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SUMMARY:
... The Organization for Economic Cooperation and Development ("OECD"), a Paris-based organization taking the lead on coordinating electronic commerce and taxation issues, estimates that the value of electronic commerce transactions may approach 330 billion in United States dollars by 2000-2001 and could equal one trillion as early as 2003. ... " As a result, the structure of paragraph five under Article Five of the OECD model treaty provides an alternative test on whether a business enterprise has a PE in a particular contracting state. ... Instead, the Supervisory Finance Office of Karlsruhe, in conjunction with an agreement between all of the heads of the international tax departments of the Federal Finance Ministry and the state finance ministries, decided that a more appropriate treatment was to classify the installation of the computer server as a preparatory or auxiliary activity under Article 5, paragraph 4, of the OECD model treaty. ... However, the German tax authorities did believe that a computer server fit the definition of a "fixed place of business," a primary element of a PE under Article 5, paragraph 1, of the OECD model tax treaty. ... Finally, under article V of its tax treaty with the United States, Barbados has reverted to the PE definition contained in the 1977 OECD model treaty as a means to encourage offshore activities because it has a higher PE threshold than the 1980 United Nations model treaty. ... But suppose that the OECD now decides that a computer server constitutes a PE. ... 

 

TEXT:
 [*2110] 

I. INTRODUCTION
 
THE role of technology has had a dramatic effect on the way in which businesses perform their daily activities. Many companies are moving away from the traditional ways of conducting business, such as communicating face-to-face or by mail order. Instead, these companies have chosen the Internet as their primary means of generating sales because it is more efficient and less costly. Because of the changes necessitated by the new global economy, the traditional customer base of a business has greatly expanded. It now includes organizations and individuals that are located around the world. Moreover, these technological innovations have simultaneously increased the amount of competition facing a business, thus resulting in the lowest price to the consumer. This new technology has also produced negative consequences, such as an increased burden on tax authorities to preserve and improve the current financial infrastructure to ensure that they are able to share in the increased revenues generated from electronic commerce transactions. Furthermore,  [*2111]  conducting business over the Internet has resulted in the elimination of natural boundaries, thus adding to the need for immediate tax reform.

The Organization for Economic Cooperation and Development ("OECD"), a Paris-based organization taking the lead on coordinating electronic commerce and taxation issues, estimates that the value of electronic commerce transactions may approach 330 billion in United States dollars by 2000-2001 and could equal one trillion as early as 2003. 1 Furthermore, the number of Internet users worldwide has grown from 40 million in 1996 to more than 100 million by the end of 1997, and it is estimated that the number of computers with Internet connections will rise to one billion in the next six years. 2 As a result of these estimates, the future role of traditional business transactions in an electronic commerce environment and its effects on the various tax authorities remain uncertain.

At the OECD Ministerial meeting in 1998, it was decided that electronic commerce was not so different from the traditional forms of business commerce as to justify the implementation of a new system of taxation. 3 Moreover, the main goals of the tax system in the United States, such as the need to provide certainty and predictability and to prevent double taxation, must not be forgotten. 4 Specifically, the United States Treasury Department's guiding principle of neutrality, 5 which rejects the imposition of new 6 or additional taxes on electronic commerce transactions, requires the U.S. tax system to treat similar income equally, regardless of whether it is earned through electronic means or through existing channels of commerce. 7 Moreover, the concept of neutrality promotes a flexible approach that adapts and reinterprets existing principles initially developed in a physical world to an electronic, borderless world. 8 Likewise, any guidance or framework put forth must also be flexible and general enough to accommodate and deal with any technological advances and new ways of doing business that are currently unforeseen. 9  [*2112]  Although proponents of any change in a tax system generally embrace the general principles of neutrality, efficiency, fairness, certainty, simplicity, and flexibility in the abstract, the specific approach to achieving these principles has proven much more troublesome. 10


But the most critical issue currently affecting electronic commerce, and the one that continues to be vigorously debated among the OECD member countries, is whether there is a need to modify the existing definition of a permanent establishment ("PE") to conform to these recent technological advances, which now make it possible to operate a business globally over the Internet with only a computer server and a website. In addition, this issue has been increasingly scrutinized because of the numerous bilateral tax treaties currently in existence, almost all of which have provisions that deal with a PE. Because of this unresolved debate, the economic implications from electronic commerce transactions are generating significant concern among tax authorities due to the potential negative impact on international tax bases that could result in an enormous loss of tax revenue, if the OECD determines that a computer server is a PE for tax purposes. 11

This article will focus on the tax implications of concluding that a computer server and/or website is a PE. To clarify the main issues surrounding this ongoing debate, there will be a discussion of the consequences that a business entity engaged in electronic commerce transactions would likely face if the use of a computer server is declared to be a PE and what the business entity's likely responses would be if presented with such a scenario.

Parts II and III of this article will lay the foundation for the two most common situations that cause international businesses with global operations to suffer adverse tax consequences: 1) having the business enterprise engaged in a U.S. trade or business, thus leading to the result that their profits were "effectively connected" with that trade or business; or 2) a determination that the enterprise's business constitutes a PE for tax treaty purposes. In addition, Part III will begin with an examination of the historical factors that led to the creation of the current PE requirement.

Part IV will illustrate the interrelationship between Articles V and VII, which supports the basic framework of most bilateral tax treaties and is generating most of the current controversy over whether the PE requirement needs to be modernized. Included within this discussion will be an analysis of the characteristics of a PE and a determination of the importance of accurately calculating business profits, both in the context of the OECD model treaty. Moreover, there will be a discussion regarding the concept of agency as part of the PE threshold, as well as a brief introduction of the role a tax treaty plays in light of these characteristics.

 [*2113]  Part V will look at the roles computer servers and websites play in the modern business environment, with an emphasis on the consequences of concluding that a computer server is a PE. These consequences will be further analyzed in the context of the recent consensus put forth by the OECD and the likely effects and responses of these consequences on a business entity engaged in electronic commerce transactions. Furthermore, this part of the article will look at how legislatures and courts of other notable foreign countries have dealt with this issue, as well as some of the other significant issues that must be addressed when using a computer server and website together in global business operations. Finally, Part VI will provide an opinion as to the likely result from this controversy and whether or not the PE requirement will undergo any substantial changes in the near future.



II. THE INITIAL TAX TRAP FOR THE UNWARY: A DETERMINATION BY THE TAX AUTHORITIES THAT THE FOREIGN ENTERPRISE IS ENGAGED IN A U.S. TRADE OR BUSINESS
 
There are two primary tests that are used by the U.S. tax authorities in determining whether the use of a computer server through a website triggers the imposition of a tax. First, does the company generate income that is "effectively connected" with a U.S. trade or business; and second, does the company's operations constitute a PE within the United States. Since both tests are independent from one another, either one will result in the imposition of a tax. However, the PE test requires the existence of a tax treaty; the "effectively connected" test does not. Therefore, the tax authorities generally begin their analysis with the "effectively connected" test since there is no formal requirement for the existence of a tax treaty with the United States. Moreover, a tax treaty is only relevant if the taxpayer is a resident of the country that has a tax treaty with the other country. For example, a French taxpayer doing business in the United States will not be taxed in the United States if the French taxpayer is a resident of France and the taxpayer does not have a PE in the United States pursuant to the U.S.-France income tax treaty. Thus, a foreign enterprise, without treaty protection, is subject to U.S. tax on the income effectively connected with a U.S. trade or business. 12

Furthermore, the "effectively connected" test has a lower threshold than the PE test because there is no requirement that the U.S. trade or business have a fixed place of business. Consequently, if at the end of the analysis it is determined that a foreign company is engaged in a U.S. trade or business 13 and has income that is "effectively connected" with that  [*2114]  business, it is only necessary to determine whether the foreign company also has a PE in the United States if a tax treaty exists between the country of residence of the foreign company and the United States.

In general, a low level of activity is all that is required for the courts to conclude that the activities of a foreign corporation located outside of the United States is engaged in a U.S. trade or business. Consequently, all activities that are considerable, continuous, and regular will be treated as "effectively connected" with a U.S. trade or business. 14 Continuous is defined as a day-to-day activity, rather than a sporadic activity. 15 Moreover, to pass this test, an activity must occur regularly rather than irregularly, and it must be considerable as opposed to minimal. 16 Thus, a non-resident alien individual whose only activity in the United States during the taxable year was the supervision and negotiation of leases covering rental property that he owned was held not to be engaged in a U.S. trade or business nor did he have income that was "effectively connected" to a U.S. trade or business. 17 In contrast, a court might conclude that a foreign corporation that advertises to and deals with U.S. customers is engaged in a U.S. trade or business, if it retains persons or facilities located in the United States. 18

Consequently, the determination of whether income from a foreign corporation is "effectively connected" to a U.S. trade or business is generally based on the facts and circumstances of each case. Thus, it is essential to make this initial determination in order to properly advise electronic commerce clients of tax planning opportunities, which are currently available. Furthermore, income that is "effectively connected" to a U.S. trade or business is taxed on a net basis at a graduated tax rate based on the level of taxable income of the foreign corporation. 19 However, U.S. source income that is not "effectively connected" to a U.S. trade or business is generally taxed at a flat withholding tax rate of 30%. 20

 [*2115] 

III. THE SECOND TAX TRAP FOR THE UNWARY: A DETERMINATION BY THE TAX AUTHORITIES THAT THE FOREIGN ENTERPRISE HAS A PERMANENT ESTABLISHMENT
 
If a tax treaty exists between the country of residence of the foreign enterprise and the United States, the tax authorities will apply the PE test in an attempt to impose a tax on the foreign enterprise. This involves answering two questions. First, does the foreign enterprise have a PE in the United States or elsewhere that would subject them to the imposition of an income tax? Second, assuming that it does have a PE, what amount of its business profits are taxable and at what rate under the applicable tax treaty with that particular contracting state? 21 Since having a PE necessitates the existence of a tax treaty, once the elements of a PE have been met under Article V of the tax treaty, the calculation of business profits under Article VII becomes crucial.

The purpose of the PE requirement was to determine a particular point in time when a foreign entity providing goods or services had established a sufficient taxable presence or connection with a jurisdiction to entitle that jurisdiction to tax the transaction, including the business profits generated from it. 22 Thus, it was essential to determine whether the enterprise had a PE in a particular contracting state since the business profits of the enterprise, operating in a contracting state that was different from the source state, could not be taxed by the source state unless their business activities were attributable to a PE." 23 But in order to appreciate the significance of the modern version of the PE requirement, an examination of the historical factors that led to the creation of this requirement must first be considered.

The development of a PE requirement became necessary at the beginning of the twentieth century to supplement the existing international law framework by providing a solution to the problem of double taxation, which the current international law, and the few premature bilateral trade agreements with tax provisions in existence at that time, had failed to address. 24 The problem of double taxation occurs "when income is earned in one country by a citizen or resident of another country, [and] both the country where income is earned (the source country) and the country where the investor or earner resides (the residence country) have legitimate claims to tax the income." 25 Moreover, the basic premise behind international tax rules is "to resolve the competing claims of residence  [*2116]  and source nations in order to avoid the double taxation that results when both fully exercise their taxing power." 26 As a result, in 1928, the League of Nations issued a draft of a model tax treaty that relieves double taxation. It still serves as the basis for the model income tax treaties of the OECD, the United Nations, and the United States. 27

Furthermore, a PE requirement became imperative after the second industrial revolution because many new industries and transportation methods materialized, creating emerging issues that had never been encountered before, such as the mobility of labor forces and fixed capital as the primary characteristics of a business enterprise. 28 Many countries also expanded their activities across international borders, resulting in a tax liability to them in both their state of residence as well as the other contracting state, where they carried on a trade or business. 29 Moreover, the development of the PE requirement was based on the assumption that factors of production, labor, and capital assets were mobile within countries but immobile between them. 30 In addition, for purposes of international trade, movable business equipment was only important if it had a fixed location. 31 Thus, unlike the modern business environment where labor and equipment are easily transported to a host country for the duration of a work assignment and then relocated without difficulty when the assignment is completed, the business environment that existed at the beginning of the twentieth century mandated a PE. 32

The history and evolution of the PE requirement can be broken down into four distinct periods in time: 1) the emergence of the PE concept in the Prussian-led empire from 1845 through 1909; 2) the adoption of the PE requirement in international treaties from 1899 through the end of World War I; 3) the re-evaluation of the principle of source-state taxation during the 1920's through the end of World War II; and 4) the consolidation and re-evaluation of the principle of residence-state taxation from the 1950's to the present. 33

A. The Emergence of the Permanent Establishment Requirement During the Prussian Empire
 
Initially, the concept of a PE began in Prussia during the second-half of the nineteenth century and it was used as a business term meaning "the total space used for the conduct of a business activity," rather than its  [*2117]  modern terminology as a tax concept. 34 But PE as a tax concept emerged as a possible solution to the increased problem of double taxation that grew among the Prussian municipalities. 35 Based on the limited evidence existing from this era, it appears that the PE definition at this point in history "required permanence and location within an area ... rather than physical location in one specific place." 36 Therefore, the Prussian rules were viewed as a limitation on source-state taxation that created certain conditions, such as the existence of a fixed physical location in the other contracting state, which subsequently became the core elements upon which the PE concept is currently based. 37 In addition, it had to be possible to recognize the enterprise's intention to continue performing the business activity at this location. 38 Thus, satisfying these two criteria gave the enterprise an objective presence, which was a necessary condition for taxability. 39 Furthermore, it was not until 1891 that the PE concept was codified in Prussia; it did not become law in Germany until the passage of the German Double Taxation Act of 1909, which eliminated double taxation among the German states. 40

B. The Road Toward a Full-Scale Adoption of the Permanent Establishment Requirement
 
The basic rule governing a PE became a fixture in international treaties between 1899 and the end of World War I as a solution to the problem of double taxation. In order to facilitate cross-border trade, Austria-Hungary and Prussia entered into a treaty in 1899 that is recognized as the first international tax treaty. 41 The development of this tax treaty was important because it contained several provisions that provided most of the framework for the modern PE requirement. First, business profits that were earned through a PE in the other country were to be taxed in that jurisdiction. 42 Second, there must be a fixed place of business. 43 However, the language used in this treaty supported a broad definition of a PE and resulted in "all fixed places of business [being] a PE if they serve a business activity of a foreign enterprise, his partner or an agent." 44 Consequently, a place maintained for the sole purpose of purchasing goods or inventory constituted a PE, although the current OECD model treaty has listed this activity as a separate exclusion from  [*2118]  the basic definition of a PE. 45 Although the principle of a PE was a compromise between source-state and residence-state taxation, the treaty between Austria-Hungary and Prussia favored source-state taxation. 46 Thus, with the development of the first international treaty, the inclusion of a PE definition in a tax treaty became a common practice until the beginning of World War I; however, the problem of double taxation remained. 47

C. The Re-Evaluation of the Principle of Source-State Taxation
 
To help alleviate the burden of double taxation, the League of Nations assembled a group of economic experts led by Georg von Schanz and Edwin R.A. Seligman, who strongly influenced contemporary international taxation principles and future PE doctrine. 48 Their viewpoint was that the state in which the income had its "origin" would represent the state to which the income had the strongest economic allegiance, and hence where it should be taxed. 49 The income was to be taxed only once and allocated among the states based on their relative interests. 50 Moreover, these economists, as well as the International Chamber of Commerce, advocated full residence-state taxation as the best means to avoid double taxation. 51 Under a residence-based system, "all income, wherever earned, would be defined and taxed according to the laws of the taxpayer's own country of residence." 52

In contrast, Thomas Sewall Adams, regarded by some scholars as the founder of the U.S. system of international taxation, also influenced international taxation principles by endorsing a system of source-based taxation that was based on "both principle and administrative convenience." 53 Under a source-based system, a taxpayer is obligated to pay tax according to the laws of the country in which his income is earned, regardless of his residence. 54 Moreover, Adams never fully rejected the principle of residence-based taxation; rather, he viewed residence-based taxation as a backstop to source-based taxation. 55

Because of its scholarly influence and the threat encountered by jurisdictional expansion over business income, the League of Nations made an  [*2119]  initial attempt at defining the concept of a PE in the 1920's, in order to ensure that "the only nation in which the PE of the business enterprise was located could legitimately levy source-based taxes on the enterprise's income." 56 They agreed that income from commercial activities was subject to source-state taxation if the enterprise had "a branch, an agency, [or] an establishment" situated in that state. 57 Furthermore, the 1927 draft convention on double taxation by the League of Nations allocated the amount of taxation derived from business profits to the source state if the enterprise had a PE, which was then defined as:


 
The real centres of management, branches, mining and oilfields, factories, workshops, agencies, warehouses, offices, depots, shall be 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. 58


 
However, unlike the 1899 treaty between Prussia and Austria-Hungary and the German 1909-legislation, the definition contained in this version of the draft had little influence on bilateral tax treaties since it did not provide the basic rule of a PE. 59 Consequently, because of the problems encountered by the various contracting states regarding the bilateral conventions contained in the numerous drafts, the League of Nations finally concluded that "uniform law" was the best method for preventing international double taxation. 60

But unlike the 1933 League of Nations draft, which only contained examples illustrating what constituted a fixed place of business, the commentaries of both the Mexico and London model treaties of the 1940's contained the basic definition of a PE that an enterprise had to have a fixed place of business and this place must contribute to the profits of the enterprise. 61 Moreover, the "productivity tests" contained within these model treaties functioned similarly to the "exclusion list" that is popular among the current OECD model treaties. 62

 [*2120] 

D. The Re-Evaluation of the Principle of Residence-State Taxation
 
Beginning with the period immediately after the end of World War II, the conflict between residence-state and source-state taxation intensified by focusing on taxing jurisdictions rather than certain classes of income. 63 This gave additional incentive to the OECD to develop technical tax treaty provisions that would eliminate the threat of double taxation. 64 As a result, a movement to drop the principle of residence-state taxation in favor of source-state taxation gained momentum, especially during the 1960s. 65 The primary reason for the change was that "residence-state taxation disturbed the flow of capital between states, by discouraging new capital from being invested abroad... ." 66 The solution was the development of the 1963 OECD model treaty, which was similar to the drafts originally developed by the League of Nations. 67 It contained the current definition of a PE, retained the list of "positive" examples which always constitute a PE, and it replaced the "productivity test" under the Mexico and London model treaties with a list of exclusions that would never constitute a PE. 68 Furthermore, it was decided that the country of origin where the income was derived, had the sole right to tax the income. 69

However, the current economic climate, which favors the Internet as the preferred method of conducting business transactions, has appeared to shift the emphasis back to a residence-based system of taxation. For example, the United States has identified as a long-run objective the implementation of a residence-based system of taxation. 70 In 1996, the Treasury Department reiterated [this] preference for residence-based taxation by stating:


 
The United States, as do most countries, asserts jurisdiction to tax based on principles of both source and residence. If double taxation is to be avoided, however, one principle must yield to the other. Therefore, through tax treaties, countries tend to restrict their source-based taxing rights with respect to foreign taxpayers in order to exercise more fully their residence based taxing rights... . In the world of cyberspace, it is often difficult, if not impossible, to apply traditional source concepts to link an item of income with a specific geographic location. Therefore, source-based taxation could lose its rationale and be rendered obsolete by electronic commerce. By contrast, almost all taxpayers are residents somewhere. An individual is almost always a citizen or a resident of a given country, and, at least under U.S. law, all corporations must be established under the  [*2121]  laws of a given jurisdiction. 71


 
In conclusion, the history of tax treaties since 1899 shows a continual shift from source-state taxation to residence-state taxation. 72 Although the scope of the PE requirement has been narrowed down in recent years, resulting in a loss of tax revenue, the basic framework still remains. 73 In addition, both the League of Nations and the OECD have over time made significant progress in addressing the problem of double taxation, specifically with the development of a model tax treaty. 74 With regard to the PE requirement, the most important model conventions are the League of Nations drafts from 1927, 1933, and 1943, and the OECD model treaty from 1963, which was first revised in 1977 and again in 1992. 75

Although international law has yet to find an adequate answer to the problem of double taxation, the extensive network of bilateral tax treaties in place has significantly improved the legal framework facing business enterprises engaged in international business transactions. 76 A global economy relies on technology, such as the use of a website or computer server for business purposes, and, where the natural boundaries of other nations have been effectively eliminated by the use of such technology, has emerged as the catalyst for the re-examination of the usefulness of the current PE definition.

IV. THE INTERRELATIONSHIP BETWEEN ARTICLES V AND VII OF THE MODERN TAX TREATY
 
Articles V and VII of most bilateral tax treaties deal with the concepts and rules related to a PE and business profits, respectively. These articles are complementary to one another and thus must be considered together when advising electronic commerce clients about potential tax consequences associated with a particular transaction. However, the recent evolution of computer technology has resulted in a debate concerning the merits surrounding the general framework of the current PE requirement.

A. The Current Permanent Establishment Requirement Under the OECD Model Tax Convention: Article 5
 
Under the revised OECD Model Tax Convention, 77 a PE is defined as  [*2122]  a "fixed place of business through which the business of an enterprise is wholly or partly carried on." 78 The Commentary to Article Five elaborates on this definition by stating the essential characteristics of a PE, which are: 1) the existence of a "place of business"; 2) fixed in a specific location with a certain degree of permanence; and 3) the trade or business of the enterprise is carried on through this fixed place of business. 79 However, missing from the OECD definition is the requirement that the PE must contribute to the profits earned by the enterprise, which was present in both the Mexico and London model treaties of the 1940's. 80

The existence of a place of business is met if "any premises, facilities or installations of the entity were used to carry on the business of the enterprise, whether or not they were used exclusively for that purpose." 81 Furthermore, "a place of business may also exist where no premises are available or required for carrying on the business," but the enterprise must have a certain amount of space at its disposal. 82 Finally, it is irrelevant whether the facilities available for use by the enterprise are owned or rented. 83

To satisfy the requirement that a place of business be "fixed", there must be a link between the place of business and a specific geographical point, 84 and it must not be temporary in nature or set up for a temporary purpose. 85 This "temporal requirement relates to the taxpayer's use of a place of business;" hence, it is not sufficient for purposes of this requirement if the facility itself is permanent. 86 In other words, the place of business must be established at a distinct place and with a certain degree of permanence. 87 Moreover, the equipment or premises that give rise to a fixed place of business does not have to be attached to the soil for this requirement to be met; it only has to remain on the particular site. 88 Thus, an enterprise that only exists for a short period of time can still constitute a PE as long as its use was designed for more than a temporary  [*2123]  purpose. 89 Likewise, a place of business that was initially planned to be maintained only for a temporary period of time but is subsequently used on a non-temporary basis would be re-classified as a fixed place of business and hence a PE. 90 Finally, interruptions in the operations of the business do not change the permanent nature of an activity undertaken as long as the operations are carried out on a regular basis. 91

In conclusion, the primary elements of the modern PE rule retain the original framework of the rule: the existence of a fixed, "permanent" place of business. But the modern rule has undergone some changes. The "permanence test" has been modified and now pertains to the business activity rather than the place where the business was located or the use of such a place. 92 Moreover, the current version of the PE rule requires that a trade or business be carried on from the fixed place of business; the original definition from 1909 "depended on whether or not the place served the performance of a business activity." 93 Thus, under the current PE definition, an example of a fixed place of business would be the premises of a facility such as a factory building. 94

Assuming that an enterprise has a fixed place of business, a PE "begins to exist as soon as the enterprise commences to carry on its business through [that] fixed place of business." 95 Carrying out the business operations of an enterprise is usually accomplished by employing agents who are generally dependent in nature. 96 Moreover, these dependent agents conduct the business of the enterprise in the other contracting state where the fixed place of business is located. 97 Article 5, paragraph two of the OECD model treaty lists a branch, office or a factory building as prima facie examples of places that automatically qualify as a PE. 98 Thus, a business enterprise has a PE once all three elements have been satisfied. However, under the modern tax treaties, ascertaining the status of an agent is not only a difficult task but also crucial to determining whether a PE exists.

 [*2124] 

B. The Significance of Agents in the Current Definition of a Permanent Establishment Under Article 5
 
With the establishment of the first tax treaties came the realization that a personal connection to the other contracting state was needed as justification for taxing the business enterprise. 99 Thus, an enterprise could be taxed by establishing either a physical or personal connection to another contracting state. 100 But the first tax treaties did not make a distinction between dependent and independent agents. 101 Therefore, for a long period of time, the only way to establish a connection to another contracting state was through the use of a PE. However, this problem disappeared when the League of Nations at the first draft convention made a distinction between independent and dependent agents, which "represented an extension of residence-state taxation of business profits." 102 As a result, the structure of paragraph five under Article Five of the OECD model treaty provides an alternative test on whether a business enterprise has a PE in a particular contracting state. 103 Therefore, agency law only becomes an important consideration if an enterprise has not previously met the definition of a PE. 104

The 1933 League of Nations draft contained the first enumerated definition of an independent agent. 105 In contrast, both the Mexico and London model treaties expressly maintained that an independent agent does not constitute a PE. 106 Thus, the distinction between an independent or dependent agent is significant for purposes of the PE requirement, since an agency relationship might constitute a PE if a dependent agent is involved, and he operates from a fixed place of business. 107 Consequently, unlike the "fixed" place of business requirement, where agency law is not a relevant consideration, 108 the status of agents in carrying out the primary objectives of a business is crucial and hence must be distinguished between dependent and independent means for determining whether a PE exists.

The defining characteristics of independent agents are: 1) they act within the ordinary course of their own business operations when acting on behalf of the enterprise; 109 and 2) they must be independent of the enterprise both legally and economically. 110 Thus, legal independence requires  [*2125]  that the agent's commercial activities that he performs on behalf of the enterprise must not be "subject to detailed instructions or to comprehensive control" by the enterprise. 111 Likewise, economic independence is satisfied if the independent agent bears entrepreneurial risk. 112 Furthermore, whether an agent is independent or dependent generally depends on the ownership of the equipment that he will be using on his assignment. If the principal owns the equipment, the agent most likely will be classified as dependent. Otherwise, he is independent. Some common examples of independent agents include brokers and general commission agents. 113

Moreover, in relation to independent agents, there has been some discussion concerning the actual meaning of the phrase "acting within the ordinary course." Specifically, the discussion has focused on whether an industry standard should be adopted that is analogous to the customs practiced in a customary trade, 114 or whether these activities need to be further distinguished based on either their common or civil law context. 115 However, to date the definition remains unchanged.

In contrast, dependent agents act on behalf of the enterprise and must frequently exercise their authority to negotiate and conclude contracts in the name of that enterprise. 116 Distinguishing between the two is crucial, because under the "Agency Rule, independent agents do not give rise to a permanent establishment, whereas dependent agents [might]." 117 The OECD model treaty of 1963 and its commentaries are helpful in this distinction because they define the scope of the agency clause and they formulate the basic definition of a dependent agent. 118 Under this definition, emphasis was placed on the agent's authority and frequency to enter into and conclude contracts on behalf of the principal. 119 For example,  [*2126]  under the U.S. Treasury Regulations, a dependent agent regularly "exercises his authority to negotiate and conclude contracts" if the authority is exercised with some degree of "frequency over a continuous period of time." 120 Furthermore, it was irrelevant what kind of relationship personnel had with third parties or whether the "dependent agent is authorized to conclude contracts [in the name of the company], if he works at the fixed place of business." 121

In addition to hiring agents, the leasing of business equipment is also increasingly being considered as an option for conducting business more efficiently in our high-tech environment. Today, corporations routinely lease out their business equipment or facilities to other businesses because it is cheaper and it helps facilitate business dealings between the two companies. Generally, the leasing of equipment does not constitute a PE of the lessor if the contract is limited to mere leasing. 122 Furthermore, there is no PE if the lessor provides personnel to maintain and operate the equipment, as long their sole responsibility is the maintenance of that equipment. 123 But if these personnel participate in decisions regarding which activities the equipment is best suited for, or if they inspect or service equipment that is under the control of the lessor, then it is likely that these activities would now constitute a PE because they are entrepreneurial in nature. 124

Consequently, where a person is acting on behalf of an enterprise, and habitually exercises his authority to conclude contracts in the name of that enterprise, that enterprise is deemed to have a PE in the contracting state where those activities took place, unless those activities were of a preparatory or auxiliary nature. 125

C. Preparatory and Auxiliary Activities Excluded from the Definition of a Permanent Establishment
 
Some business activities, even if carried on through a fixed place of business, do not constitute a PE. These activities typically include the use of facilities for the storage or purchase of goods. 126 However, in our high-tech world, the most important PE exclusion that businesses rely on is the exclusion from taxation that results from engaging in activities that are of  [*2127]  a preparatory or auxiliary nature. 127 Although these activities may contribute to the productivity of the enterprise, they are excluded from taxation because they are "so remote from the actual realization of profit" to accurately and fairly "allocate any profit to the fixed place of business." 128 The decisive characteristic, which determines whether a specific activity is preparatory or auxiliary, is whether the activity forms "an essential and significant part of the activity of the enterprise as a whole" as to warrant taxation. 129

But an activity that is identical in scope to the general business purpose of the enterprise would not be considered preparatory or auxiliary since it is essential to the functioning of the organization. 130 For most companies, advertising is generally considered to be a preparatory or auxiliary activity, although it can sometimes be essential to the continued growth of a business in a competitive industry. Otherwise, without this exclusion for non-essential activities, practically every business entity in the world would be subject to the PE requirements since they all promote their businesses through advertisements.

Consequently, classifying a business activity as preparatory or auxiliary is the best means of ensuring that the company will not be subject to the PE requirements. However, an activity that is essential to the operations of the enterprise and thus meets the basic definition of a PE will not necessarily result in taxation. First, there must be business profits that are attributable to that PE and can be calculated with reasonable accuracy.

D. The Other Element Necessary for the Imposition of Tax on a Permanent Establishment: Business Profits Under Article VII of the OECD Model Tax Convention
 
Article VII of the OECD model treaty, which deals with business profits, is a corollary to the PE concept found under Article V. 131 Therefore, once the elements of a PE have been met, the enterprise must have business profits associated with that PE before the tax authorities will assess a tax liability against the foreign enterprise. "The question of which jurisdiction" had the authority to tax "business profits" was the primary issue that was addressed when the "problem of double taxation initially arose." 132 However, there is currently "no consensus among the OECD member countries as to the correct interpretation of Article VII." 133 As a  [*2128]  result, it is possible that the current interpretation of Article VII will lead to less than single taxation, or worse, double taxation. 134 But determining whether a particular enterprise has a PE is only the first part of the analysis. Assuming that a business enterprise does have a PE in a particular country, the second part of the analysis involves calculating the business profits, if any, which are attributable to that PE and are thus taxable. 135 Consequently, both Articles V and VII must be addressed simultaneously to avoid double taxation. In addition, once a PE exists, the profits of the enterprise must be characterized as either "business profits," which are taxed at the local tax rate in effect where the PE is located, or for example, as "royalties," which are taxed according to the withholding rate specified in the tax treaty with that particular country. 136

To the extent that the source state is permitted to tax business profits under a tax treaty, it is given preference as the primary taxing jurisdiction. 137 Thus, "[a] core provision in all U.S. income tax treaties is that business profits derived by a resident of a Contracting State from activities connected with the other Contracting States are not taxable by the latter State unless the business enterprise has a PE therein." 138 However, only the profits attributable to that PE may be taxed. 139 Attribution can be established by the presence of strong economic links to a business enterprise such as through a PE. Thus, it is crucial to distinguish between business profits that are attributable solely to the PE from the business profits that are generated from the activities of the enterprise as a whole. To simplify this determination, the OECD developed a "functional analysis" test, 140 which required treating the PE as a separate and distinct enterprise, independent from the main enterprise, and engaged in the same or similar activities, which were performed by the enterprise under similar conditions, and then looking at the separate sources of profits that are derived from that jurisdiction. 141 In other words, the "functional analysis"  [*2129]  test was an attempt to determine the assets used and the risks assumed by the PE. 142 Although legally these risks were borne by the business enterprise as a whole, this test required that the PE assume any risks that were inherent in, or created by, the PE's own functions. 143 Consequently, only the profits that would naturally be expected to flow from this smaller entity were taxable. 144 For example, assume that Company ABC has its primary operations in Country X but its head office was located in Country Y. Under the "functional analysis" test, the profits that would be attributable to the PE of ABC Company would be those of its head office if it were treated as a "separate enterprise under [similar] conditions and at prices [currently] prevailing in the ordinary market." 145

The rationale behind such a test was to provide the tax authorities with a simple and efficient way of administering and enforcing the compliance of the tax laws. 146 But critics claimed that the test was flawed because it created an incentive for businesses to engineer tax avoidance strategies such as setting up a PE that either made no profit or was never intended to make a profit. 147 To alleviate these concerns, a majority of U.S. income tax treaties now provide a general definition of business profits. 148 For example, the 1981 U.S. model treaty defines "business profits" broadly to include "income derived from any trade or business." 149 Likewise, the 1996 Treasury model tax treaty defines "business profits" as "income from any trade or business, including income derived by an enterprise from the performance of personal services, and from the rental of tangible personal property." 150 In contrast, the 1992 OECD model treaty does not specifically define the term, but the Commentary states that it includes all income derived in carrying on an enterprise. 151 Moreover, there is "no specific period [of time] for which an enterprise must operate in a Contracting State in order to be considered to derive business profits." 152 Thus, a period of time sufficient to give rise to a PE is all that is necessary.

In calculating the business profits that are derived from a PE, a deduction for actual expenses incurred must be allowed in arriving at the net profit of the PE. 153 Paragraphs two and three of Article Seven follow the  [*2130]  basic rule laid out in Paragraph one which is important in accurately determining the amount of business profits that are generated from a PE. Consequently, Paragraph three states the general rule that is used for determining business profits, while Paragraph two requires that the business profits correspond to those profits that a separate and independent enterprise would have made. 154

Alternatively, business profits can be calculated using an apportionment formula. But although an apportionment of profits based on the total profits of the enterprise is permissible if it is customary in the contracting state, it is generally not viewed as a very reliable method since it equates the profits of a PE to an estimate of the profit that would be derived from engaging in an arm's length transaction. 155 Thus, a loss in tax revenue could result if the apportionment of profit attributable to the PE is significantly less than the profit generated from an arms length transaction. Similarly, other methods have been advocated as a solution to this problem, but the business enterprise still has the responsibility of accurately calculating its business profits. In summary, the tax authorities are generally satisfied as long as the apportionment or calculation of taxable profits closely approximates the amount that would have been produced on a separate account basis. 156 Moreover, this principle corresponds to the primary purpose of any income tax treaty, namely to provide certainty and consistent tax treatment for all transactions associated with an enterprise.

E. The Importance of the Tax Treaty in the Permanent Establishment Framework
 
Generally, the concept of a PE is only relevant if a tax treaty is present. This principle can best be illustrated by the interrelationship between Articles V and VII of the OECD model treaty. Furthermore, income tax treaties serve three primary functions. First, they avoid the double taxation of income, property or property transfers, by allocating or limiting the right of the source or the reside
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