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 Marlin Risinger
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 A. OVERVIEW OF BASIC ISSUES
 
     1. Does Taxpayer have a "fixed place of business" in Foreign
        Country? If not, see #4 below.
 
     2. If Taxpayer does have a fixed place of business, are
        Taxpayer's activities at the fixed place of business solely
        of a preparatory or auxiliary nature? If so, see #4 below.
 
     3. If Taxpayer has a fixed place of business and its activities
        are not solely preparatory or auxiliary, then it has a PE in
        Foreign Country. The remaining task is to determine the
        profits attributable to the PE. In general, this should be
        through application of arm's length principles, by reference
        to the assets and activities of the PE.
 
     4. If Taxpayer has no PE under the analysis described above,
        does it nonetheless have activities in Foreign Country that
        are conducted on its behalf by a "dependent agent"? If not,
        Taxpayer has no PE in Foreign Country.
 
     5. If Taxpayer has activities in Foreign Country conducted on
        its behalf by a dependent agent, is this dependent agent also
        an "independent agent"? If the agent is also "independent,"
        Taxpayer has no PE in Foreign Country.
 
     6. If the agent is not independent, and if the agent is not
        engaged solely in preparatory or auxiliary activities,
        Taxpayer has a PE in Foreign Country.
 
     7. In determining the attributable profits of Taxpayer's PE in
        #6 above, it is necessary to distinguish between the profits
        of the dependent agent and the profits of the PE.
 
B. CLEARING OUT SOME UNDERBRUSH
 
 1. DON'T GET CONFUSED BY THE TERMINOLOGY. The terms 'dependent
 agent" and "independent agent" in tax treaties create a good
 deal of confusion, because they imply a source in the law of
        "agency" and "independent contractors." /1/ In general,
 however, it seems best not to struggle too long with the
        relationship between the treaty terms and non-treaty legal
        concepts. /2/
 
     2. DISTINGUISH "FIXED PLACE OF BUSINESS" ISSUES FROM "AGENCY"
        ISSUES. Another source of confusion in this area is the fact
        that Taxpayers that are legal entities typically act through
        their "agents," but this does not necessarily mean that the
        treaty concept of "agency" is relevant. For example, if
        Taxpayer maintains in Foreign Country a branch office that is
        used by its employees, Taxpayer's activities are being
        conducted on its behalf in Foreign Country by its "agents."
        It doesn't matter, however, whether these employees are
        "dependent" or "independent" in analyzing whether Taxpayer
        has a PE, because Taxpayer HAS A FIXED PLACE OF BUSINESS. The
        threshold issue is always whether Taxpayer has a fixed place
        of business in Foreign Country, through it agents or
        otherwise. The treaty rules for dependent and independent
        agency are only relevant where the Taxpayer does not have a
        fixed place of business in Foreign Country. /3/
 
        An example of this confusion is found in
        where the IRS considered the case of two U.K. companies. UK-1
        maintained a showroom in the United States for display of
        products manufactured outside the United States by UK-2. UK-
        1's employees solicited orders, which were sent directly to
        UK-2, which in turn delivered products directly to customers
        and paid UK-1 a commission. Neither subsidiary maintained a
        stockpile in the United States. IRS held that UK-1 had no PE
        in the United States, and therefore its commissions were not
        attributable profits.
 
       IRS corrected the holding in the earlier
        ruling. The facts involved a UK company that sold products in
        the United States. The company maintained an office in the
        United States used by its employees to promote sales, arrange
        for the appointment of distributors, and solicit orders.
        The employees had no authority to conclude contracts on
        behalf of the company. The IRS concluded that the company had
        a fixed place of business and a PE. The IRS revoked the
        earlier ruling because it had erroneously considered the
        agency rules in determining whether the company in question
        (UK-1) had a fixed place of business. Because the company had
        a fixed place of business that was not limited to preparatory
        or auxiliary activity, it had a PE, and the commission income
        was attributable profits.
 
C. THE AGENCY RULES IN THE OECD MODEL TREATY
 
     1. Article 5(5) provides that, even if Taxpayer does not have a
        fixed place of business in Foreign Country as required in
        Art. 5(1), it will be considered to have a PE in Foreign
        Country if another person acting on behalf of Taxpayer in
        Foreign Country "has, and habitually exercises . . . an
        authority to conclude contracts in the name of [Taxpayer]."
        The deemed PE arising from such an agency will encompass all
        activities undertaken by the agent for Taxpayer, unless the
        agent's activities are limited solely to preparatory or
        auxiliary activities.
 
     2. Notwithstanding the rule in Art. 5(5), Art. 5(6) provides
        that Taxpayer will still not be considered to have a PE in
        Foreign Country if the agent is "independent" -- i.e., the
        agent is "a broker, general commission agent or any other
        agent of an independent status, provided that such persons
        are acting in the ordinary course of their business."
 
     3. The 1992 Commentary to Art. 5(5) clarifies that a so-called
        "dependent agent" need not actually act "in the name of" the
        principal, so that an undisclosed agent may create a PE if
        the other requirements are satisfied. /4/
 
     4. Under Art. 5(5), the authority to conclude contracts "must
        cover contracts relating to operations which constitute the
        business proper of the enterprise," and not simply "internal
        operations" such as hiring of personnel. Commentary at
        paragraph 33.
 
     5. Article 5(5) cannot be avoided simply by having a contract
        signed by personnel located outside of Foreign Country, if
        the agent in Foreign Country "is authorised to negotiate all
        elements and details of a contract in a way binding on the
        enterprise." Commentary at paragraph 33.
 
     6. If the requirements for a dependent agent under Art. 5(5) are
        satisfied, the deemed PE that results extends to all actions
        by the agent on behalf of Taxpayer in Foreign Country, not
        simply those activities that involve the exercise of the
        contractual authority. Commentary at paragraph 34.
 
     7. A person will be an "independent agent" under Art. 5(6) only
        if he is "independent of [Taxpayer] both legally and
        economically," and "acts in the ordinary course of his
        business when acting on behalf of the enterprise." Commentary
        at paragraph 37.
 
     8. Legal and economic independence are determined by reference
        to "the extent of the obligations" which the agent has with
        respect to Taxpayer -- in particular, whether the agent's
        "commercial activities for [Taxpayer] are subject to detailed
        instructions or to comprehensive control by it -- and by
        reference to the extent of the entrepreneurial risk borne by
        the agent. A subsidiary is not considered to be dependent on
        its parent company solely because of share ownership.
        Commentary at paragraph 38.
 
     9. An agent will not be considered to act "in the ordinary
        course of his business" if he performs activities "which,
        economically, belong to the sphere of the enterprise rather
        than to that of their own business operations." Commentary at
        paragraph 38.
 
D. COMPARISON OF BRANCH OFFICE AND AGENT
 
     1. Assume that US Parent manufactures a product in the United
        States and sells it in foreign countries. Parent has a branch
        office in Foreign Country. If the branch office limits itself
        to preparatory and auxiliary activities related to Parent's
        product (e.g, displays, demonstrations, storage, deliveries),
        the branch can avoid PE status and Parent can avoid Foreign
        Country tax. On the other hand, if the branch office goes
        beyond preparatory and auxiliary activities, Parent will be
        subject to tax in Foreign Country on the profit attributable
        to the branch's activities, regardless of whether the
        employees of the branch regularly exercise authority to
        conclude contracts. Moreover, Parent may run some risk that
        Foreign Country, having established that the branch is a PE,
        will attempt to tax a larger portion of Parent's total
        profit, albeit in violation of OECD treaty principles (e.g.,
        profit arising from manufacturing or financing activities not
        located in Foreign Country).
 
     2. Now assume that Parent has no branch office in Foreign
        Country. Instead, all activities in Foreign Country are
        conducted by a U.S. affiliate of Parent. Affiliate's
        activities in Foreign Country consist solely of distribution-
        related activities supporting foreign sales of Parent's
        product. It is unlikely that Affiliate will be able to avoid
        PE status on the theory that its activities are preparatory
        and auxiliary, because such activities are not preparatory or
        auxiliary to ITS business, which is supporting Parent's
        sales. Thus, if Affiliate has a fixed place of business in
        Foreign Country, it will be subject to tax there on its
        profits, as determined under arm's length principles. On the
        other hand, if Affiliate does not regularly exercise
        authority to conclude contracts, or if it is compensated
        under arm's length principles and otherwise satisfies the
        requirements of an "independent agent," it will shield Parent
        from taxation with respect to any profits attributable to
        Parent's activities.
 
E. AGENCY AND THE SALE OF GOODS: CONSIGNMENT VS. BUY/RESELL
 
     1. The major area in which the treaty issues of dependent and
        independent agency have been developed under U.S. law
        involves the sale of goods. One lesson taught by these
        authorities is that, from a tax perspective, a foreign
        manufacturer may prefer to sell to a U.S. distributor rather
        than sell directly through a U.S. branch office or use a U.S.
        commission agent for consignment sales.
 
     2. Assume that Foreign Parent manufactures a product in Foreign
        Country and sells it in the United States. A foreign (non-
        U.S.) affiliate of Parent acts as a consignment agent for
        Parent and regularly exercises the authority to conclude
        contracts for sale of Parent's product in the United States.
        Affiliate's activities will not result in a PE for Parent in
        the United States, if Affiliate satisfies the requirements of
        an "independent agent." If Affiliate fails to satisfy the
        "independence" requirements, however, Parent will have a PE
        in the United States.
 
     3. Now assume that Affiliate purchases the product from Parent
        and resells in the United States. Under the terms of the
        Parent/Affiliate "sale or return" contract, Affiliate may
        return to Parent any product not sold. /5/ Moreover,
        Affiliate need not purchase the product until immediately
        prior to the resale, when a customer has already been
        identified and has submitted its own purchase order to
        Affiliate. Although Affiliate's profit will of course be
        subject to scrutiny under arm's length principles, it is less
        likely that the United States will assert an "agency"
        relationship between Affiliate and Parent, and therefore less
        likely that Affiliate's activities in the United States will
        give rise to a PE for Parent.
 
     4. The rules for determining whether a U.S. distributor has
        purchased and resold a product, rather than sold on
        consignment in exchange for a commission, generally follow
        the law of commercial sales. Many of the cases involve the
        assertion by the IRS that the taxpayer is a
        purchaser/reseller, in order to require the taxpayer to use
        the inventory method of accounting. See, e.g., Challenge
       (aff'd, 9th Cir.);
       J.J.
       But see
        Handfield, 23 TC 633 (1955).
 
     5. The IRS considered the consignment vs. buy/resell method of
        distribution in and concluded that the distributor was a purchaser and reseller,and therefore the manufacturer did not have a PE through the
        distributor. In these rulings, the distributor was
        responsible for the costs of delivery and the risk of loss
        from the time the product left the manufacturer; the
        distributor made all decisions concerning resales to U.S.
        buyers; the manufacturer's price to the distributor was not
        dependent on the distributor's price on the resale; title
        passed to the distributor immediately before the resale to
        the U.S. buyer; and the distributor had no obligation to buy
        any of the goods. F. AGENCY AND THE QUESTION OF BEING ENGAGED IN A U.S. TRADE OR
   BUSINESS
 
     1. There are a number of decisions on the separate issue of
        whether, under the Internal Revenue Code, the activities of
        an "agent" in the United States will be considered in
        determining whether a foreign person will be taxed on
        business income in the United States under section 871 or
        section 882. These statutory issues should be distinguished
        from the treaty issue, because the rules are significantly
        different. At the same time the concepts underlying the
        statutory rules may be useful in analyzing the treaty issue.
 
     2. In reviewing "agency" issues under the Code, it is also
        necessary to distinguish the rules for determining whether a
        foreign person is "engaged in a U.S. trade or business"
        ("ETB") under section 871 or section 882 from the separate
        question of whether sales by a foreign person have a U.S.
        source because they are attributable to the foreign person's
        U.S. office.
 
     3. With respect to the ETB issue, the general rule under the
        Code is that the acts of agents are attributed to their
        principals in determining whether the principals are engaged
        in a U.S. business. Even insignificant activities of a U.S.
        agent may create a U.S. business (though the amount of income
        attributable to those activities may not be significant).
       activities of clerk created U.S. business).
 
     4. The fact that the agent is "independent" -- unrelated, acting
        in the ordinary course of its business, and compensated on
        arm's length terms -- is generally irrelevant for purposes of
        the ETB issue. See, e.g., Investors' Mortgage Security Co., 4
        TCM 45 (1945); and Handfield, 23
        TC 633 (1955). 
        (1949).
 
     5. Securities and commodities transactions have traditionally
        been analyzed under a somewhat different set of ETB rules
        concerning the action of U.S. agents. See, e.g., Union
        Internationale, 96 F.2d 591 (2d Cir. 1938). These special
        rules are now codified in section 864(b)(2).
 
     6. Although the authorities establish the foregoing principles
        on the ETB issue with reasonable clarity, they do not analyze
        the relationship between "agency" and "engaged in a U.S.
        business" in any detail. In particular, there has been little
        analysis of why the conduct of some "independent" persons
        will create a U.S. business but the conduct of others will
        not. For example, it seems clear that a foreign manufacturer
        will not be considered engaged in a U.S. business merely
        because it engages a U.S. freight delivery service to deliver
        a foreign-produced machine to a U.S. customer. But it has
        never been clearly explained why this is so.
 
     7. Analysis of this question in terms of "agency" and
        "independent contractors" has been largely fruitless, at
        least so far. Putting labels aside, the real issue seems to
        be whether taxation of the "agent" in the country where the
        agent's activities are performed captures all of the economic
        profit arising in that country with respect to the
        principal's transaction or investment. In the case of a
        foreign person using an unrelated agent to manage U.S. real
        estate, it is clear that U.S. taxation of the agent does not
        capture all of the U.S.-related economic profit associated
        with the principal's investment in U.S. real estate. On the
        other hand, U.S. taxation of the U.S. freight delivery
        service probably does capture all of the U.S. profit
        associated with the product manufactured and sold by the
        foreign manufacturer.
 
     8. It is not clear that this issue of the relationship between
        "agency" and the ETB rules necessarily implicates arm's
        length principles. The fact that a related freight delivery
        service does not receive arm's length compensation should not
        mean that the foreign manufacturer has a U.S. business
        (though there should be a section 482 adjustment to the
        compensation paid the deliverer); and similarly, the fact
        that the unrelated real estate agent is paid an arm's length
        fee does not prevent the foreign real estate investor from
        having a U.S. business. Instead, the issue seems to be more
        whether the principal has a presence in the United States
        that extends beyond the activities of the agent -- for
        example, the ownership of U.S. real estate or a U.S.
        securities portfolio.
 
     9. Under section 864(c)(5)(A) and the accompanying regulations,
        a foreign person's agent in the United States will sometimes
        be taken into account in determining whether the foreign
        person has income that is attributable to a U.S. office or
        fixed place of business. The rules under section 864(c)(5)(A)
        are very similar to the OECD Model rules for agency. For this
        reason, and because there is little authority interpreting
        these rules, they will not be further considered here.
 
                          THE BASIC ISSUES
 
     o Is there a fixed place of "business"?
 
     o Are activities solely preparatory or auxiliary"?
 
     o If no FPB, is there a "dependent agent"?
 
     o Is "dependent agent" also "independent"?
 
     o What are attributable profits?
 
                  AVOID SOME UNNECESSARY CONFUSION
 
     o Don't get hung up on terminology about "agency," "dependent
       agent" and "independent agent"
 
     o Answer the FPB question before getting to agency question
 
     o Distinguish taxation of agent from taxation of principal
 
             "AGENCY" ISSUES UNDER INTERNAL REVENUE CODE
 
     o Distinguish ETB issues from "attributable to office"
 
     o ETB ISSUES
 
          - Acts of agents are attributed to principal
          - "Independence" generally not relevant
          - Arm's length compensation not relevant
          - Separate rules for securities/commodities
 
     o "ATTRIBUTABLE TO OFFICE"
 
          - Sourcing of inventory sales
          - Rules similar to treaty rules for PE
          - "Dependent agent" includes maintaining stockpile of goods
 
                    WHAT IS A "DEPENDENT AGENT"?
 
     o Authority to conclude contracts
 
     o Regularly exercised
 
     o Must dependent agent act "in the name of" principal?
 
     o Contractual authority related to "business proper" of
       principal
 
     o Substance over form
 
     o If agent is "dependent," all activities are covered
 
                   WHAT IS CONTRACTUAL AUTHORITY?
 
     o SELLING "COMMODITY-LIKE" PRODUCT
 
          - Price is major factor in sales
          - Price is set by Parent, using market and exchange rate
            information provided by agent
          - Agent's suggested price seldom altered
 
     o SELLING "UNIQUE" PRODUCTS
 
          - Price is only one of many factors
          - Protracted negotiations in both countries, using
            Parent and agent personnel
          - All substantial provisions subject to Parent approval
          - Agent personnel draft documents, make minor decisions,
            consult on political, economic, cultural factors
          - Parent makes similar sales in countries where has no
            agent
 
                     WHAT IS INDEPENDENT AGENT?
 
     o "Broker, general commission agent or other agent of
       independent status"
 
          - Acting in ordinary course of business
 
     o "Independence" = Legal and economic independence
 
     o Legal independence = Agent's obligations to principal
 
          - Detailed instructions and comprehensive control?
          - Mere ownership does not equal control
 
     o Economic independence = Entrepreneurial risk
 
     o Can an "exclusive agent" really be "independent," even if it
       is unrelated?
 
                       BRANCH OFFICE VS. AGENT
 
     o BRANCH OFFICE
 
          - "Preparatory and auxiliary" defense
          - Otherwise, subject to tax: What are "attributable
            profits?
 
     o AGENT
 
          - "Preparatory and auxiliary" probably not relevant
          - But is agent "dependent"?
          - "And if so, is it also "independent"?
 
              SALE OF GOODS: CONSIGNMENT VS. BUY/RESELL
 
     o CONSIGNMENT AGENT
 
          - Is agent "independent"? If not, may have PE
 
     o Buy/resell
 
          - "Sale" under commercial law? Challenge Publ., JJ Little
          - "Sale or return" contract
          - Agency issues less likely to arise; RR 63-113; RR 76-322
          - Section 482, sham doctrine, Your Host, etc.
 
           INDEPENDENT AGENTS AND ARMS LENGTH COMPENSATION
 
     o OECD Commentary: - Acting in ordinary course
                        - Legal independence
                        - Economic independence
 
     o History of Art. 5(6) -- arm's length compensation for agent's
       activities is central issue
 
     o Does "arm's length" issue subsume all others?
 
     o What other issues could there be?
 
          - What level of entrepreneurial risk is required?
          - If dependent agent, what additional tax exposure?
 
                MAQUILADORAS & CONTRACT MANUFACTURING
 
     o No PE simply from maintaining stockpile for processing by
       another
 
     o But PE if habitually processes for U.S. person, uses assets in
       processing furnished by U.S. person, and is not independent
       agent
 
     o Mexico has declined to assert PE status for maquilas
 
     o But this will change, and arm's length pricing will become
       central to "independent agent" argument
 
     o QUESTIONS:
 
          - How show "independence"?
          - If maquila is PE, are rentals/royalties to Parent treated
            as profits of the PE?
          - Is PE taxable on profits from sale by home office of
            goods processed by maquila?
 
                       SOME BASIC OBSERVATIONS
 
     o Step back from details -- What economic value is added
       in country?
 
     o Always earn a profit on real economic functions
 
     o Document relationships
 
          - Services agreements
          - Basis for pricing/compensation
          - Who employs whom? On paper? In fact?
 
     o Protect Parent: Use agents instead of branches
 
          - Subcontract where possible
 
     o Protect Parent: Use buy/resell instead of agents
 
                              FOOTNOTES
 
 
     /1/ The term "dependent agent" does not actually appear in the OECD Model Treaty. It is found, however, in the official Commentary to the Model Treaty (see para. 32 of the Commentary to Article 5).
 
     /2/ For an example of a struggle that does not seem too helpful, see Donroy, 301 F.2d 200 (9th Cir. 1962).
 
     /3/ See OECD Commentary to Art. 5, at paragaph 2, explaining that, when an enterprise carries on a business through a fixed place of business, "[t]his means usually that persons who, in one way or another, are dependent on the enterprise (personnel) conduct the business of the enterprise in the State in which the fixed place is situated." See also paragraph 35 of Commentary to Art. 5. The issue is muddled somewhat by the statement in paragraph 32 of the same Commentary that an employee can be a "dependent agent" giving rise to a deemed PE under Art. 5(5). This apparently refers to the possibility that an employee of Taxpayer can regularly exercise an authority to conclude contracts in Foreign Country without creating a fixed place of business.
 
     /4/ For an interesting analysis of this point, and of the entire history of the treaty agency rules, see Jones & Ward, "Agents as Permanent Establishments Under the OECD Model Tax Convention," European Taxation (May 1993) at pp. 154-181. See also Roberts, "The Agency Element of Permanent Establishment: The OECD Commentaries from the Civil Law View (Pt. I and II), 9 Intertax 396 (1993); 10 Intertax 488 (1993).
 
     /5/ Under a "sale or return" contract, the manufacturer or wholesaler delivers goods to the buyer (distributor) on the understanding that, if the buyer desires to retain, use, or resell any portion of the goods, he will consider such part as having been sold to him, and will pay their price, and the balance will be returned to the seller. Under a sale or return contract, title vests immediately in the buyer (distributor), who has the privilege of rescinding. See U.C.C. section 2.236; Black's Dictionary at p. 1201.
 
     /6/ The primary difference between the section 864(c)(5)(A) rules and the OECD Model rules is that a dependent agent under the former provision includes persons who maintain a stock of merchandise from which orders are regularly filled on behalf of the foreign person, even if the agent does not have contractual authority.
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