages which are involved up to the point of the wealth coming to fruition, that is, all the stages up to the point when the physical production has reached a complete economic destination and can be acquired as wealth." 60 The "origin of wealth" in Internet-enabled businesses similarly results from a series of productive activities. The productive activities in the world of e-commerce are technology-intensive and center upon research and development. These activities require the initiative, skill, and entrepreneurial endeavors of those individuals who create the  [*313]  intellectual capital of the endeavor. The business of e-commerce flows under the control and direction of these individuals, without whom the physical adjuncts of the enterprise (such as a server) would be sterile and ineffective. Internet-enabled businesses generally are the result of significant amounts of individual labor and creativity. For these sorts of enterprises, the origin of income resulting from intangible property generally lies where risk is taken to produce the intellectual capital.

The case for change also loses persuasive force as "traditional" businesses adopt advanced communications technology (i.e., the Internet) to achieve efficiency gains. E-commerce continues to infiltrate and be incorporated into the most traditional of business enterprises (e.g., the automotive and airline industries, brick & mortar retail store outlets, etc.). While e-commerce has created new business models, opportunities, products, and services, it has also changed the way business activities are being conducted by "traditional" business enterprises. 61 The origin of wealth for these enterprises remains where it has always been-at the place where the costs and risks to develop, produce, and distribute the products are borne (i.e., where the people and capital to perform these business activities are located). The adoption of e-commerce business efficiencies across the economy means that it is not possible to design one set of nexus rules for "e-commerce" companies and another for non-e-commerce companies.



In addition to reflecting considerations of identifying the origin of income, the PE rules also reflect considerations of administrative practicality and convenience. It is generally acknowledged that a country's jurisdiction to tax should not extend beyond its power to impose a tax. This suggests that if a taxpayer is not physically present in a country, direct tax should not be imposed upon the income of the taxpayer by that country. 62 First, as a matter of  [*314]  principle, it is generally inappropriate for a country to assert jurisdiction over persons or matters beyond its actual power of enforcement. Second, as a practical matter, a country should not seek to impose taxes that it cannot collect. A system of taxation is only perceived to be fair if it can be applied in accordance with its terms. If there is a class of taxpayers (e.g., foreigners with no physical connection to the jurisdiction) that are technically subject to a tax but are not required to pay the tax as a matter of practical reality, then the taxpaying public will perceive that the system of tax is unfair and discriminatory. 63 Therefore, the requirement of a fixed place of business serves the interests of fairness and administrability, as well.



b. no economic evidence exists supporting tax loss fears



As described above, a principal argument supporting establishing direct tax nexus based solely on sales into a jurisdiction has been the fear that under the current physical nexus rules and arm's length transfer pricing standards, most e- commerce transactions would not be subject totaxation in the country of consumption. This fear seems to be based on a hypothetical remote seller who can achieve significant market penetration without a local presence. If "undue tax base shifting" is the justification for abandoning the PE-based standard, 64 it would not be reasonable to implement a change until clear evidence of the shifting has, in fact, emerged. As acknowledged by a main proponent of change:



Before considering the 'base erosion approach' as a possible alternative to the PE concept, it is necessary to study the trade data carefully to ascertain if, and to what extent, there will be erosion or potential erosion, of tax base in India with growth of e-commerce and to what  [*315]  extent the 'base erosion approach' takes care of the problem. 65



To date, the trade data do not seem to support these tax erosion fears. We are not aware of evidence that the communications efficiencies of the Internet have caused a material decrease in the income tax revenues of any defined set of developing or "e-commerce importing" countries. The dire predictions that e-commerce will allow companies to earn consistent, significant revenues from a jurisdiction without having a local physical presence have not come true, at least so far. 66 There has been no materialization of the predicted explosive proliferation of remote sellers penetrating foreign markets without a local presence. 67



First, remote vendors of consumer goods are not the predominant e-business model in the economy. To the extent the debate focuses on sellers of digital consumer products, we understand that that sector is an even smaller segment of the retail economy. While remote seller businesses ("e-tailers") and other "dot.com" businesses (e.g., portal enterprises) generally enjoy a high degree of visibility among consumers and the business press, we believe that the vast majority of the economic activity generated through Internet-based business models is created by those enterprises from many industries (and jurisdictions) that leverage the communications and economic efficiencies available through the Internet in their particular circumstances. Rather than using e-commerce to sell goods remotely across borders, we believe that the vast majority of enterprises around the world adopting e-commerce business models focus on business process efficiencies to facilitate internal functions, enhance external communications with customers and suppliers, improve internal communications with employees and other participants in the enterprise, and create communities of persons who share an interest.

 [*316] 

Second, even with respect to remote sellers of consumer products or business goods and services, experience is showing that companies that maintain no physical presence in a jurisdiction generally are not able to achieve the same level of economic success as companies that are physically established in the jurisdiction. 68 Many remote sellers establish local marketing, development, customer support, or other facilities, all of which normally constitute local taxable presences. Our clients have told us that generally they must establish a significant local presence either directly or by contracting with local service providers in order to achieve a viable degree of market penetration that will support profit generation from that market. Put simply, it does not seem likely that a large number of offshore enterprises with no direct or indirect physical presence in a jurisdiction will be able to establish the same volume of sales as retailers or distributors that are physically located in the jurisdiction. It is thus quite unlikely that large numbers of remote sellers will manage to achieve a commercially viable market share in a jurisdiction, even displacing local vendors, without stimulating the local income tax base in some way. The collapse of so many dot.com companies provides evidence of this point. It is our impression that many of these failed companies attempted to operate in the remote vendor business model.



In this regard, it is worthwhile to note that in our experience a typical international expansion model, even for pure dot.com businesses (e.g. web portal companies), has been to engage in joint ventures with local entrepreneurs to engage in marketing, web site development, and other local activities. Profits, therefore, are split with the local market entrepreneur.



Third, because e-commerce business methods are available to any enterprise and because the communications efficiencies created by the Internet reduce barriers to entry for many goods and services, we think it is inappropriate to assume that any particular state will be in a permanent net importation position for goods and services delivered by Internet-enabled enterprises. Electronic commerce as an entrepreneurial opportunity does not discriminate on the basis  [*317]  of geography. Entry costs for small enterprises are modest. The principal e- commerce benefits of enhanced procurement, distribution, and communication efficiencies can be enjoyed by any enterprise in any jurisdiction. Therefore, it is reasonable to conclude that disparities in the level of investment in electronic commerce enterprises between national economies will diminish over time. Thus, while entrepreneurs within national economies may develop their e-commerce businesses at different rates, there is every reason to believe that, in the long term, investment in electronic commerce businesses efficiencies will be fairly well distributed across all developed states.



Fourth, the use of Internet-based communications to promote outsourcing is encouraging a dramatic development of some sectors in developing economies. In particular, the increased international adoption of Internet-based communications has stimulated various wealth-creating activities in developing countries, including manufacturing, research and development, customer support, and sales. 69 The telecommunications revolution has opened greater access to skilled workers, professionals, and technicians available in developing jurisdictions, resulting in new sources of taxable profit arising in those jurisdictions.



One high-profile example of this consequence of e-commerce is the development of a vibrant software engineering sector in India, which designs, develops, and implements software solutions for enterprises in other jurisdictions. Export earnings from this sector to North America alone are expected to reach $ 4 billion annually by 2005. 70 Similarly, multinational enterprises are seeking to locate call centers and other customer support centers in jurisdictions with low labor costs and a good communications infrastructure to service global and regional customers. 71 The Internet also has created new entrepreneurial opportunities for web hosting providers, application  [*318]  software providers, bandwidth providers, etc. As has been noted elsewhere, e- commerce provides a unique opportunity to distribute wealth by virtue of its ability to provide:



a mechanism to permit a larger share of the labor element in transactions to be delivered at any location with access to international electronic communication. That labor component could be in the form of sales contracts, customer service on delivered goods, or in the form of electronically-delivered services such as Website design, maintenance and other programming. 72



We believe that the macroeconomic effects of the growth of Internet-enabled enterprises will likely expand the aggregate economic profits in the global economy rather than merely shift existing profits among jurisdictions. In a fashion similar to the industrial revolution, Internet-based business models can affect business in all spheres across the world. E-commerce business models create efficiencies for existing businesses and allow new entrants into the marketplace. Since the technology is available globally, enterprises of all countries can enjoy exactly the same distribution and other efficiencies. Finally, the rise in outsourcing will create benefits in developing countries that should more than compensate for "lost" tax revenues attributable to remote sellers.



Accordingly, it is not reasonable to assume, and the evidence does not support, a significant reduction of income tax over the long term on account of Internet-based business models in any particular jurisdiction. Therefore, there does not seem to be a persuasive case to discard the current physical presence nexus standard on the basis of any perceived need to counteract tax revenue shifts arising from e- commerce.

 [*319] 

c. the pe rules are robust and flexible enough to support interpretive change as needed



It is worth noting that at the margin, modest changes in international tax practice can be achieved through continuous interpretation of the existing rules, even if no radical changes to the Model Convention itself are made. Over time, various modest adjustments have been made to the Commentary on Article 5 to facilitate application of the terms of Article 5 to new business realities and innovative and evolving technologies (including enterprises' use of advanced communication technologies) without changing the essential elements of Article 5 itself. 73 The Introduction to the Model Convention shows that states expect the Convention to be a living document. Its ability to adapt to changes in the business world is an inherent part of the Model Convention's design, and a main factor in its enduring applicability and success:



[T]he Committee considered that existing conventions should, as far as possible, be interpreted in the spirit of the revised Commentaries, even though the provisions of these conventions did not yet include the more precise wording of the 1977 Model Convention. . . . 74



[C]hanges or additions to the Commentaries are normally applicable to the interpretation and application of conventions concluded before their adoption, because they reflect the consensus of the OECD Member countries as to the proper interpretation of existing provisions and their application to specific situations. 75



Examples of this sort of interpretative development include:



Supplementing and clarifying the categories of activities that could give rise to a permanent establishment (e.g., the 1992 addition to paragraph 8 of the Commentary on Article 5 that a lessor could be treated as having a permanent establishment in  [*320]  a foreign jurisdiction if the lessor's personnel "operate, service, inspect and maintain" the leased equipment in the foreign jurisdiction). 76



Adding exceptions to the creation of a permanent establishment with respect to certain types of equipment and activities (e.g., the 1992 addition of paragraph 9 to the Commentary on Article 5 to provide that special rules may apply to the leasing of containers). 77



Amending and adding paragraphs restricting certain activities or granting states additional rights in light of a history of taxpayer abuses of certain provisions (e.g., the 1992 addition of an anti-abuse provision to paragraph 18 (formerly paragraph 17) of the Commentary on Article 5 to provide countries concerned about taxpayers abusing the "twelve month" threshold test the right to adopt solutions to this problem in the framework of their bilateral negotiations, in addition to applying their own judicial anti-avoidance rules to the abusive situation). 78



The recent updates to the Commentary on Article 5 to provide that under certain circumstances, a server alone can constitute a permanent establishment. 79



The ability to let the Commentary evolve with business model changes provides something of a safety valve for tensions created by those business model changes, which perhaps gives comfort to those who fear that the current international tax framework could not adapt to new circumstances.



d. the attribution of profit to a pe based on arm's length principles remains appropriate in an internet-enabled economy



The continued applicability of the current PE rules does not mean that the evolving business models afforded by the Internet and other enhanced communication technologies will not create pressures and  [*321]  require the charting of new territories in the application of these rules. We believe the principal pressures will fall on the PE profit attribution rules and on transfer pricing rules generally.



The ability of enterprises to disperse both high and low value-adding activities across jurisdictions and to take advantage of other efficiencies afforded by the Internet may raise novel transfer pricing issues. For example, it may be difficult to identify comparable transactions or comparable entities when the enterprise is engaging in intercompany business activities that don't have a precise economic parallel in traditional commerce. Similarly, it may be difficult to characterize the economic efficiencies enjoyed by various members from being part of a larger, Internet-connected enterprise that may share valuable information and other resources in real time. For all of this novelty, however, we have yet to come across a case where the traditional arm's length transfer pricing rules cannot be applied in some reasonable way to resolve the issues raised.



1. Profit Attribution and Transfer Pricing under the OECD Model Convention. The recognition that value-creating activities may take place in more than one jurisdiction (and that an attribution of profit between these jurisdictions may be required) was discussed in the League of Nations' earliest studies in the 1920s on the avoidance of double taxation:



If the enterprise has its head office in one of the States and in another has a branch, an agency, an establishment, a stable commercial or industrial organization or a permanent representative, each one of the contracting States shall tax that portion of the net income produced in its own territory. 80



In late 1928-1929, the Fiscal Committee appointed a special committee to examine the possibility of establishing rules for the apportionment of profits or capital of industrial or commercial enterprises operating in several countries. A subcommittee was  [*322]  formed in 1930 to prepare a discussion of the issues, 81 and in 1933 the profits attribution provision was refined to read much as it does today. The provision provided that for purposes of determining the profits attributable to the PE, the PE should be treated as a hypothetically separate entity dealing at arm's length with other parts of the enterprise:



If an enterprise with its fiscal domicile in one contracting State has permanent establishments in other contracting States, there shall be attributed to each permanent establishment the net business income which it might be expected to derive if it were an independent enterprise engaged in the same or similar activities under the same or similar conditions. Such net income will, in principle, be determined on the basis of the separate accounts pertaining to such establishment. . . . 82



In February 2001, the OECD released a discussion paper addressing the issue of how profits may be attributable to a PE in general. 83 Although the underlying principle of the 1933 profits attribution provision (that a PE be treated as a hypothetically distinct enterprise dealing at arm's length with other parts of the enterprise of which it was a part) had not been questioned since 1933, the interpretation of the provision varied significantly between countries. 84 The CFA's goal in issuing its 2001 draft paper was to develop a consensus position as to the preferred approach for  [*323]  interpreting the provision, that would be efficient, administratively simple, and based on sound tax policy. 85



As a first step in reaching a consensus position, the CFA Paper posits a working hypothesis ("WH") whereby a PE is treated as a hypothetical distinct and separate enterprise. 86 Under the WH, a functional analysis is made to identify all of the functions performed, assets used, and risks assumed by the PE. 87 Having identified these functions, assets, and risks, any "dealings" between the PE and the head office (and/or other parts of the enterprise) are recognized as reflecting the arm's length transactions that the PE would have had to transact with the head office (or other part of the enterprise) in light of the assets, risks and functions identified as performed by the PE. 88



Immediately after the CFA's analysis of the attribution of profits to a PE in general, the Technical Advisory Group on Monitoring the Application of Existing Treaty Norms for the Taxation of Business Profits released a discussion paper (BP Tag Paper) for public comment exploring the interpretation and application of Article 7 to an e-commerce PE. 89 The crux of the BP TAG Paper is an application of the WH to a PE carrying on retail e-commerce activities. 90 Four e-tailer scenarios were considered, including two that involved stand-alone servers. 91



Following the WH, the BP TAG Paper began with an analysis of the functions and risks assumed by the PE. 92 Given the lack of personnel and intangible assets used in the PE in the stand-alone server case, the PE's activities were considered "very unlikely to warrant it being attributed with a substantial share of the profit associated with the distribution activities of the enterprise conducted  [*324]  through the server." 93 The analysis concluded that the "tasks performed by the server would likely be conducted under a 'contract service provider' arrangement that would leave all substantial assets and risks with the head office and attribute to the permanent establishment the profits associated with the physical operation of the computer server." 94 These profits would likely be determined "by reference to a cost plus calculation performed on the basis of the direct operating costs incurred in the permanent establishment." 95



The BP TAG Paper thus successfully applied traditional transfer pricing methods to attribute profits to an e-commerce-derived fact scenario. In principle, there is nothing about e-commerce enterprises per se that would render application of traditional transfer pricing rules obsolete. The point that arm's length pricing is based on and reflects a functional analysis of the enterprise is equally applicable to an Internet-based business as to one based on more traditional elements. The principle that income allocation should be based on arm's length pricing rules designed to measure the value added by an enterprise's investment of capital, labor, intangibles, and risk assumptions in the marketplace remains as applicable to "new" economy enterprises as to any other multinational organization.



2. Emerging Profit Attribution and Transfer Pricing Issues. Clearly, however, multinationals have embraced the Internet to change some of their businessprocesses. These changes raise new questions about how to apply the current transfer pricing rules to allocate income among different parts of an enterprise. Some examples are given below.



a. Data Pooling. In many contexts, information is a highly valued asset, and the question arises as to the transfer pricing consequences of the pooling and sharing of such information between different parts of a company or between the related entities of a multinational enterprise. Consider, for example, the case of a multinational organization that sells products and provides customer support services. Assume that as individual service  [*325]  technicians in various jurisdictions encounter problems, they update a mutually accessible database with possible solutions and repair advice.



Under this factual scenario, the organization achieves business efficiencies because (i) recurring customer problems can be more quickly identified through the data collection process, and (ii) solutions once reported in the database do not have to be reengineered by personnel elsewhere in the enterprise. The transfer pricing issue presented by this factual scenario is how the return to the function of creating and maintaining the database (here, in the nature of cost reduction or a competitive advantage based on efficiency) should be allocated among the various participating entities.



b. Other Business Efficiencies. Data pooling is a specific example of a larger phenomenon. Perhaps the most significant investment in "new" economy business models will be made by traditional companies seeking to improve their business processes. No enterprise would invest in e-commerce business systems such as automated purchasing systems, training systems or other business process systems, unless the enterprise expected a significant return on that investment. That return on investment will be reflected largely as a decrease in costs. A cost decrease translates into a corresponding increase in taxable profit. At some point, market competition presumably will transfer some of that profit to customers. Whatever part of the profit remains with the enterprise, however, must be allocated to some portion of the enterprise as a matter of transfer pricing or profit attribution, and practices will need to be developed to address that allocation.



c. 24/7 Customer Coverage. Some enterprises employ software to channel customer calls so that whatever the time of call, a customer, wherever located, is routed to a service provider located in a location where the local time is during regular business hours. Service providers generally are related entities of the multinational enterprise. Under this model, for example, Service Center A may serve Service Center B's customer if B's customer happens to call after Service Center B has closed for the day (and vice versa). This scenario raises various transfer pricing issues. Should that part of the enterprise that invested in the IT infrastructure to support this  [*326]  network be entitled to the "extra" return created by this service? How should income from product sales or service contracts be allocated among the service centers and other parts of the enterprise? Does it matter if all the centers jointly invested in the IT infrastructure? What if the actual services provided were automated, as well, and the relevant equipment and software were located in a low-tax jurisdiction?

d. Service Transactions. In general, the analysis of service transactions may become more complex in the "new" economy. While the provision of high value services certainly always has existed, more commonly intercompany services transactions in multinational groups have been relatively lower value-added activities, such as administrative functions. 96 In the "new" economy, a relatively greater proportion of the value provided to customers by electronic commerce enterprises is being provided through the provision of high value-added services, rather than through the sale of goods, 97 and intercompany services undoubtedly will reflect this trend. 98 The challenge here is likely to be the availability of third party comparables to determine the relevant arm's length price for services provided by related party "knowledge workers."



e. E-Commerce Intangibles. Some might argue that new business models are creating distinct intangibles that are unique to e-commerce enterprises, because, in their view, efficiency gains enjoyed by members of a multinational organization that is highly interconnected and able to share resources in real time represent the creation and use of intangible property, such as information in the data pooling example described above or the customer service network in the 24/7 customer coverage example described above. The BP TAG Paper referred to an "e-commerce marketing intangible" as the intangible created by a particularly well designed, efficient, content-rich website that retains customers who visit it. 99  [*327]  In our experience, early entrants to an e-commerce market category can quickly scale to capture significant market share in that category. In the industry, this is generally referred to as a "first mover advantage."



While raising interesting issues, we do not believe that the examples presented above (and others like them) are so novel that they cannot be analyzed under traditional arm's length transfer pricing rules. The possible efficiency benefits of an integrated global enterprise may reflect an updated, although perhaps more robust, version of a network intangible, but in many (perhaps most) cases, the analysis probably is best handled under the framework of intercompany goods or services transactions rather than identifying a separate intangible property. This framework will become increasingly more appropriate as competition forces enterprises to share these efficiency gains with customers. As described in the BP TAG Paper, the "e- commerce marketing intangible" 100 seems comparable to the value created in other contexts through trademark, marketing, or just good customer relations. Accordingly, even these challenging cases seem to be raising issues that the arm's length transfer pricing rules are equipped to address, suggesting that these rules remain the best available measure for determining the amount of income arising from business conducted in a jurisdiction, whether through enhanced communication efficiencies or otherwise.



This brief discussion of transfer pricing is relevant to the PE debate because it should comfort those who might fear that maintaining the existing PE standard may create inappropriate results if the profit attribution or transfer pricing rules are somehow unable to deal appropriately with e-commerce business models. Recognizing that the normal business efficiencies or other values created by Internet-enabled businesses likely can be handled in some reasonable way should therefore give comfort that a defense of the status quo on PEs is not creating other opportunities for abuse with respect to profit attribution or transfer pricing.

 [*328] 

IV. Contract-Concluding Dependent Agents in an Internet-Enabled Enterprise



This section addresses some of the challenges that some business models arising in the "new" economy put upon the agency PE rule, contained in Article 5(5) of the OECD Model. 101 As discussed more fully below, we would recommend that the Commentary be modified to clarify how the agency PE rule should apply in these circumstances.



A foreign enterprise not carrying on business through a fixed place of business may nonetheless have a PE in a contracting state under Article 5(5) if a dependent agent who is acting on behalf of the foreign enterprise in the local jurisdiction has, and habitually exercises, the authority to conclude contracts in the name of the foreign enterprise. 102 For purposes of Article 5(5), the inquiry focuses on the person who creates the contract, rather than the more formalistic points of when and where the contract is formed. 103 As a result of the Internet and other enhanced communication technologies, however, foreign enterprises can and frequently do outsource "contract concluding" activities to dependent agents, while affording those agents little or no business discretion. A very common example is the creation of call centers to handle telesales. Automated order acceptance systems create the same issue. Since, as a matter of contract law, these acts do cause contracts to be formed, they could well give rise to agency PEs within the meaning of Article 5(5). We do not believe they should.



We would recommend that the Commentary be clarified to ensure that an agency PE requires the exercise by the dependent agent of at least some business judgment in the formation of the contract. 104  [*329]  We believe the Commentary should make it clear that persons whose only role is to receive and acknowledge a customer's acceptance of a foreign enterprise's offer to sell a product or service on terms and conditions pre-set by the foreign principal should not be treated as a person with contract concluding authority within the meaning of Article 5(5).



The issue is whether the agency PE rule of Article 5(5) should be interpreted literally so that the formal act of concluding the contract, without more, governs, or whether contract "conclusion" should require the exercise of some degree of business judgment. Based on the current Commentary to Article 5 (including the 2003 modifications) and the historical development of the agency PE rule in the Convention and Commentary over time, 105 we believe a substantive approach is more appropriate.



Questions regarding the necessary scope of an agent's authority or discretion to constitute an agency PE of a foreign principal are not novel to the world of e- commerce. E-commerce, however, does seem to bring these issues into greater relief and with more frequency. 106



a. what does an authority to conclude contracts in the name of an enterprise mean for purposes of article 5(5)?



We believe that an agent with "an authority to conclude contracts" within the meaning of Article 5(5) 107 is meant to describe a  [*330]  person who is entrusted by the foreign enterprise with authority to make business decisions, and whose activities in the host jurisdiction in binding the foreign enterprise are pursuant to that power and discretionary authority. In this section, we provide support for this position through a review of the various versions of, and commentaries to, the agency PE provision through time. We later apply this conclusion to certain contract concluding activities using modern communication technologies and suggest that the Commentary be amended to specifically exclude such activities from qualifying as the exercise of an "authority to conclude contracts" within the meaning of Article 5(5).



1. Historical Background of Agency PEs. The agency PE rule is a subordinated alternative to the basic fixed place of business PE rule. 108 It only applies when the foreign enterprise does not have a fixed place of business PE in the host jurisdiction. 109 This was not always the case. When initially introduced, an agency PE required an "establishment" in the host jurisdiction 110 (so as to forestall traveling salesmen from constituting agency PEs). 111 Today, the authorization to conclude contracts, combined with the agent's dependence upon instructions from the principal, is sufficient for the constitution of an agency PE. 112



One gets the sense from the historical development of the agency PE rule that it was assumed that a person allowed to conclude  [*331]  contracts on behalf of a foreign enterprise would be someone with a fair amount of discretion and power to act on behalf of the foreign enterprise, i.e., someone with an important and trusted role vis-a-vis the foreign principal. 113 Reading this history, one does not get the sense that the agency PE rule was meant to encompass an "agent" with absolutely no discretion but with power to contract on behalf of the foreign enterprise in the local jurisdiction. 114



The notion of an agency PE was included in the very first drafts of the predecessors to today's Model Convention. Article 5 of the draft prepared for the League of Nations in 1927 provided that:



Income from any industrial, commercial or agricultural undertaking and from any other trades or professions shall be taxable in the State in which the persons controlling the undertaking or engaged in the trade or profession possess permanent establishments.



The real centers of management, affiliated companies, branches, factories, agencies, warehouses, offices, depots, shallbe regarded as permanent establishments. The fact that an undertaking has business dealings with a foreign country through a bona fide agent of independent status (broker, commission agent, etc.) shall not be held to mean that the undertaking in question has a permanent establishment in that country. 115



Even in these earliest drafts, a foreign undertaking would not be treated as having a PE in a contracting state by virtue of the enterprise's dealings with agents of independent status in the contracting state. In discussing this provision, the accompanying Commentary explains that the phrase "a bona fide agent of independent status" was "intended to imply absolute independence,  [*332]  both from the legal and economic point of view." The agent's remuneration must not be below what would be regarded as a normal remuneration." 116



In October 1929, in an endeavor to better define the terms "autonomous agent" and "permanent establishment," the Fiscal Committee found that four criteria were employed in different countries to define these terms. 117 The first criterion essentially corresponds to today's contract conclusion provision:



(a) The first is a criterion of a legal nature, it being considered that the only agents dependent on an enterprise are those having sufficient powers to conclude contracts binding upon that enterprise. 118



Given the insufficiency of each of the four criteria identified, the Committee proposed the general principle that a foreign enterprise would be deemed to have a permanent establishment in a country if it "regularly has business relations in another country through an  [*333]  agent established there, who is authorized to act on its behalf." 119 Applying this principle using the four criteria identified earlier, the Committee stated that an agency PE would be presumed to exist under one of five circumstances. 120 At this point in time, an agency PE still required an establishment, much like a "fixed place of business" PE does today:



The essential elements of the relationship between the agent and the foreign enterprise which constitutes a permanent establishment are:



(1) The authorization given the agent to act for the foreign enterprise; and



(2) The fact of his carrying out these transactions regularly; and



(3) The fact of his carrying them out in an establishment. 121



It was not until 1930 that the Committee eliminated the requirement that an agency PE had to have an establishment. 122 Retaining the fundamental principle of an agency PE as proposed in 1929 but eliminating the need for an agent to have an establishment, the 1930 Report narrowed to three (from the original five) the circumstances where an agent would be presumed to constitute a permanent  [*334]  establishment of the foreign enterprise. 123 In addition, the three surviving instances were modified to eliminate all references to an office or other fixed place of business. 124



In 1935, the phrase "an agent of genuinely independent status" was substituted for "a bona-fide agent of independent status" that was used in the earlier drafts and protocols. 125



Closely following the tenor and spirit of the 1935 Protocol definition of a permanent establishment and its definition in the Model Conventions of Mexico and London 126 (which essentially followed the 1935 protocol), the Fiscal Committee to the Organisation for European Economic Co-Operation (OEEC) 127 recommended the adoption of a new permanent establishment clause. 128 With a  [*335]  few exceptions (not here relevant), the PE provision submitted in the OEEC 1958 Report (Article II) reads much as it does today, 129 and included the language defining an agency PE as a dependent agent who "has, and habitually exercises in that State, an authority to conclude contracts in the name of the enterprise." 130



Citing the League of Nations' 1928 Report, the OEEC 1958 Report explained that persons who may be deemed to be PEs must be "strictly limited to those who are dependent, both from the legal and economic point of view, upon the enterprise for which they carry on business dealings." 131 Only "dependent agents of those enterprises which, in view of the scope of their agent's authority or of the nature of their agent's business dealings, take part to a particular extent in business activities in the other State" should be treated as PEs. 132



The issue of contract conclusion in form versus substance was addressed somewhat obliquely in the 1958 Commentary. The question addressed was how much authority a dependent agent needed to constitute an agency PE. Drafters of the OEEC 1958 Report explained their substitution of the term "general authority" (as was then commonly used in bilateral treaties) with the simple term "authority," in their dependent agent PE clause by noting:



1. In practice, the authority of all agents would have to be circumscribed to some extent.



2. For reasons of administrative simplicity and ease, the committee believed it was "advisable to avoid the difficulties which would inevitably arise if the question to be decided by reference to the precise extent of his authority." 133

 [*336] 

Instead, the drafters of the OEEC 1958 Report decided to focus solely on whether the dependent agent had "sufficient authority to bind the enterprise by concluding contracts." What was relevant in this inquiry was: 134



the nature of the authority entrusted to the agent; in brief, whether or not he has, and habitually exercises, an authority to conclude contracts in the name of the enterprise. 135



The same language and explanation is found in the OECD 1963 Draft Model Convention and Commentary. 136



The notion that both the substance and the scope of the agent's authority, as exemplified by the type of activities the agent performs for the principal, are meant to be considered in applying Article 5(5) becomes even more apparent under the 1977 Commentary:



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. 137



The Commentary to the Convention was revised again in 1992 138 and 1994. 139 The 1994 revision added another substantive test to ensure that the language of Article 5(5) not be interpreted too literally or narrowly:



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  [*337]  in the name of the enterprise; the paragraph applies equally to an agent who concludes contracts which are binding on the enterprise even if those contracts are not actually in the name of the enterprise. 140



The current Commentary includes both substantive tests. 141



2. 2003 Update. In January 2003, the OECD issued an update to the OECD Model Tax Convention and the Commentaries. Revisions to the Commentary touched on both the agency PE rule of Article 5(5) and the independent agent rule under Article 5(6). 142 The revisions emphasize the need to distinguish between the two criteria needed for an agent to constitute an agency PE. First, the agent must have a certain "scope of authority." 143 Second, the agent must be a "dependent" agent. 144 Most of the additions to the Commentary relate to this second requirement (i.e., identifying indicia of dependence versus independence). 145



With respect to the scope of authority that a dependent agent would need to constitute an agency PE, the 2003 revision introduces yet another substantive test to ensure that the provision not be interpreted too literally and narrowly. The Commentary now states that the lack of the foreign principal's active involvement in a transaction may be enough to qualify the agent as one who has contract concluding authority in the name of the foreign enterprise within the meaning of Article 5(5):

 [*338] 

For example, an agent may be considered to possess actual authority to conclude contracts where he solicits and receives (but does not formally finalise) orders which are sent directly to a warehouse from which goods are delivered and where the foreign enterprise routinely approves the transactions. 146



b. contract conclusion in internet-based enterprises



With respect to some sales models that rely on modern telecommunications technology, the problem, we believe, is not that the agency PE rule of Article 5(5) will be applied too narrowly, but rather, that under a literal interpretation of the provision, it may well be applied too broadly. We would recommend that the Commentary be modified to make it clear that even though a foreign principal may not actively participate in concluding a contract with a customer at the moment the contract is formed, if the agent "concluding" the contract is simply following a script provided by the foreign principal which, in fact, holds the discretion to set the terms of trade, that agent should not be treated as concluding contracts in the name of the foreign enterprise within the meaning of Article 5(5).



1. Telesales Centers. In recent years, a number of companies have established or contracted with centralized call centers whose personnel make sales on behalf of the enterprise to the enterprise's customers. 147 The call center's territory may be national, regional or worldwide. The role of a call center agent is to serve as a link between a principal and its customers. Generally, the agent's activities are limited to answering a phone call initiated by a customer (or by the center in a cold call pitch), providing product or service details to an inquiring customer, and accepting orders from a customer at pre-set prices and on conditions determined in advance by the foreign principal.

 [*339] 

Clearly, as a matter of contract law, the agent is "concluding contracts in the name of the foreign enterprise." 148 In many cases, however, these agents have no discretion to deviate from the established terms in performing their functions. In tracing the development of Article 5(5) through time, one does not get the sense that it was contemplated that such persons should be treated as Article 5(5) contract concluding agents. Telesales personnel whose only "authority" is to passively accept a customer's order over a phone line would not seem to "involve the enterprise to a particular extent in business activities in the State concerned." 149 We do not believe that the activities performed by such persons-answering a phone and recording an order-reflect a scope of authority that makes the agent so indistinguishable from the enterprise itself that its activities should be treated as the equivalent of the enterprise itself being present in the jurisdiction. 150 Is there really any authority entrusted to the agent in these circumstances? 151 Should such persons be treated as really having sufficient powers to bind the enterprise? 152 We think not.



We sympathize with the administrative concerns raised in the OEEC 1958 Report regarding the need to minimize taxpayer-government disputes as to the exact level or scope of authority a dependent agent needs to constitute an agency PE. It is a reasonable goal to have clear-cut rules that enable foreign principals to predict with a fair amount of certainty whether the activities of their dependent agents in a jurisdiction will cause them to be subject to tax in the local jurisdiction (i.e., have an agency PE in the jurisdiction). Looking to a clear-cut activity like contract conclusion does seem to give that kind of certainty.

 [*340] 

Today's business realities, however, are such that business enterprises can delegate to others the ability to conclude contracts on their behalf, while in substance not be delegating any business authority at all. In essence, in the call center situation for example, the principal has not really yielded any authority to the local agent other than to rubber stamp what the principal has previously determined. In these situations, the agent's in-jurisdiction activities are comparable to that of telephone operator or recording device. The foreign principal has retained control over the terms of trade, though that control may have been exercised at a point in time prior to the actual act of contract conclusion.



In many cases, the telesales agent will be a dependent agent within the meaning of Article 5(5) as described above. 153 Whether the agent has the requisite "authority" to constitute an agency PE within the meaning of Article 5(5) seems less clear. If the goal were administrative ease, the answer would be "yes" as long as under applicable contract law the agent's activities in fact caused the conclusion of a contract and the foreign principal was bound by that contract. If, on the other hand, the agency PE rule was meant to cause a foreign principal to have a PE in that state only if it established vicariously in the jurisdiction some element of its own business judgment, the answer would have to be "no." Attending to phone calls in the jurisdiction is hardly the type of participation in the economic life of a jurisdiction that warrants a state's taxation of a portion of the business profits of an enterprise that otherwise has no physical presence in the state.



2. Centralized Data Processing Centers. Similar questions arise in the context of centralized data processing centers and/or e-tailer operations where some would argue that the software is "concluding the contract." Should a computer running a software program that hosts a website, database, or other mechanism for communicating with customers be treated as a dependent agent with contract concluding authority for PE purposes? 154 Should the "intelligence"  [*341]  embedded in the software affect the result? Some persons, equating "functions effected through software" with "functions performed by the software," have suggested that the PE agency rules should apply to "software agents" since "they perform substantially the same tasks as human agents." 155 We would argue that they should not.



First, a software program is not a person. Under Article 5(5) and the Commentary, 156 only persons can qualify as agents. Accordingly, under the current definition of an agency PE, a software program that allows an enterprise to communicate with customers to form contracts in the name of the foreign enterprise could not be treated as an agency PE of the foreign enterprise, regardless of the level of "artificial intelligence" programmed into the software.



More importantly, it is inappropriate to personify a software program. Executable code is nothing more than a series of zeros and ones as defined by the magnetic polarity of charges carried on the magnetic media, regardless of the "functions" being executed. Business judgment is exercised by whoever decides the terms on which the enterprise will trade; it certainly is not exercised by the magnetic orientations which constitute the execution of the software program itself.



This would seem to be the obviously correct answer. At first blush, the telesales center seems to be a considerably more difficult question. If the telesales center personnel cannot deviate from their script any more than a computer can refuse to process its instructions, however, should there be a difference in result between the two cases? It is tempting to draw a line between the two on the basis that one involves human interaction and the other does not. The new Article 5 Commentary on stand-alone servers, however, shows that the mere presence of humans need not be a distinguishing  [*342]  element. 157 The real distinction should be in whether the agent, in fact, is exercising business judgment.



V. Conclusion



In the formation of tax policy relating to electronic commerce, tax policy makers should not let themselves be dazzled by the technology. The Internet enhances the ability of enterprises to communicate, but it does not change the fact that income arises from the deployment of labor and capital and the assumption of risk. Software programs can automate many functions, but software programs themselves are not economic actors. Creative people will continue to innovate. None of this suggests, however, that a thoughtful application of accepted tax principles to the "new" economy won't continue to meet the goals of good tax policy.
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