
TAX RAMIFICATIONS TO A FOREIGN CORPORATION 
OF USING A SERVICE PROVIDER IN HOST COUNTRY

Facts

FCo, a limited liability business entity formed under the law of Foreign Country 
(FC), is engaged in the sale of Product throughout the world. Sales to customers 
in Host Country (HC) are transacted by FCo outside of HC (by mail, phone, or 
internet) and FCo arranges for shipment of Product to the customers in HC. FCo 
currently has no employees, offi ce, or other presence in HC. FCo is contemplating 
hiring a service provider (SP) in HC to perform certain services in connection 
with its sales of Product to customers in HC. Consider the following alternative 
scenarios:

� SP is hired by FCo: (1) to help customers in HC set up Product and get it 
operational; and (2) to perform warranty services with respect to Product.

� SP is a contract manufacturer in HC hired by FCo to manufacture Product in 
HC for the HC market. Customers in HC will deal only with FCo but SP will ship 
Product directly to customers in HC, pursuant to FCo’s instructions.

� SP is hired by FCo to promote sales of Product in HC through marketing, 
exhibitions, and meetings with potential customers. However, to purchase 
Product, a customer will deal directly with FCo. 

The Questions may be found on page 4.
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Stéphane Gelin and Félicie Bonnet
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Tax ramifications to a
foreign corporation
of using a service
provider in host
country

FACTS

F Co, a limited liability business entity formed
under the law of Foreign Country (FC), is en-
gaged in the sale of Product throughout the

world. Sales to customers in Host Country (HC) are
transacted by FCo outside of HC (by mail, phone, or
internet) and FCo arranges for shipment of Product to
the customers in HC. FCo currently has no employees,
office, or other presence in HC. FCo is contemplating
hiring a service provider (SP) in HC to perform cer-
tain services in connection with its sales of Product to
customers in HC. Consider the following alternative
scenarios:
s SP is hired by FCo: (1) to help customers in HC set

up Product and get it operational; and (2) to per-
form warranty services with respect to Product.

s SP is a contract manufacturer in HC hired by FCo
to manufacture Product in HC for the HC market.
Customers in HC will deal only with FCo but SP will
ship Product directly to customers in HC, pursuant
to FCo’s instructions.

s SP is hired by FCo to promote sales of Product in
HC through marketing, exhibitions, and meetings
with potential customers. However, to purchase
Product, a customer will deal directly with FCo.

QUESTIONS

With respect to each scenario:

1. What would be the HC income tax ramifications to
FCo of using SP? (Assume that FCo is treated as an
FC corporation and SP as an HC corporation for
both FC and HC income tax purposes.) In particu-
lar:
a. Would the use of SP cause FCo to be considered

engaged in a trade or business in HC under HC’s
internal law? If so, how would one compute the
income effectively connected with FCo’s trade or
business in HC?

b. Assuming an income tax treaty applies, would
the use of SP cause FCo to be considered carry-
ing on a trade or business in HC through a per-
manent establishment (PE) in HC? If so, how
would one compute the profits attributable to
the trade or business carried on through the PE?

c. Under what circumstances, if any, would SP be
considered an agent of FCo and what relevance,
if any, would this have?

d. Would it be significant whether SP was related
to FCo?

e. Would it be significant whether SP was an indi-
vidual instead of a corporation?

2. What withholding and reporting obligations, if any,
would FCo have under HC law with respect to the
compensation it pays to SP? If it has such obliga-
tions, would FCo need to obtain an HC taxpayer
identification number? Would it need to have a
bank account in HC?
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Host Country
ARGENTINA
Manuel M. Benites
Pérez Alati, Grondona, Benites, Arntsen & Martínez de Hoz

I. General principles of Argentine income taxation
of foreign corporations

T he concept of being engaged in a trade or busi-
ness is not relevant to determining if and how
a foreign corporation is subject to tax in Ar-

gentina. The main criterion that Argentine law uses to
determine whether a nonresident taxpayer has suffi-
cient connection to Argentina to justify taxation by Ar-
gentina is the source of income. Thus, nonresident
entities and individuals are taxed in Argentina only
with respect to their income derived from sources in
Argentina (though see the next paragraph with re-
spect to nonresidents with a permanent establishment
(PE) in Argentina). The tax is collected by way of with-
holding at source. The person responsible for with-
holding the tax is the payor of the income or a
financial intermediary involved in making such pay-
ment, such as a bank or financial institution.

The concept of a ‘‘permanent establishment’’ is also
important. A nonresident having a PE in Argentina is
subject to tax with respect to the Argentine-source
income attributable to the PE, but, in this case, in-
stead of being taxed by means of withholding at
source, the PE is required to obtain a tax identifica-
tion number and pay the tax due like a local corpora-
tion. Argentina operates a limited force of attraction
rule with respect to foreign-source income where a
nonresident has a PE in Argentina, in the sense that
the Income Tax Law (ITL) provides that an Argentine
PE must also pay tax with respect to foreign-source
income obtained by the PE. On the other hand,
Argentine-source income obtained by the nonresident
from sources other than the activity of the PE is not
attributed to the PE and remains subject to tax by way
of withholding at source, as described in the previous
paragraph.

The source of income is defined according to rules
contained in the ITL, the ITL implementing decree,
case law and administrative precedents. Section 5 of
the ITL provides that Argentine-source income is all
income arising from: (1) tangible property located or
used in Argentina; (2) the performance of any civil or
commercial activity or personal services in Argentina;
or (3) events occurring in Argentina, regardless of the
nationality or place of residence of the persons or en-

tities obtaining the income, or the place of execution
of the relevant contracts.

Income from imports and exports is specifically
governed by Section 8 of the ITL. With respect to im-
ports, Section 8 provides that the profits obtained by
foreign exporters purely from bringing their products
into Argentina are foreign-source profits.

Although the ITL does not contain a comprehensive
definition of a PE, it does provide that establishments
of foreign persons organised as permanent enter-
prises in Argentina are subject to a 35 percent income
tax on their net income.1 This general rule refers to
the concept of a ‘‘fixed place of business’’ belonging to
a foreign entity from which, using its own material
and human resources, the entity carries on business
activities in Argentina. Many commentators consider
that the concepts in the tax treaties signed by Argen-
tina (in particular, those that follow the U.N. Model
Convention) should apply for purposes of determin-
ing when a foreign company is doing business in Ar-
gentina through a PE. Consequently, there is the
potential for forms of PE other than fixed place of
business PEs to arise, such as those derived from the
activities of agents. It has also been pointed out in pre-
cedent of the Tax Court that the Commentary on the
OECD Model Convention has important interpreta-
tive value in relation to PE issues.

II. Application of general principles to specific fact
scenarios

A. SP is hired by FCo: (1) to help customers in Argentina
set up Product and get it operational; and (2) to perform
warranty services with respect to Product

1. Argentine domestic law

In these circumstances, the rule in Section 8 of the
ITL (see I., above) applies to FCo, so that the income
it obtains from the sale of Product to Argentine cus-
tomers will be considered income from foreign
sources and, therefore, not subject to Argentine
income tax.

At the same time, from the facts given, it seems that
SP is not a branch of FCo but a separate company in-
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dependent of FCo and cannot, for that reason, be con-
sidered a PE of FCo.

Is it possible that SP may nonetheless qualify as a
PE of FCo under the ‘‘agency test’’? Under this test, a
foreign entity may be deemed to have a PE in Argen-
tina if it acts through an agent, other than an indepen-
dent agent. On this basis, an entity that does business
only with a particular foreign corporation may be
considered a PE of that foreign company. For the in-
dependent agent exception to apply, it is necessary for
the agent concerned to act on behalf of the foreign
corporation as part of its regular and normal business
activities as an independent contractor. The status of
an agent as a ‘‘dependent agent’’ is critical in determin-
ing whether an agent gives rise to a PE of its principal:
if an agent is a dependent agent and has the authority
to conclude transactions on behalf of its principal and
exercises such authority on an habitual basis, the for-
eign principal may be deemed to be carrying on busi-
ness in Argentina through a PE. It should be noted
that the authority to transact business may be deemed
to exist if the dependent agent has authority to negoti-
ate all the details of agreements in such a manner as
to bind its principal, even if the actual contracts are
signed in a foreign jurisdiction by an officer of the
principal.

From the facts, it would seem that SP does not have
any authority to negotiate or transact business with
third parties on behalf of FCo. SPs functions are not
related to the conclusion of new business, but to the
performance of certain obligations assumed by FCo in
business previously transacted by it. Based on these
circumstances, it is the author’s conclusion that SP
would not constitute a PE of FCo in Argentina as a
result of providing services related to getting Product
operational and performing warranty services.

The necessary consequence of this conclusion is
that FCo will be subject to the rule in Section 8 of the
ITL and, as its profits derived from the sale of Product
to Argentine buyers are from a foreign source, they
will not be subject to tax in Argentina.

2. Argentine tax treaty

The conclusions would be the same if a tax treaty were
to apply in these circumstances. In the author’s opin-
ion, under any of Argentina’s treaties that are cur-
rently in force, the activities carried on by SP on
behalf of FCo would not give rise to a PE of FCo in Ar-
gentina, because SP has no authority to transact busi-
ness in the name and for the account of FCo, because
the activities of SP are related not to business trans-
acted by FCo but to the performance of obligations
connected with international sales transacted directly
by FCo, and also because the activities of SP may be
characterised as having an auxiliary nature in relation
to the main business of FCo.

3. Significance if SP is related to FCo

In this context, it should be noted that the mere fact
that a foreign corporation holds a controlling interest
in a local corporation does not, by itself, make the Ar-
gentine subsidiary a PE of its foreign controlling
shareholder. However, the considerations regarding
the ‘‘agency test’’ set out in II.A.1., above will apply
also for purposes of determining whether such a sub-

sidiary may be considered a ‘‘dependent agent’’ of its
controlling shareholder.

4. Significance if SP is instead an individual

This would not be significant — if SP were an indi-
vidual instead of a corporation, the conclusions
reached above would still apply.

B. SP is a contract manufacturer in Argentina hired by
FCo to manufacture Product in Argentina for the
Argentine market. Customers in Argentina will deal only
with FCo but SP will ship Product directly to the
customers in Argentina, pursuant to FCo’s instructions

1. Argentine domestic law

The tax treatment in this case will be completely dif-
ferent from that described in the scenario discussed at
II.A., above.

In the first place, the profits of FCo will no longer be
subject to the provisions of Section 8 of the ITL, which
concerns only the situation in which profits are de-
rived by a nonresident seller merely from bringing its
products into Argentina, and not the situation in
which the products are manufactured and sold in Ar-
gentina. There is no question that the profits in the
latter situation are considered by the ITL to be from
Argentine sources and, therefore, to be fully taxable in
the hands of FCo, because they derive from tangible
assets located, and events occurring, in Argentina.

The manufacture and sale of products in Argentina
is regarded under the Argentine Business Entities Law
as the performance of activities on a regular or fre-
quent basis in Argentina, which, in turn, requires reg-
istration of the by-laws of FCo with the Public
Registry of Commerce, the appointment of a repre-
sentative and the establishment of domicile in Argen-
tina.2 All these actions amount to FCo having a
branch in Argentina.

As a result of its having a branch in Argentina, FCo
will have to register with the AFIP-DGI (the Argentine
agency in charge of tax collection) as an income tax
and value added tax (VAT) taxpayer. Argentine income
tax is imposed at the rate of 35 percent on net taxable
income derived during the fiscal year, the income at-
tributable to the branch being all income derived from
the manufacture and sale of Product in Argentina.

Sales of Product will be subject to VAT as well as
income tax. In order for a buyer of Product (that is a
VAT taxpayer) to be able to compute the VAT applied
on a purchase of Product as a credit against the VAT
arising from the buyer’s own activities, the respective
invoice must: (1) be issued by a registered seller; (2)
comply with all the formalities of the Argentine law
and regulations relating to the issuing of invoices; and
(3) state the amount of VAT applicable to the sale. An-
other reason for FCo to register an Argentine branch
is that if the invoices and payments are made to FCo,
income tax will be imposed by means of withholding
to be effected by FCo’s customers, applying the rate of
17.5 percent on the amount of the payments.3

Finally, FCo will have to register with the provincial
tax authorities to pay provincial tax on gross revenue
from the sale of Product.
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In these circumstances, in light of the conclusion
that FCo will have a branch in Argentina, the issue of
whether SP may be considered an agent of FCo will be
irrelevant.

2. Argentine tax treaty

Under Argentina’s tax treaties, a branch of a foreign
company is treated as a PE. Also, under some of Ar-
gentina’s treaties, a PE may be deemed to exist when
an agent regularly maintains a stock of goods of its
principal to be delivered to customers on behalf of the
principal, even when the agent has no power to bind
the principal.4 The Argentina-Australia tax treaty pro-
vides that a PE exists in a Contracting State where an
agent, other than an independent agent, manufac-
tures in that State goods or merchandise of a com-
pany of the other Contracting State.5

3. Significance if SP is related to FCo

It would not be significant if SP were related to FCo.
In fact, FCo will have a PE on its own, by virtue of its
registration with the Public Registry of Commerce,
the appointment of a representative, the establish-
ment of domicile in Argentina, and the manufacture
and sale of goods in Argentina.

4. Significance if SP is instead an individual

It would not have any relevance if SP were an indi-
vidual instead of a corporation.

C. SP is hired by FCo to promote sales of Product in
Argentina through marketing, exhibitions and meetings
with potential customers. However, to purchase Product,
a customer will deal directly with FCo

1. Argentine domestic law

The activities carried on by SP on behalf of FCo in this
scenario would not require FCo to register with the
Public Registry of Commerce and the activities of SP
would not give rise to a PE of FCo in Argentina under
the ITL. The ‘‘agency test’’ would not apply, assuming
that SP does not have the authority to negotiate and
conclude transactions in such a way as to bind FCo.

2. Argentine tax treaty

The activities of SP would not give rise to a PE under
Argentina’s tax treaties, because FCo does not have a

fixed place of business in Argentina. It must also be
taken into account that the activities of SP in these cir-
cumstances may qualify as activities of a preparatory
or auxiliary nature, which, under most of Argentina’s
treaties, do not give rise to a PE of FCo (see the
Argentina-Australia, Belgium, Brazil, Canada, Den-
mark, Finland, France, Germany, Italy, Netherlands
Norway, Spain, Sweden and United Kingdom tax trea-
ties).

Nor would the activities of SP give rise to an agency
PE of FCo in Argentina for the reasons explained in re-
lation to the ‘‘agency test’’ under Argentine domestic
law (see II.C.1., above).

3. Significance if SP is related to FCo

It would not be significant if SP were related to FCo.

4. Significance if SP is instead an individual

It would not have any significance if SP were an indi-
vidual instead of a corporation.

III. Withholding and reporting obligations of FCo
with respect to its payment of compensation to SP

In the scenarios described at II.A. and C., above, FCo
would not be subject to any withholding or informa-
tion requirements with respect to the compensation
payable to SP, and would not be required to obtain a
taxpayer identification number.

In the scenario described at II.B., above, FCo.
would be subject to all the withholding and informa-
tion obligations that apply in general to companies
doing business in Argentina. In this respect, FCo
would have to act as a withholding agent for both
income tax and VAT in connection with the remunera-
tion payable to SP.

NOTES
1 ITL, Sec. 69, para. b).
2 Business Entities Law, Sec. 118.
3 Even though the ITL gives a foreign corporation an
option of paying tax at the rate of 35 percent on the net
income from a sale, the amount of net income has to be
proven to the satisfaction of the withholding agent on a
sale-by-sale basis, which seems an impractical way of re-
ducing the amount of tax payable, as compared to regis-
tering a branch and paying tax on net taxable income.
4 Argentina-Spain tax treaty, Art.5(5)(b).
5 Argentina-Australia tax treaty, Art. 5(5)(b).
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Host Country
BELGIUM
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Pascal Faes1

NautaDutilh, Brussels

T hroughout this response, it is assumed that
HC is Belgium and that FCo, a foreign corpo-
ration, is selling Product to customers in Bel-

gium and, prior to engaging SP, has no employees,
office or other presence in Belgium. For both FC and
Belgian income tax purposes, FCo is treated as an FC
corporation and SP as a Belgian corporation.

I. General principles of Belgian income taxation of
a foreign corporation

A. Belgian domestic law

1. General

Under the Belgian Income Tax Code of 1992, as
amended (the ‘‘Code’’), a foreign corporation is gener-
ally subject to Belgian nonresident income tax (corpo-
rations) on: (1) profit derived through a Belgian
establishment (BE), including recognised or realised
gains on the disposal of such a Belgian establishment
and its assets; and (2) certain types of Belgian source
profits listed in the Code on an exhaustive basis, even
where such profits are made without the involvement
of a BE.2 Such income is taxed at the normal corpo-
rate tax rate (generally 33.99 percent) on a net basis.3

A BE is any fixed place of business through which a
foreign corporation wholly or partly carries on its
business activities in Belgium.4In addition, a BE is
deemed to exist if an agent – not being an independent
commercial intermediary acting in the normal course
of his activity – is active in Belgium for a foreign cor-
poration, even where the agent has no authority to
conclude contacts on behalf of the foreign corpora-
tion and even if the foreign corporation has no fixed
place of business in Belgium.5

Where a foreign corporation is deemed to have a
BE, it will be necessary to compute the profit that is
derived through the BE. Technically, this requires that
a determination be made of what part of the foreign
corporation’s profits is attributable to the activities of
the BE. There is thus no force of attraction rule in Bel-
gium. However, in practice, this requirement is con-
strued rather broadly by the Belgian tax authorities as
it seems that, in their opinion, it is irrelevant whether
the operations originate from the BE or whether the

BE merely follows instructions from the head office.
The mere fact that a BE intervenes, even in a second-
ary capacity, is thus deemed sufficient for the relevant
income to be attributable to the BE.6

The profit attribution concerns profits that arise
from Belgian sources solely due to the intervention of
the BE, which for this purpose is deemed to be a sepa-
rate entity independent of its head office (direct
method of profit allocation).7 The exact scope of this
separate entity fiction remains unclear; nor do the
Belgian tax authorities seem to use it in a consistent
manner (for example, the fiction is often abandoned
where it would lead to reduced taxation in Belgium).8

Therefore, while theoretically logical, the implemen-
tation of this approach is likely to prove quite prob-
lematic in practice.

In principle, the point of departure for the compu-
tation of the income attributable to the BE is the
(separate) accounts required to be kept by the BE (if it
qualifies as a branch pursuant to Belgian GAAP, which
will not necessarily be the case, since the concept of a
BE is broader than that of a branch) in accordance
with Belgian accounting law. If no such separate ac-
counts are kept, the profits risk being determined ar-
bitrarily and the tax authorities may even have
recourse to the use of tax scales providing for a mini-
mum taxable income for foreign firms operating in
Belgium.9

2. Existence of a Belgian establishment

a. Basic rule Belgian establishment

According to the Administrative Commentary on the
Code (Com.IT),10 the concept of a BE requires the fol-
lowing three elements to be present: (1) a place of
business in Belgium (2) that is fixed and (3) through
which the business of the foreign company is (wholly
or partly) carried on.11

A place of business includes premises, a facility or
an installation, whether or not used exclusively for the
activities of the foreign company in Belgium. The
nature of the legal title that the company holds over
the premises (owner, lessor, usufructuary, etc.) is of no
importance. A place of business can also exist when
no premises are used to carry on the business and the
foreign enterprise only has a determined space at its
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disposal (such as a stand at a fair or a warehouse). A
place of business can also be located on the premises
of another enterprise.12

A place of business is ‘‘fixed’’ if it passes a two-
pronged test: the place of business must be geographi-
cally (location test) and temporally (duration test)
linked to Belgium. The location test implies that the
place of business needs to be connected to a geo-
graphical point in Belgium, although any machinery
does not need to be materially attached to the soil.13

The duration test presupposes a certain permanency
and duration in Belgium and, more generally, a genu-
ine intention on the part of the foreign corporation to
establish a lasting presence. In their Administrative
Commentary on Double Taxation Conventions
(Com.DTC), the Belgian tax authorities put forward
two decisive criteria for assessing whether the dura-
tion requirement is met. The first criterion is the for-
eign taxpayer’s initial intention to have a presence for
a lasting period in Belgium. The second criterion is
the actual duration of that presence, which should be
marked by a certain degree of permanence. Case law
on actual duration, which admittedly is relatively
scarce, seems to suggest a minimum duration ap-
proximating to a period of 12 months.14 In response
to a parliamentary question, the Minister of Finance
indicated that the minimum period of six months set
forth in the OECD Commentary on the OECD Model
Convention only has indicative value.15

Finally, for a BE to exist, it is required that the busi-
ness of the foreign taxpayer of which it is an establish-
ment be carried on wholly or partly through the fixed
place of business in Belgium. It is not required that
the activities should be of a productive nature, nor is
it required that they be continuous, but they must take
place regularly.16 This condition implies that the ac-
tivities are to be performed through the fixed place of
business mainly by the enterprise or by persons who
are in an employment relationship with the enter-
prise, including persons who are not employees but
are paid for their services and receive instructions
from the enterprise. It is irrelevant whether these per-
sons have the authority to conclude binding contracts
on behalf of the enterprise. It should nonetheless be
noted that a BE does not necessarily require the pres-
ence of physical persons. The Com.IT provides, for ex-
ample, that automated vending machines and similar
machines may well constitute a BE.17

Article 229(1) of the Code contains a non-exhaustive
list of establishments that are to be considered to con-
stitute a basic rule BE. Agency activities (performed
within the framework of an agency agreement) and
the storage or supply of goods (within the framework
of a distribution agreement) are expressly mentioned
on this list.

b. Agency Belgian establishment

Under Article 229(2) of the Code, an agent may also
constitute a BE:18

. . . An agent, excluding an independent intermedi-
ary acting in the normal course of business, that per-
forms activities for a non-resident, even if it does not
have authority to conclude agreements in the latter’s
name, shall be considered a Belgian establishment . . .

The Belgian tax authorities admit that the concept
of ‘‘agency’’ is, to a large extent, blurry:19

. . . [agency] is the most complicated concept be-
cause of its generality and the diversity in contracts
and commercial relations that can exist between a for-
eign company and its Belgian ‘‘agent’’ or ‘‘representa-
tive.’’

However, based on the legislative history and case
law, one may take the view that the agent will be a Bel-
gian establishment of the foreign corporation if he, as
a merchant, does not operate autonomously, i.e. if he
enters into operations on behalf of the foreign corpo-
ration. [references omitted]

Generally speaking, an agent is thus someone who
performs business operations in the name and on
behalf of another person. The requirement that the
agent must act ‘‘in the name of’’ refers to the civil law
concept of ‘‘direct representation,’’ resulting in the in-
termediary ‘‘disappearing’’ from the transaction and
the principal being directly legally bound with respect
to the other party.20 As such, the agent is not entitled
to the income resulting from the operation he per-
forms and the income will therefore not be allocated
to him for tax purposes but to his principal, here the
foreign corporation. In other words, a person will be
deemed to be an agent, i.e. to act for his principal, if
the economic risk linked to the operation concerned is
borne by the principal.21 Consequently, both a com-
mercial agent (self-employed person) and a business
representative (employed person) can, in principle,
give rise to a BE.22

A distinction must be made between a ‘‘dependent’’
agent and an ‘‘independent’’ agent. (In)dependence in
this context revolves around the question of whether
and to what degree the agent must follow the instruc-
tions of his principal. Independence must thus be read
as requiring both legal and economic independence.
The independent character of an agent should be
based not only on the qualification that the parties
gave to the contract but also on a factual analysis
(substance-over-form).23 Elements relevant to the dis-
cussion include, inter alia: the characterisation of the
contract; the risks assumed by the agent; the number
of principals for which the agent operates and the
degree of freedom the agent has to choose new princi-
pals; the freedom to decide how to run the day-to-day
business; and the level of detail in the instructions of
the principal as well as the level of control the princi-
pal has over the agent (for example, in relation to the
agent’s books).

(i) Dependent agent

If, based on the factual analysis referred to above, an
agent is deemed to be a dependent agent, he will
qualify as a personal BE regardless of whether he has
the authority to sign contracts for his principal. The
Com.IT distinguishes between agents with such au-
thority and those without it.24

A dependent agent who has the authority to sign
contracts and habitually exercises this authority is
deemed to constitute a BE of the foreign company he
represents. The authority to conclude contracts in the
name and for the account of the principal need not be
explicit or general. It is sufficient that the agent can
bind the principal in one way or another, however lim-



ited. This will be the case, for example, if the agent
must supply his goods or services at a price and on the
conditions determined by his principal, but when he
has the power to sign off on the agreement concerned
or when he can negotiate all the terms of the agree-
ment, even if he is not the person who actually does
sign off on the agreement.25

Thus, the concept of ‘‘authority to conclude con-
tracts’’ is determined in fact rather than in law. The
same approach is followed in the Com.DTC26 and in
the OECD Commentary on the OECD Model Conven-
tion:27

Also, the phrase ‘‘authority to conclude contracts in
the name of the enterprise’’ does not confine the appli-
cation of the paragraph to an agent who enters into
contracts literally 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 en-
terprise. Lack of active involvement by an enterprise
in transactions may be indicative of a grant of author-
ity to an agent. For example, an agent may be consid-
ered 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.

The Belgian tax authorities offer little or no guid-
ance on the meaning of ‘‘habitually.’’ The Com.DTC
only mentions that the agent should regularly act as
such, i.e., repeatedly and not only occasionally.28

There is no threshold requirement; nor can such a re-
quirement be derived from existing rulings or case
law. Case law only points out that the frequency or
number of contracts that will need to be concluded
through the agent will largely depend on the sector
concerned.

Under Belgian domestic law, a dependent agent
lacking the authority to conclude contracts will still be
deemed to constitute a BE of the foreign company for
which he operates. It is on this point in particular that
the concept of a BE deviates from the equivalent con-
cept in the OECD Model Convention (and most of the
tax treaties entered into by Belgium). The Com.IT
cites two examples in particular: a representative who
holds goods for storage, display or delivery, and a rep-
resentative who holds goods for manufacturing or
processing.29 However, in the case of dependent
agents without representative power, Belgian tax law
provides for an exemption, based on reciprocity:30

Provided there is reciprocity, the following are
exempt from taxation [. . .in Belgium. . .]:

(3) profits generated by a company [. . .other than a
foreign insurance company whose usual activity in
Belgium is the collection of reinsurance contracts. . .]
through a representative that takes client orders and
passes them on to the company without binding it
[. . .];

(ii) Independent agent

Under Article 229(2) of the Code, an independent
agent may also constitute a BE, specifically when such
an agent is not an independent intermediary acting in
the normal course of his business.

The Com.IT defines independent agents in very
broad terms as agents who deal with customers in
their own name, at their own risk and without any in-
tervention of their principal, for example, brokers,
commissionaires, customs commissionaires, etc.31 It
should be noted that these are intermediaries acting
in their own name. Regarding what was stated above
in relation to independence, it is doubtful whether
this definition adequately covers the concept of an in-
dependent agent, since the concept of an independent
agent should also encompass an intermediary who
can operate in the name and for the account of his
principal, while being legally and economically inde-
pendent, even though the Belgian tax authorities
deem the notion of independence to be incompatible
with the possession of representative power.32 The
idea that an independent agent may also include an
intermediary who can operate in the name of his prin-
cipal seems to find support in certain rulings.33

For an independent agent to qualify as a BE, it is re-
quired that he should act outside the scope of his ordi-
nary business. The Com.IT gives several examples of
operations that fall outside the scope of ordinary busi-
ness, revealing a markedly broad interpretation of the
concept of ‘‘ordinary business:’’34

executing a full cycle of operations for the account
of the principal (purchase of raw materials, manufac-
turing and sales);

performing operations such as transformation, con-
version into marketable products and finishing goods
for the account of the principal, excluding mere pack-
aging for shipment;

an agent’s identifying himself as the representative
of the principal by means of stationary, doorplate, ad-
vertisements, registration in address or telephone
books, etc.; and

being bound by an employment contract and remu-
nerated on the basis of a fixed salary or being under
control of the principal (prohibition on selling prod-
ucts to competitors, control over the accounts, being
obligated to work solely for the principal, etc.).

c. Contract manufacturer

Based on the above, a contract manufacturer, who
provides a service to a foreign corporation at the ex-
pense of the foreign corporation, by buying raw mate-
rials in his own name and for his own account (i.e.,
who owns the goods at least from an economic point
of view) and converting them into, or finishing them
so that they become, marketable goods on the instruc-
tions of the foreign corporation will, in principle, not
qualify as a BE.35

A case-by-case analysis is required, however, and
the facts may result in a different conclusion. Indeed,
a factual analysis may reveal that the parties have er-
roneously characterised the contract as contract
manufacturing rather than toll manufacturing, i.e., if
either the principal delivers goods on consignment to
the manufacturer or if, alternatively, the manufac-
turer buys the raw materials in the name and for the
account of the principal. This error in characterisa-
tion may lead, respectively, to the principal being
deemed to have a fixed base in Belgium in the form of
the stocks kept in Belgium for further processing (see
also I.B., below)36 or being deemed to have an agent in
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Belgium, because (as noted at I.A.2.b., above) an
agency BE may exist even if the agent does not have
representative authority (subject to the tax exemption
based on reciprocity, also referred to in I.A.2.b.,
above).

In addition, the Belgian tax authorities may take the
position, based on the activities performed by the in-
termediary, that the contract manufacturer consti-
tutes a BE because a (nearly) full cycle of business
operations takes place in Belgium. In these circum-
stances, the tax administration may be inclined to
consider that the contract manufacturer is acting out-
side the scope of his normal business, in which case
he may be deemed to give rise to a BE as if he were a
dependent agent. According to the tax authorities, the
same would hold true if the contract manufacturer
has a power to conclude contracts in the name and on
behalf of the foreign principal, as this would (argu-
ably) be incompatible with the concept of indepen-
dence (see I.A.2.b., above).

In such scenarios, a ruling will often be requested
from the tax administration, in which not only the
issue of (the absence of) a BE will be addressed, but
also whether the remuneration for the contract manu-
facturer is market conforming. As, in general, a ruling
request will be withdrawn when it is likely that the
outcome will be negative, it is only possible to rely on
the criteria set forth in rulings in which no BE was
deemed to exist. Criteria that have been taken into ac-
count in the past and on the basis of which the ruling
commission has decided that the presence of a con-
tract manufacturer did not reach the level of a BE in-
clude, inter alia:37

s the fact that the contract manufacturer does not
have the power to conclude contracts in the name
of the foreign corporation;

s more generally, the fact that there are no circum-
stances in which the contract manufacturer can
create liabilities for the foreign corporation or sug-
gest that such liabilities are created;

s the fact that the foreign corporation has no employ-
ees in Belgium who could be involved with distribu-
tion or sales activities with respect to the finished
goods;

s the fact that the decisions regarding distribution
and sale procedures/policies are made by the for-
eign corporation; and

s the fact that the contract manufacturer maintains a
sufficient degree of independence when providing
its services within the arm’s length conditions of the
contract manufacturing agreement.

B. Belgian tax treaty

A tax treaty to which Belgium is a party could affect
the discussion set forth in I.A., above. For purposes of
the discussion here, the focus will be on the provisions
of the Belgian Model Convention. Most of Belgium’s
treaties are based on the OECD Model Convention,
with only a few being based on the UN Model Conven-
tion.

Because of the similarities between the Belgian
Model Convention and the OECD Model Convention,
the OECD Commentary, as well as the Com.DTC, con-
stitutes an important source of interpretation of Bel-
gium’s tax treaties. Moreover, the Belgian tax

authorities have in the past expressly stated that it is
their policy to comply with the interpretation set forth
in the OECD Commentary and the amendments
thereto, because the OECD Commentary reflects the
majority view of the OECD member states and adher-
ing to such view thus constitutes the best method of
avoiding both double taxation and double non-
taxation.38

According to Article 7(1) of the Belgian Model, the
profits of an enterprise of the other state may be taxed
in the source state if the enterprise carries on business
through a permanent establishment (PE) situated
therein. If that is the case, the source state may tax the
profits attributable to the PE, i.e., the profits ‘‘it might
be expected to make, in particular in its dealings with
other parts of the enterprise, if it were a separate and
independent enterprise engaged in the same or simi-
lar activities under the same or similar conditions,
taking into account the functions performed, assets
used and risks assumed by the enterprise through the
permanent establishment and through the other parts
of the enterprise.’’

Article 5 of the Belgian Model Convention defines a
‘‘permanent establishment.’’ The treaty definition (in
both the Belgian and OECD Models) is very similar to
the domestic concept of a ‘‘Belgian establishment.’’
However, there are certain essential differences, for
example:

s the list of establishments that are to be considered
to constitute a PE is longer under domestic law
than under the Model Conventions and includes,
inter alia, also agency activities (performed in the
framework of an agency agreement), the storage or
supply of goods (performed in the framework of a
distribution agreement), and inventory;

s Belgian domestic law does not provide for an ex-
emption for services of a preparatory or auxiliary
nature; and

s a dependent agent constitutes a BE even if he is not
entitled to conclude contracts in the name of the en-
terprise.
In short, the domestic concept of a BE is broader

than the treaty concept of a PE.

The method of allocating profits under a Belgian tax
treaty is very similar to that under Belgian domestic
law — in principle, it is the direct profit allocation
method based on the ‘‘personification’’ of the PE for
tax purposes. However, it should also be noted that,
unlike Belgian domestic law, some of the treaties con-
cluded by Belgium include some type of force of at-
traction rule.39 All transfer pricing methods allowed
under domestic law are also allowed in a treaty con-
text. Pursuant to the 2010 OECD Report on the attri-
bution of profits to permanent establishments, which
refers to the OECD Transfer Pricing Guidelines, the
selection of a transfer pricing methodology is de-
signed to find the most appropriate method, depend-
ing on the factual circumstances of the particular
case. In this regard, however, it should be noted that
the Belgian tax authorities remain hesitant about ac-
cepting the application of the profit-split method.40
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II. Application of general principles to specific fact
scenarios

In all of the specific fact scenarios, it is assumed that
FCo is not sending any employees to Belgium to meet
with SP and/or to supervise its work for FCo. How-
ever, if FCo were doing so, it is possible that FCo
might be deemed to have a BE/PE precisely due to
that fact.41

A. Important caveat

In the author’s opinion, the application of the BE/PE
principles discussed in I., above is unlikely to be an
issue if HC is Belgium. The primary reason for this is
the working assumption that, for both FC and Belgian
income tax purposes, SP is treated as a Belgian corpo-
ration. It is thus reasonable to assume that, in render-
ing its services to FCo, SP is carrying on its ‘‘own’’
business, rather than (wholly or partly) carrying on
the business of FCo in Belgium. If this is the case, it
would appear that the BE/PE discussion automati-
cally becomes moot. In principle, the same would
hold true, mutatis mutandis, if SP were related to FCo
or if SP were an individual instead of a corporation
(unless, again, there were clear indications that the re-
lated company or individual was not conducting its/
his own business), but in these scenarios, a possible
point of debate from the Belgian tax authorities’ per-
spective would obviously concern the question of
whether the service fee payable by FCo to SP can be
considered adequate compensation for the services
performed or, if SP is related to FCo, whether the ser-
vice fee is at arm’s length.

Against this backdrop, the analysis below is predi-
cated on the (in our opinion rather unlikely) hypoth-
esis that it can be established, based on the relevant
facts and circumstances, that SP is actually and effec-
tively carrying on the business of FCo in Belgium
rather than its own business.

B. SP is hired by FCo: (1) to help customers in Belgium
set up Product and get it operational; and (2) to perform
warranty services with respect to Product

1. Belgian domestic law

In this scenario, there is no indication that SP quali-
fies as an agent for Belgian tax purposes: SP is per-
forming the services on his own behalf. This
conclusion should stand even if the customers know
of the contractual relationship that exists between SP
and FCo, provided SP does not indicate that he is
acting in the name of FCo. In other words, no agency
BE can be deemed to exist in this case.

2. Belgian tax treaty

The same conclusion as under II.B.1., above should
apply under a tax treaty concluded by Belgium. Even
if SP were deemed to be an agent of FCo in Belgium,
quod non (see II.A., above), no (agency) PE should
exist, as the type of services performed by SP (setting
up Product and getting it operational, warranty ser-
vices) would qualify as exempt preparatory and auxil-
iary activities (an exemption that does not exist under
Belgian domestic law — see I.B., above).

C. SP is a contract manufacturer in Belgium hired by FCo
to manufacture Product in Belgium for the Belgian
market.Customers in Belgium will deal only with FCo but
SP will ship Product directly to customers in Belgium,
pursuant to FCo’s instructions

1. Belgian domestic law

If SP acts as a true contract manufacturer, i.e., he is
given instructions to buy raw materials in his own
name and for his own account and to convert them
into, or finish them so that they become, marketable
goods, this cannot cause FCo to be considered to be
carrying on its business in Belgium through a BE.

The position could be different if SP did not act as a
true contract manufacturer, for example, if he were to
buy raw materials in the name and on behalf of FCo.
In that case, FCo might be deemed to have an agency
BE, regardless of whether SP had the authority to con-
clude contracts in the name of FCo (see I.B. and II.A.,
above).

2. Belgian tax treaty

Under the tax treaties concluded by Belgium, the gen-
eral rule is that the activities of a contract manufac-
turer do not give rise to a PE of the principal in the
source country. Moreover, to the extent relevant, the
purchase of raw materials for FCo would typically
qualify as a preparatory and auxiliary activity, which
is expressly excluded from the PE definition (an exclu-
sion not available under Belgian domestic law — see
I.B., above).42

D. SP is hired by FCo to promote sales of Product in HC
through marketing, exhibitions and meetings with
potential customers. However, to purchase Product, a
customer will deal directly with FCo

1. Belgian domestic law

The position should be the same, mutatis mutandis, as
that stated under II.B.1., above.

2. Belgian tax treaty

The position should be the same, mutatis mutandis, as
that stated under II.B.2., above.

III. Withholding and reporting obligations of FCo
with respect to its payment of compensation to SP

Since SP does not meet the definition of an agent for
Belgian tax purposes, FCo will have no withholding or
reporting obligations with respect to its payment of
compensation to SP.

If SP were the agent of FCo, FCo would need to file
a nonresident (corporation) income tax return annu-
ally and meet all other obligations set forth in the
Code, which could include a withholding obligation
with respect to certain income, or the filing of salary
or commission slips.
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Host Country
BRAZIL
Henrique Munia e Erbolato and Daniel Orsini
CFA Advogados, São Paulo

1. General principles of Brazilian taxation of
foreign corporations

B efore addressing the questions posed in rela-
tion to the Forum fact pattern, it is important
to note certain peculiarities of Brazilian law

relating to the tax ramifications for a foreign corpora-
tion of using a Brazilian service provider, particularly,
the Brazilian permanent establishment (PE) rules. It
is also important to mention that there is no ‘‘engaged
in trade or business in Brazil’’ concept in Brazilian tax
legislation.

A. Permanent establishment under Brazilian domestic
law

Brazil’s rules on corporate income taxes — Imposto de
Renda da Pessoa Jurı́dica (IRPJ) and Contribuição
Social sobre o Lucro Lı́quido (CSLL) — contain certain
particulars relating to PEs.

As a starting point, it should be noted that Brazilian
tax law contains no general provision dealing with the
circumstances in which a foreign enterprise is
deemed to have a PE in Brazil. However, there are
three possible forms in which a PE can arise: (i) a
branch; (ii) a de facto enterprise; and (iii) an agency
PE.

As regards the first possible kind of PE, branches of
foreign corporations are not easily set up in Brazil
from a corporate perspective, specifically because
they require special authorisation to operate in the
country.

The second scenario in which the tax authorities
may deem there to be a PE in Brazil is where there is
a de facto enterprise. For Brazilian tax purposes, a de
facto enterprise is treated as a legal entity. The prin-
ciple behind this idea is that a business unit’s ability to
pay taxes does not depend on its being formally con-
stituted (for example, by way of incorporation), but
instead on its economic situation. However, in prac-
tice, a foreign corporation having a de facto enterprise
would find it extremely hard to perform a number of
routine activities (for instance, customs clearance,
hiring of personnel, sales activities, opening bank ac-
counts, etc.) because there would be no taxpayer reg-
istration number with the tax authorities.

The third kind of PE, an ‘‘agency PE,’’ is specific to
foreign entities carrying on an enterprise in Brazil via
a commercial merchant or an agent. By way of clarifi-
cation, a ‘‘commercial merchant’’ means a person or
entity that receives goods for later resale to third par-

ties, without bearing the risk with respect to such
goods. By contrast an agent, unlike a merchant, does
not own the goods concerned at any time. Instead, an
agent is a person or entity that has the power to enter
into agreements on behalf of the foreign entity of
which it is an agent.

For a person to be considered an agent in Brazil of
a foreign entity, it is required that: (1) the person is a
Brazilian resident; (2) the person has binding power
over the foreign entity to enter into sales contracts on
its behalf (auxiliary activities of any kind — such as
testing the market, meeting with clients and forward-
ing proposals — are not sufficient); and (3) the agent
acts in this way (i.e., enters into sales contracts) ha-
bitually.

As regards the taxation of agents, Article 399 of the
Income Tax Regulation (RIR/99) provides that income
from direct sales concluded in accordance with com-
mercial law in Brazil by means of agents (as described
above) is to be computed based on respective gross
sales revenues, as provided for under article 539 of
RIR/99. Article 539 prescribes that income from sales
concluded in Brazil by an agent of a foreign entity and
invoiced directly by the foreign legal entity to the pur-
chaser are to be computed based on percentages of
the respective gross sales revenues where the follow-
ing requirements are met:

the sales are effected by an agent empowered to
bind the seller contractually to the purchaser in
Brazil, or by a branch or agency of the foreign legal
entity in Brazil; and

this legal presumption (i.e., that income from such
sales is to be computed based on a percentage of gross
revenues) does not apply to sales in relation to which
the role of the agent is limited to business mediation
and the collection and delivery of orders or proposals,
or activities strictly necessary for commercial media-
tion, even if these services are remunerated by way of
fees or commissions, provided the agent or represen-
tative is not empowered to bind the seller contractu-
ally. The mere fact that the seller holds a share of the
capital of the agent or representative in Brazil does
not lead to the conclusion that the agent is empow-
ered to bind the seller contractually.

B. Permanent establishment under Brazilian tax treaty

The wording of the PE article in most of the tax trea-
ties Brazil has entered into is very similar to that of
the PE article in the OECD Model Convention, which
is substantially broader than Brazil’s domestic provi-
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sions. Nonetheless, since the purpose of a tax treaty is
to reduce double taxation, a treaty will divide taxing
power between the Contracting States, but will not,
per se, create or increase taxation in a Contracting
State (in fact, it may only restrict such taxation). Thus,
Brazil would not be able to levy taxes in situations
that, while covered by the PE clause of a Brazilian tax
treaty, are not covered by the specific cases provided
for under Brazilian domestic law described in I.A.,
above.

C. Transfer pricing — controlled transactions

In Brazil, import, export and financial transactions
between a Brazilian legal entity and: (1) a related
party abroad; or (2) a party resident in a low tax over-
seas jurisdiction or a beneficiary of a privileged tax
regime abroad, whether related or not, are subject to
transfer pricing controls. The following persons are
regarded as related to a Brazilian entity:
s its foreign headquarters;
s its foreign branches;
s its controlling partners or shareholders (both indi-

viduals and legal entities), its foreign affiliates and
foreign legal entities controlled by it;

s any foreign legal entity, where the foreign legal
entity and the Brazilian entity are under common
corporate control, or under common management,
or when at least 10 percent of the capital of both is
held by the same individual or legal entity;

s any individual or legal entity domiciled overseas
that together with the Brazilian entity holds an
equity stake in the capital of a third legal entity, if
the total investment qualifies the first two parties as
controlling shareholders or affiliates of the third
legal entity;

s any individual or legal entity domiciled overseas
that participates with the Brazilian entity in any en-
terprise under a consortium or condominium ar-
rangement, as defined in Brazilian legislation;

s any individual domiciled overseas related by blood
or marriage, up to the third degree, or any spouse or
significant other of a manager, controlling partner
or controlling shareholder (taking into account
both direct and indirect investments) of the Brazil-
ian entity;

s any individual or legal entity domiciled overseas
that has exclusive rights, as an agent, a distributor
or a dealer of the Brazilian entity, to purchase
goods, services or rights; and

s any individual or legal entity domiciled overseas in
relation to which the Brazilian entity has exclusive
rights as an agent, a distributor or a dealer to pur-
chase and sell goods, services or rights.
Thus, under Brazil’s transfer pricing rules any ren-

dering of services or sale of goods and rights carried
out between a Brazilian entity and any of the foreign
entities and/or individuals listed above will be subject
to transfer pricing control.

D. Significance if the service provider is related to the
foreign company or is an individual instead of a
corporation

If the service provider is related to the foreign com-
pany, the Brazilian transfer pricing rules (see I.C.,
above) will apply in all the scenarios envisaged in II.,
below.

In principle, it should be irrelevant whether the ser-
vice provider is an individual or a corporation (except,
of course, for purposes of the taxation of the service
provider himself/itself).

II. Application of general principles to specific fact
scenarios

The use of SP will not cause FCo to be considered en-
gaged in a trade or business in Brazil under Brazilian
domestic law in any of the scenarios in envisaged
II.A.-C., below. Since under Brazilian domestic law
none of the scenarios envisaged would give rise to a
PE, there would be no Brazilian tax consequences for
FCo in this respect regardless of the PE provisions in
any applicable Brazilian tax treaty.

As regards the circumstances in which SP might be
considered an agent of FCo, see I., above, generally,
and in relation to the specific scenarios envisaged, see
below.

A. SP is hired by FCo: (1) to help customers in Brazil set
up Product and get it operational; and (2) to perform
warranty services with respect to Product

In these circumstances, SP will not be considered an
agent of FCo as the services provided by SP to FCo
have no connection with the concept of agency under
Brazilian domestic law.

B. SP is a contract manufacturer in Brazil hired by FCo
to manufacture Product in Brazil for the Brazilian
market. Customers in Brazil will deal only with FCo but
SP will ship Product directly to customers in Brazil,
pursuant to FCo’s instructions

SP will not be considered an agent of FCo, as the sales
will be made directly from overseas (under Brazilian
legislation, the situation in which SP manufactures
Product in Brazil and ships it to customers in Brazil as
requested by FCo is treated as if Product were first ex-
ported to FCo and then imported by the customers).
Therefore this scenario will not trigger the application
of Article 539 of RIR/99 in relation to the computation
of the income that is to be attributed to SP’s activities
as an agent in Brazil, since the customers in Brazil
will only deal directly with FCo. It should be noted,
however, that this arrangement might be difficult to
implement in practice because of customs regula-
tions.

C. SP is hired by FCo to promote sales of Product in
Brazil through marketing, exhibitions and meetings with
potential customers. However, to purchase Product, a
customer will deal directly with FCo

SP will not be considered an agent of FCo as a result
of performing auxiliary activities such as marketing
and promotion.

III. Withholding and reporting obligations of FCo
with respect to its payment of compensation to SP

Under Brazilian law, FCo will not have any withhold-
ing and reporting obligation with respect to the com-
pensation it pays to SP.
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I. General principles of Chinese income taxation of
a foreign corporation

A. Chinese domestic law

I n 2008, China introduced the concept of a ‘‘non-
resident enterprise’’ (NRE) in relation to the taxa-
tion of foreign companies. The Enterprise

Income Tax Law of China (the ‘‘EIT Law’’) defines a
‘‘nonresident enterprise’’ as an enterprise that is estab-
lished pursuant to the laws of a foreign country (juris-
diction) and does not have its ‘‘place of effective
management’’ in China but has an establishment in
China or derives Chinese-source income even if it has
no establishment in China.1 Without going into the
details of how an enterprise’s place of effective man-
agement is determined, suffice it to say that, in most
cases, the terms ‘‘NRE’’ and ‘‘foreign company’’ are in-
terchangeable.

An NRE may be subject to PRC income tax in either of
the following scenarios:2

s an NRE that has an establishment in China will be
subject to PRC income tax on the Chinese-source
income derived by the establishment or income that
arises offshore but has an actual connection with
such establishment in China; or

s an NRE that has no establishment in China, or an
NRE that has an establishment in China but whose
income has no actual connection with such estab-
lishment in China will be subject to PRC income tax
on its Chinese-source income.
The Implementation Regulations of the Enterprise

Income Tax Law (the ‘‘EIT Implementing Regula-
tions’’) define ‘‘establishment’’ as an entity or place
that carries out production and operational activities
in China,3 including the following:

s a management entity, operational entity or office;

s a factory, farm or place of extraction of natural re-
sources;

s a place where labor services are rendered;
s a place where engineering projects such as con-

struction, installation, assembly, repair or explora-
tion are conducted; and

s any other entity or site conducting business activi-
ties.
In addition, a business agent may also be deemed to

constitute an establishment in China of an NRE, if the
NRE engages the business agent to conduct business
activities in China. This includes entrusting an entity
or individual that habitually acts on behalf of the NRE
to sign contracts or store and deliver goods.4

Thus, a foreign company that engages in active
business activities such as the sale of goods may be
subject to PRC income tax on income from such ac-
tivities only if it is found to have an establishment in
China.

B. Chinese tax treaty

China does not have its own model income tax treaty
and generally follows the U.N. and OECD Model Con-
ventions (although, arguably, China has a de facto
model income tax treaty, since it has published its ex-
planation of the 2007 China-Singapore tax treaty, in
which it is provided that the explanation of that tax
treaty will also be binding with respect to China’s
other tax treaties except where the provisions of those
other tax treaties differ from those of the 2007 China-
Singapore tax treaty). With regard to their Business
Profits and Permanent Establishment (PE) articles,
most of China’s tax treaties are consistent. For pur-
poses of this discussion, the focus will be on the provi-
sions of the 2007 China-Singapore tax treaty.

Under the 2007 China-Singapore tax treaty, a Singa-
porean company is generally subject to Chinese
income tax on its business profits attributable to a PE
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in China. According to the Permanent Establishment
article (Article 5), a PE means a fixed place of business
through which the business of an enterprise is wholly
or partly carried on. A PE may include:

(a) a place of management;
(b) a branch;
(c) an office;
(d) a factory;
(e) a workshop; and
(f) a mine, an oil or gas well, a quarry or any other

place of extraction of natural resources.
In addition, a PE may encompass:

(a) a building site, a construction, assembly or instal-
lation project or supervisory activities in connec-
tion therewith, but only where such site, project or
activities continue for a period of more than six
months;

(b) the furnishing of services, including consultancy
services, by an enterprise through employees or
other personnel engaged by the enterprise for such
purpose, but only if such activities of that nature
continue (for the same or a connected project)
within a Contracting State for a period or periods
aggregating more than 183 days5 within any
twelve-month period.

However, where the business activities conducted
through a fixed place of business are considered to
have a preparatory or auxiliary character, they will not
give rise to a PE.

Also, a Singaporean company may be found to have
a ‘‘dependent agent’’ PE in China if it has an agent
acting in China that has and habitually exercises an
authority to conclude contracts in the name of the
Singapore company.

In most cases, the PRC income tax treatment of a
foreign company carrying on business activities in
China under the EIT Law and under an applicable tax
treaty would be consistent, since the criteria for deter-
mining whether a foreign company is to be regarded
as having an ‘‘establishment’’ under the EIT Law or a
‘‘PE’’ under a tax treaty are largely the same. However,
the scope of an ‘‘establishment’’ is broader than that of
a PE. For example, the definition of an ‘‘establish-
ment’’ does not state a minimum time period neces-
sary for a place of construction, installation, assembly,
repair or exploration to last or for services to be pro-
vided to constitute an establishment. There is also no
carve-out of auxiliary or preparatory activities under
the definition of an ‘‘establishment.’’ Thus, engaging
an agent to store and deliver goods habitually within
China will subject an NRE to PRC income tax under
China’s domestic law, while such activities are nor-
mally considered to be excluded from constituting a
PE under China’s tax treaties if the use of the facilities
concerned is only for purposes of the storage, display
or delivery of goods belonging to the enterprise.

C. Significance if SP is related or is instead an
individual

In general, whether SP is or is not related to FCo
should not affect the application of the principles dis-
cussed above in determining whether FCo has an ‘‘es-
tablishment’’ in China under the EIT Law or a ‘‘PE’’ in
China under an applicable tax treaty. However, in
practice, if SP is related to FCo, it is more likely that

SP’s sole or major customer will be FCo where SP is to
carry out marketing services for FCo. Thus, where
SP’s activities are exercised wholly, or almost wholly,
on behalf of FCo, this would be more likely to make
SP a dependent agent of FCo if SP was actually nego-
tiating the business terms of contracts with potential
customers (see the scenario discussed in II.C., below).
Thus, SP’s being related to FCo would make a practi-
cal difference in determining whether FCo is to be re-
garded as having a PE in China by virtue of engaging
SP.

Similarly, in theory, whether or not SP is an indi-
vidual should not affect the application of the prin-
ciples discussed above. However, in practice, foreign
companies cannot hire PRC individuals directly to
work in China unless the individuals themselves are
properly licensed to provide the relevant services. This
makes it less likely that a foreign company would deal
directly with PRC individuals if the foreign company
did not have a registered business presence in China.

II. Application of general principles to specific fact
scenarios

In all of the specific fact scenarios, it is assumed that
FCo is not sending any employees to China to meet
with SP and/or supervise its work for FCo.

A. SP is hired by FCo: (1) to help customers in China set
up Product and get it operational; and (2) to perform
warranty services with respect to Product

In this case, SP is simply a service provider that does
not have the authority to act habitually on behalf of
FCo in signing contracts or storing and delivering
goods. Therefore, it does not meet the definition of an
‘‘establishment’’ under the EIT Law or that of a ’’PE‘‘
under China’s tax treaties. Thus, FCo should not be
considered to be engaging in business in China and,
therefore, should not be subject to PRC income tax.

B. SP is a contract manufacturer in China hired by FCo to
manufacture Product in China for the Chinese market.
Customers in China will deal only with FCo but SP will
ship Product directly to customers in China, pursuant to
FCo’s instructions

Under China’s current regulatory rules, as a foreign
company, FCo cannot simply purchase goods from a
PRC company and then drop-ship them to a PRC cus-
tomer unless it has a registered business presence in
China. If FCo engages SP as a contract manufacturer,
SP must export the goods physically out of China, or
at least into a bonded logistics zone (which is part of
China but considered to be outside PRC customs ter-
ritory), before the goods can be imported for ship-
ment to the PRC customers in the name of FCo.

Again, therefore, SP will not have the authority to
conclude contracts or store and deliver goods on
behalf of FCo. Thus, engaging SP as a contract manu-
facturer should not cause FCo to be regarded as
having an establishment or a PE in China, and hence
FCo should not be subject to PRC income tax.

As noted above, it is assumed that FCo will not have
any personnel in China to conduct supervisory activi-
ties with respect to SP. If FCo does conduct such su-
pervisory activities, though in theory this could cause
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SP to be regarded as an establishment of FCo, under
its current practice China will not tax FCo on an estab-
lishment or PE basis (i.e., will not tax in the hands of
FCo the profits attributable to the activities of SP),
provided SP has paid the appropriate tax on its
income received from FCo.

C. SP is hired by FCo to promote sales of Product in
China through marketing, exhibitions and meetings with
potential customers. However, to purchase Product, a
customer will deal directly with FCo

Similarly, simply promoting sales should not other-
wise cause SP to be regarded as a business agent of
FCo. In practice, however, there may be some grey
areas. In particular, if SP has actually negotiated im-
portant business terms in the sales contracts with the
potential customers, even though it has not completed
the signing of such contracts but has passed the pur-
chase orders to FCo for fulfillment, there is a risk that
SP may be regarded as a business agent of FCo, or a
dependent agent if SP’s activities are exercised wholly,
or almost wholly, on behalf of FCo and the commer-

cial and financial conditions between FCo and SP
differ from those that would subsist between unre-
lated companies.6

III. Withholding and reporting obligations of FCo
with respect to its payment of compensation to SP

Since SP is a PRC corporation or individual, FCo will
have no withholding or reporting obligations with re-
spect to its payment of compensation to SP. FCo also
will have no obligation (and actually will not be en-
titled) to obtain a PRC taxpayer identification number
or open a bank account in China.

NOTES
1 EIT Law, Art. 2, Para. 3.
2 EIT Law, Art. 3, Paras. 2 and 3.
3 EIT Implementing Regulations, Art. 5, Para. 1.
4 EIT Implementing Regulations, Art. 5, Para. 2.
5 Second protocol to 2007 China-Singapore tax treaty,
Art. 1 (now incorporated in Art. 5(3)(b) of the treaty).
6 2007 China-Singapore tax treaty, Art 5(7).
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T he analysis of the Canadian tax implications
for FCo assumes that Home Country (HC) is
Canada, FCo is a corporation formed under

the laws of Foreign Country (FC) and owned by share-
holders who are resident in FC; that FCo sells Product
throughout the world, including to customers in
Canada; and that prior to engaging SP, FCo had no
employees, office or other presence in Canada. For
both FC and Canadian income tax purposes, FCo is
treated as a corporation resident in FC and SP as a
corporation resident in Canada. For the purpose of
this response, certain assumptions have been made
with respect to the activities of FCo and SP. The deter-
mination of whether a person is carrying on business
in Canada and, therefore, is subject to taxation in
Canada is fact specific. Any change in the facts, how-
ever minor, could impact the conclusions expressed
for each scenario discussed in this response.

I. General principles of Canadian income taxation
of foreign corporations

A. Canadian domestic tax law

1. Carrying on business in Canada — liability for
income taxation

a. Common Law

When assessing whether a non-resident corporation
(FCo) would be taxable on business income earned in
Canada, it must first be determined whether FCo car-
ries on business in Canada.2 Business is broadly de-
fined in the Act, to include ‘‘a profession, calling,
trade, manufacture or undertaking of any kind what-
ever . . .’’3 However, the concept of carrying on busi-
ness in Canada is not explicitly defined in the Act.
Determining whether a person is carrying on business
in Canada is a question of fact and to make this deter-
mination one must look to common law principles in
Canada and the extended meaning of carrying on
business in Canada provided for in the Act,4 as well as
government commentary.

The common law provides a holistic rather than a
prescriptive approach to determining whether an

entity is carrying on business in Canada. An impor-
tant criterion established by U.K. common law is the
location of the execution of profit-generating con-
tracts.5 From a Canadian perspective, the criteria for
determining whether an entity is carrying on business
in a particular country have been expanded to in-
clude, among others, a consideration of the location
of the profit-generating activities6 and a review of the
business activities of the taxpayer in a particular
country relative to the activities of the business as a
whole.7 Additional factors that may be considered in-
clude: place of delivery; place of payment; place where
purchases are made; place of manufacture or produc-
tion; location of business assets; location of inventory;
location of bank accounts; location where the non-
resident is listed in a business directory; location of a
branch office; location of sales agents and employees;
and intention of the parties.8 These activities could be
carried out by the principal or an agent acting on its
behalf. The Canada Revenue Agency (CRA) has re-
cently ruled that the activities of a Canadian subsid-
iary of a non-resident under a service agreement did
not result in the non-resident being considered to be
carrying on business in Canada through a permanent
establishment (PE).9

b. Extended Meaning

The Act extends the meaning of ‘‘carrying on business
in Canada’’ to include a broad range of additional ac-
tivities that may not otherwise constitute carrying on
business under common law. Specifically, a non-
resident is deemed to be carrying on business in
Canada if the non-resident:

(a) produces, grows, mines, creates, manufactures,
fabricates, improves, packs, preserves or con-
structs, in whole or in part, anything in Canada
whether or not the person exports that thing with-
out selling it before exportation;10

(b) solicits orders or offers anything for sale in
Canada through an agent or servant, whether the
contract or transaction is to be completed inside
or outside Canada or partly in and partly outside
Canada;11 or

(c) disposes of (i) Canadian resource property. . ., (ii)
property. . .that is timber resource property. . ., or
(iii) property (other than capital property) that is
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real property situated in Canada, including an in-
terest therein or option in respect thereof, whether
or not the property is in existence.12

(i) Produces, grows, mines, creates, manufactures. . .

The CRA has noted that it would consider a non-
resident that engages in the activities described in (a),
above through an agent acting on the non-resident’s
behalf to be carrying on business in Canada.13 How-
ever, the determination of whether an entity consti-
tutes an agent acting on a non-resident’s behalf or on
its own behalf as an independent contracting party
would be required to be made based on a review of the
activities of the parties, and the facts and circum-
stances surrounding those activities.

(ii) Solicits orders or offers anything for sale. . .

Whether a non-resident can be considered to be carry-
ing on business in Canada through the activities noted
in (b), above would depend, primarily, on whether the
level of activity in question would amount to soliciting
orders or offering anything for sale in Canada. These
concepts are not defined in the Act. The Sudden Valley
case14 provided that ‘‘[s]oliciting orders means that
orders must be sought and attempts made to obtain
them within the jurisdiction and the word ‘‘offer’’ . . .
must be given its ordinary meaning in contract law,
that is, a binding offer which, if accepted, would
create a contract between the offeror and the of-
feree.’’15 Furthermore, the case confirms that solicit-
ing orders is not the same as ‘‘a mere invitation to
treat’’ which is a general communication made to the
general public indicating a willingness to enter into
negotiations. Thus, it will be a question of fact as to
whether the activities of a non-resident entity, through
its servant or agent, would constitute soliciting orders
or offering anything for sale in Canada.

The term ‘‘servant’’ is defined in the Act as a person
holding a position of employment.16

The term ‘‘agent’’ is not defined in the Act, but is de-
fined in Black’s Law Dictionary as ‘‘[o]ne who is autho-
rised to act for or in place of another; a
representative.’’17 ‘‘Agency’’ is defined as follows: ‘‘[a]
fiduciary relationship created by express or implied
contract or by law, in which one party (the agent) may
act on behalf of another party (the principal) and bind
that other party by words or actions.’’18 Canadian case
law is limited and does not provide a clear definition
of ‘‘agent,’’ but some insights can be gleaned from two
decisions. In the Loeck case,19 a German resident who
invested in Canadian real estate with a Canadian resi-
dent was considered to be carrying on business in
Canada either in partnership with or through the
agency of his Canadian co-investor. The fact that the
Canadian resident negotiated the transactions and
managed the investments was essential to this deter-
mination. In Pullman,20 a Swiss resident who invested
in mortgages in Canada was not considered to be car-
rying on business in Canada because neither his ac-
tivities nor the activities of a Canadian resident broker
who found investment opportunities for his consider-
ation amounted to soliciting orders or offering any-
thing for sale in Canada. In arriving at this conclusion,
the court considered the fact that the Canadian resi-
dent broker had an independent business, that the

broker entered into similar business arrangements
with a number of investors and that the broker did not
bind the non-resident.

c. Allocation of income

If a non-resident corporation is considered to be car-
rying on business in Canada, then it will be subject to
Canadian taxation on its taxable income.21 When a
non-resident carries on business partly inside and
partly outside Canada, it is necessary to consider how
the income should be allocated to Canada. The Act
provides guidance by requiring that income from a
source be computed as if that were the only income of
the taxpayer, and generally permitting only those de-
ductions reasonably considered to be wholly appli-
cable to that source (subject to certain restrictions).22

The CRA has reiterated this principle by stating that
the allocation of income to the business operations in
Canada must reasonably reflect the business opera-
tions carried on in Canada, net of deductible expenses
similarly determined.23

d. Application of domestic tax law to FCo

The activities of FCo before engaging SP in any of the
three scenarios discussed below, trading ‘‘with’’
Canada rather than ‘‘carrying on a trade within’’
Canada,24 would not constitute carrying on business
in Canada either under common law or the extended
meaning of carrying on business contained in the Act.

2. Other domestic tax considerations

a. Goods and Services Tax/Harmonised Sales Tax

The Goods and Services Tax/Harmonised Sales Tax
(GST/HST) is a value added tax in respect of the con-
sumption, use or supply of most goods and services in
Canada. GST/HST is recoverable to the extent that a
business is engaged in commercial activities (i.e.,
making taxable and zero-rated supplies) and regis-
tered for the tax. Non-resident persons that make tax-
able supplies in Canada and carry on business in
Canada are generally required to register for GST/
HST25 and collect the applicable tax. Further, as a
non-resident registrant, a non-resident will be re-
quired to post security with the CRA.26 Conversely, a
non-resident person that makes taxable supplies in
Canada but does not carry on business in Canada is
not required to register for GST/HST. In the latter
case, taxable supplies of property and services made
in Canada by the non-resident not registered for GST/
HST are deemed to be made outside Canada. No GST/
HST is payable or collectible where supplies are made
outside Canada.

The Excise Tax Act (ETA) sets out place of supply
rules to determine whether a supply is made in or out-
side Canada; in addition there are further rules to de-
termine whether a supply is made in a particular
Canadian province, which is relevant as the rates vary
across the provinces.

With respect to carrying on business for GST/HST
purposes, the assessment is generally based on the
same set of common law principles as that followed
for Canadian income tax purposes, though the mean-
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ing of ‘‘business’’ under the ETA differs to some extent
from that found in the Act. As well, there is an ex-
tended meaning of carrying on business under the Act
(i.e., solicitation is included in the extended meaning)
that is not applicable under the ETA. To help the tax-
payer focus on the relevant principles, the GST/HST
division of the CRA has established an interpretive/
administrative policy27 to assess whether a person is
carrying on business in Canada for purposes of GST/
HST. Although, commonly followed for the purpose of
determining whether a non-resident person should
register and collect GST/HST, the policy is for admin-
istrative purposes and should not be considered to
have the force of law.

Currently, FCo is conducting business with Canadi-
ans by mail, phone or internet, presumably from FC
or elsewhere outside Canada. As a result, FCo cur-
rently has at most a limited and relatively minor foot-
print in Canada and is likely not carrying on business
in Canada under common law principles. However,
where additional activities result in FCo carrying on
business in Canada under common law, FCo would be
required to register for GST/HST. Similarly, as dis-
cussed for purposes of Canadian income tax, there is
no ‘‘bright line test’’ to indicate that the carrying on
business in Canada threshold has been crossed, but
rather the series of factors that must be identified and
weighed against the overall business activity and per-
formance in the course of transacting with Canadian
customers.

b. Regulation 105 withholding on services

A person paying fees, commissions or other amounts
to a non-resident in respect of services rendered in
Canada is required to undertake what is commonly
known as Regulation 105 withholding — the payer
must withhold 15 percent of the payment and remit
such withholding to the Receiver General by the 15th

day of the month following that in which the payment
is made.28

Regulation 105 withholding is an obligation on the
payer. The obligation applies where the non-resident
performs the services on its own account, but should
not apply to amounts in respect of services that are
subcontracted by the non-resident to a third party. Per
the Tax Court of Canada, the ‘‘operation [of Regula-
tion 105] does not extend beyond requiring the payor
to deduct and withhold from payments of amounts
that are in the nature of fees or commissions that, in
the hands of the recipient, have the character of
income earned in Canada.’’29 While in the past, the
CRA has sought to apply Regulation 105 to the full
payment, including the portion that was paid to a sub-
contractor that performed its services in Canada, its
current practice is that Regulation 105 withholding
would not be required on amounts paid as a reim-
bursement of expenses, including subcontractors’
fees.30 However, the payment by the non-resident to
the subcontractor would be subject to Regulation 105
withholding if the subcontractor were a non-resident
of Canada.

For payers, it is not always clear as to how much to
withhold unless the invoice clearly distinguishes the
components of the invoiced amount that relate to ser-
vices performed in Canada by the non-resident payee,

the reimbursement of subcontractor fees and other
expenses. Where the Canadian service component is
embedded in an invoice, it is challenging to determine
and support the appropriate withholding amount. For
example, a contract for equipment including installa-
tion and onsite customer training or the purchase of a
software license, along with onsite customer support
and installation, if bundled, will require unbundling.
The CRA recommends withholding on the complete
payment where a contract cannot be unbundled and
cannot be documented to support the unbundling.31

Regardless of whether the non-resident is taxable in
Canada or able to avail itself of a tax treaty, Regulation
105 will apply unless a Regulation 105 waiver is ob-
tained.32 Regulation 105 withholding does not repre-
sent a final tax for the non-resident. Rather, it is a
payment on account of the non-resident’s potential
Canadian tax liability. Upon the filing of the appropri-
ate tax return (i.e., a treaty-based return if the non-
resident is entitled to treaty relief or a regular
domestic tax return if the non-resident is taxable in
Canada), the amount withheld will be credited and
any excess payment refunded.33

B. Canadian tax treaty

1. Allocation of business profits to a permanent
establishment

Tax treaties serve important purposes, including the
reduction of double taxation and the appropriate allo-
cation of taxing rights where the income source coun-
try and the country of residence of a taxpayer differ.
Canada has entered into tax treaties with 90 coun-
tries.34 While treaties are negotiated instruments and
will reflect the specific agreements reached between
the Contracting States, Canada’s modern treaties
follow, to a large extent, the format and wording of the
OECD Model Convention,35 as do those of most devel-
oped countries. While the discussion that follows will
refer to the OECD Model Convention, it is important
to bear in mind that the specific wording of a particu-
lar treaty may well differ and this difference would
have an impact on the tax consequences of a particu-
lar activity or transaction.

As discussed above, under domestic law, a non-
resident person carrying on business in Canada may
be subject to Canadian income taxation on its
Canadian-source business income. However, where
Canada and the foreign country in which the corpora-
tion is resident have entered into a tax treaty, the Busi-
ness Profits article of the treaty (Article 7 of the OECD
Model Convention) establishes a higher threshold for
taxation of the non-resident in Canada, and permits
the business profits of a foreign resident taxpayer to
be taxed in Canada only to the extent that the profits
are attributable to a business carried on through a PE
in Canada.36 This treaty relief is very significant in the
Canadian context — the domestic tax law definition of
carrying on business is expansive and Canada’s broad
treaty network is often relied upon in tax planning to
reduce the incidence of Canadian taxation.

A PE is defined as a fixed place of business through
which the business of an enterprise is wholly or partly
carried on.37 A PE includes a place of management, a
branch, an office, a factory, a workshop, or a mine, an
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oil or a gas well, a quarry or any other place of extrac-
tion of natural resources of the non-resident in
Canada.38 The existence of a building site or a con-
struction or installation project in Canada lasting for
more than 12 months would also constitute a PE.39

Also, if a person (other than an independent agent
acting in the course of its own business) acts on behalf
of the non-resident and habitually exercises in Canada
an authority to enter in to contracts on behalf of the
non-resident, the non-resident would be considered to
have a PE in Canada.40 A relatively recent and signifi-
cant expansion of the PE concept is the services PE.41

This will be discussed below in the context of the
Canada-U.S. tax treaty.

Certain activities, if preparatory or auxiliary, are ex-
plicitly excluded from the definition of a PE. These in-
clude, among others, the use of facilities for the
purpose of storage, display or delivery of goods.42 Fur-
ther, the mere carrying on of business through an in-
dependent agent acting in the course of its own
business would not constitute a PE.43 As well, the fact
that a company controls or is controlled by a company
resident in another country or that carries on business
in that other country (whether through a PE or other-
wise) will not automatically make either entity a PE of
the other.44 In this regard, as noted above, the CRA
has recently ruled that the activities of a Canadian
subsidiary of a non-resident under a service agree-
ment did not result in the non-resident being consid-
ered to be carrying on business in Canada through a
PE.45

The determination of whether a PE exists in a par-
ticular case can be challenging. The OECD Commen-
tary to Article 5 of the Model Convention should be
referred to as an interpretive resource, reflecting, in
many cases, the understanding of the tax authorities
of the OECD member countries.46

2. Canada-U.S. tax treaty – services permanent
establishment

In recent years, reflecting the reality of globalisation,
business models have evolved, particularly in the ser-
vices sector. In recognition of this fact, both the OECD
Model Convention and the Canada-U.S. tax treaty
have been updated to consider services PEs.47

Article 5(9) of the Canada-U.S. tax treaty notes that
the services PE provision would apply to deem a PE to
exist by virtue of services activity if, and only if, under
all of the other paragraphs in Article 5, a PE would not
otherwise exist. The services PE provision is subject to
Article 5(3) (building site, construction or installation
project); thus, for example, an installation lasting less
than 12 months would not constitute a services PE.

Article 5(9)(a) of the Canada-U.S. tax treaty is gen-
erally relevant for small enterprises and applies if an
individual is performing services for a non-resident in
Canada, the individual is present in Canada for a
period or periods aggregating 183 days or more in any
12-month period, and during that period or periods,
more than 50 percent of the gross active business rev-
enues of the non-resident’s enterprise consists of
income derived from those services performed by that
individual. The term ‘‘gross active business revenues’’
means the ‘‘gross revenues attributable to active busi-
ness activities that the enterprise has charged or

should charge for its active business activities’’ and
such active business activities are not restricted to the
activities related to the provision of the services.48

Article 5(9)(b) of the Canada-U.S. tax treaty deems
an enterprise49 to provide services through a PE if,
and only if, ‘‘[t]he services are provided in that other
State for an aggregate of 183 days or more in any
twelve-month period with respect to the same or con-
nected project for customers who are either residents
of that other State or who maintain a permanent es-
tablishment in that other State and the services are
provided in respect of that permanent establishment.’’
The term ‘‘provided’’ contemplates the possibility that
someone other than the enterprise itself is performing
the services — this would include a subcontractor.
The CRA has recently expressed the view that the ser-
vices contemplated by Article 5(9) exclude services
that are performed by a Canadian resident service
provider (whether related or unrelated), provided the
service provider is paid an arm’s length fee for the ser-
vices.50

C. Significance if SP is related to FCo

Under both Canadian domestic law and where a tax
treaty between Canada and a foreign country is rel-
evant, it should make no difference whether SP is re-
lated to FCo. Under the Act, related parties are
expected to deal with each other on an arm’s length
basis and amounts may be adjusted by the CRA to re-
flect transactions recorded on arm’s length terms.51 If
arm’s length terms and conditions are not used, penal-
ties may be levied.52 Furthermore, taxpayers are re-
quired to keep contemporaneous documentation in
order to be considered to have made efforts to deter-
mine and use arm’s length transfer prices.53

As previously discussed, the fact that a company
resident in one country controls or is controlled by a
company resident in the other country will not auto-
matically result in either company having a PE in the
other country.54

D. Significance if SP is an individual

If SP is an individual resident in Canada, the conse-
quences discussed in I.D.1.-3., below would require
consideration.

1. Withholding/reporting

Where SP is an independent contractor, in the three
scenarios set out in II., below, FCo may have a report-
ing obligation when it makes a payment to SP.55

Where SP is an employee in the three scenarios, FCo
would be obligated to withhold and remit from pay-
ments to SP income taxes56 and other employee with-
holdings such as Employment Insurance premiums57

and (potentially) Canada Pension Plan contribu-
tions.58 In addition, FCo would be obligated to remit
the employer portion of Employment Insurance pre-
miums59 and (potentially) Canada Pension Plan con-
tributions60 as well as other relevant employer-paid
payroll taxes. FCo would have a reporting obligation
in respect of SP’s remuneration.
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2. FCo’s status in Canada

Where SP is an independent contractor, in the three
scenarios set out in II., below, the analysis in respect
of FCo’s status in Canada would not change. Where SP
is an employee in the three scenarios set out in II.,
below, the analysis in respect of FCo’s status in
Canada would have to be adapted to consider the fact
that an employee who is under the supervision and
control of FCo is working full time as an employee in
Canada. Depending on the activities carried out by SP,
it is possible that FCo could be considered to be carry-
ing on business in Canada under the common law or
the extended meaning under the Act, where FCo pre-
viously would not have been carrying on business in
Canada. Treaty analysis would have to be undertaken
to determine whether a PE would exist by virtue of,
for example, the existence of a fixed place of business.

3. Goods and Services Tax/Harmonised Sales Tax

Where SP is an independent contractor in the three
scenarios set out in II., below, the analysis in respect
of GST/HST would not change. Where SP is an indi-
vidual employee resident in Canada, it could be seen
that FCo is directly carrying out the activities noted in
the scenarios on a continuous basis. As such, except in
the scenario set out in II.C, below, FCo would likely be
seen to be carrying on business in Canada for GST/
HST purposes.61 Under that scenario, however, as SP
is only soliciting for sales and not carrying on any of
the business activities of FCo, including contracting
for sales on FCo’s behalf, FCo would likely continue to
be considered not to be carrying on business in
Canada with respect to SP’s activities.

II. Application of general principles to specific fact
scenarios

A. SP is hired by FCo: (1) to help customers in Canada
set up Product and get it operational; and (2) to perform
warranty services with respect to Product

1. Canadian domestic law

SP is retained to provide and perform services in
Canada that have not been offered by FCo to its Cana-
dian customers prior to its retaining SP. It is assumed
that SP will provide and perform these services in the
ordinary course of its own business and it is neither
dependent on FCo nor an agent that can bind FCo. It
is further assumed that the contractual arrangements
would have SP liable to the Canadian customer for its
services rendered in Canada. As such, FCo would not
be seen to be carrying on business in Canada with re-
spect to SP’s activities.

However, should the Canadian customer transact
with FCo so that FCo is contractually obligated to pro-
vide the services, a more detailed examination of SP’s
activities would be required. Under common law, the
conclusion would likely remain unchanged: that FCo
is not considered to be carrying on business in
Canada, assuming that:

1. SP would be acting in the ordinary course of its own
business;

2. SP would be receiving arm’s length compensation
for services rendered;

3. SP’s activities are ancillary or incidental to the over-
all contract with FCo; and

4. the profit generating activities of FCo would con-
tinue to take place outside Canada.

2. Canadian tax treaty

If it were concluded that FCo is considered to be car-
rying on business in Canada, there would be no fixed
place of business or dependent agent that habitually
exercises authority to contract on behalf of FCo in
Canada. Therefore, assuming that the set up work
would not be considered an installation project (and if
it were considered an installation project, its duration
would be less than 12 months), there would likely be
no PE under Article 5 of the relevant tax treaty.

However, as discussed above, it should be noted
that Article 5(9) of the Canada-U.S. tax treaty contains
a services PE provision that would also require con-
sideration if FCo were a U.S. resident carrying on
business in Canada.62 If this were the case, the activi-
ties of subcontractors and agents would be relevant,
as the services PE provision considers whether the
non-resident is providing services in Canada (i.e., di-
rectly or indirectly through others), rather than per-
forming the services in Canada itself as would be
required under the OECD Commentary’s services PE
provision. As such, the days on which SP provided ser-
vices in Canada for FCo’s customers would be added
to the day count to determine whether the non-
resident exceeded the 183-day threshold in a moving
12-month period on a project in order to create a PE
in Canada with respect to that project under Article
5(9)(b) of the Canada-U.S. tax treaty. However, as
noted above, the CRA has recently stated that if a sub-
contractor is a Canadian resident and is paid an arm’s
length fee for the service, the subcontractor’s days will
not be added to the non-residents days for purposes of
determining whether a services PE exists. As SP is a
resident of Canada, its activities on behalf of FCo will
therefore not be counted for this purpose and a ser-
vices PE will not arise.

3. Regulation 105

Customers contracting with FCo will be buying Prod-
uct and will be paying for certain services. Because a
customer will be acquiring services from a non-
resident that will be provided in Canada, the customer
will be obligated to withhold 15 percent on the service
component of the payment in accordance with Regu-
lation 105.63 FCo should therefore ensure that in-
voices are itemised to separately reflect the amounts
paid for Product and the amounts paid for services
rendered in Canada; further, the amounts paid by FCo
to SP should be identified to prevent the application of
Regulation 105 withholding on that subcontracting
payment.64 Otherwise, where the invoice is bundled,
absent some clear and documented method to iden-
tify the goods versus services versus subcontracting
components, the CRA recommends that customers
withhold and remit based upon the full invoice in
order to avoid penalty. It would then be up to FCo to
file a treaty-based return and satisfy the CRA that it
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does not have a PE in Canada in order to obtain a
refund of the amount that was over-withheld.

4. Goods and Services Tax/Harmonised Sales Tax

FCo’s only activities in Canada appear to be that it
hires SP in Canada to set up Product in Canada and
get it operational, as well as to perform warranty ser-
vices with respect to Product. SP’s services are pro-
vided in respect of orders placed by Canadian
customers who require the assistance of SP. As such,
from a GST/HST perspective, FCo likely would not be
seen to be carrying on business in Canada with re-
spect to SP’s activities.65

B. SP is a contract manufacturer in Canada hired by FCo
to manufacture Product in Canada for the Canadian
market. Customers in Canada will deal only with FCo but
SP will ship Product directly to customers in Canada,
pursuant to FCo’s instructions

1. Canadian domestic law

In the typical situation of a contract manufacturer
producing on behalf of a non-resident, the contract
manufacturer is independent, is not an agent acting
on behalf of the non-resident and is performing ser-
vices in the ordinary course and conduct of its busi-
ness. Therefore, the non-resident should typically not
be considered to be carrying on business in Canada by
virtue of an arrangement with the contract manufac-
turer. However, one must be mindful of the breadth of
the common law principles and the extended defini-
tion of carrying on business under the Act, along with
the CRA’s comments that manufacturing activities un-
dertaken by an agent acting on behalf of the non-
resident would result in a finding that the non-
resident carries on business in Canada. A non-resident
must therefore carefully analyse all relevant facts
(which may change over time) on a regular basis.

In determining whether FCo is carrying on business
in Canada in the current fact scenario, a number of
factors must be considered, including where cus-
tomer contracts are concluded and the place where
the profits in substance arise. Based on the facts in
this scenario, all customer dealings and contract ne-
gotiations and conclusions take place outside Canada
directly with FCo. The only substance that FCo has in
Canada is a stock of Product manufactured by SP that
is shipped by SP upon FCo’s instructions. SP does not
have any binding authority to act as an agent for FCo,
nor any customer relations or customer contact. It
does not appear that FCo would be considered to be
carrying on business in Canada in these circum-
stances under the common law or the extended mean-
ing in the Act. Additional comfort has been provided
by the CRA in a ruling, on a parent-subsidiary con-
tract manufacturing scenario, that a contract manu-
facturing arrangement with a subsidiary was not
sufficient to cause the non-resident parent to be carry-
ing on business through a PE in Canada and that the
activities of the contract manufacturer should not be
imputed to the non-resident.66

2. Canadian tax treaty

If it were concluded that FCo is considered to be car-
rying on business in Canada through SP, the facts sup-
porting this conclusion would be important in
assessing the treaty consequences:

Storage of Product: if the activities in Canada result
in a finding that there is a PE in Canada under any of
the provisions of Article 5 of the OECD Model Con-
vention due solely to Product (which is owned by FCo)
being stored at SP’s premises and released to FCo’s
customers upon FCo’s instructions, relief would likely
be provided under Article 5(4)(b) of the OECD Model
Convention, as the activities (i.e., maintenance of in-
ventory) in Canada would be merely preparatory or
auxiliary in nature.

Manufacturing — agency: if, however, SP is seen as
an agent of FCo, carrying on FCo’s manufacturing
business, SP’s premises could be considered a PE
under Article 5 of the OECD Model Convention and
Article 7 would then be applied to determine the ap-
propriate allocation of income to the PE.

3. Goods and Services Tax/Harmonised Sales Tax

FCo’s activities in Canada appear to be that it hires SP
in Canada to manufacture Product in Canada, store
the Product in Canada on behalf of FCo, and fill orders
and deliver Product to Canadian customers on the in-
structions of FCo. As such, from a GST/HST perspec-
tive, FCo may be seen to be carrying on business in
Canada by the CRA with respect to SP’s activities.67

However, CRA’s guidance in this regard relies on ex-
amples in which a non-resident is also soliciting sales
for goods in Canada, which is not applicable in this
scenario involving FCo. It is unclear whether the addi-
tional fact of solicitation in Canada is key to the CRA’s
conclusion. FCo in this case may want to seek addi-
tional guidance from the CRA in the form of an inter-
pretation or a binding ruling. If FCo is considered to
be carrying on business for GST/HST purposes, it will
be required to register and charge and collect GST/
HST accordingly on taxable supplies made in Canada.
As well, as a non-resident registrant, it will be required
to post security with the CRA.

C. SP is hired by FCo to promote sales of Product in
Canada through marketing, exhibitions and meetings
with potential customers (i.e., solicitation) However, to
purchase Product, a customer will deal directly with FCo

1. Canadian domestic law

By using SP to directly promote and market sales of
Product and to target specific potential customers in
Canada, FCo will likely fall within the extended mean-
ing of carrying on business in Canada under the Act,
as SP would be considered to be soliciting orders or
offering Product for sale in Canada. This would be the
case even if SP’s solicitation activity were considered
ancillary to FCo’s income earning process and SP had
no ability to bind FCo, Subject to treaty relief, FCo
would be taxable in Canada based on a reasonable al-
location of profits attributable to the activities per-
formed in Canada.
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2. Canadian tax treaty

Treaty relief should be available to FCo. FCo does not
maintain a place of business or otherwise have a pres-
ence in Canada. Further, SP does not have the ability
to bind FCo. SP’s limited services on behalf of FCo in
Canada, which could be considered preparatory or
auxiliary in nature, should not result in FCo having a
PE in Canada. In any event, both the OECD Model
Convention and the Canada-U.S. tax treaty provide
carve outs for activities of a preparatory or auxiliary
character.68

3. Goods and Services Tax/Harmonised Sales Tax

FCo’s only activities in Canada appear to be that it
hires SP in Canada to promote sales of Product
through marketing, exhibitions and meetings with po-
tential customers (i.e., solicitation). As such, from a
GST/HST perspective, FCo likely would not be seen to
be carrying on business in Canada with respect SP’s
activities.69

III.Withholding and reporting obligations of FCo
with respect to its payment of compensation to SP

See I.D.1., above.
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above. In this example, the non-resident supplier appears
to be doing other things in Canada beyond the scenario
described above — i.e., it solicits orders in Canada and
the installation services are provided by employees who
come to Canada to do the installation.
66 See fn. 8, above.
67 See examples 9 and 12 in Policy Statement P-051R2, fn.
26, above.
68 OECD Model Convention Art. 5(4)(d) and Canada-U.S.
tax treaty, Art. V(6)(e).
69 See example 7 in Policy Statement P-051R2, fn. 26,
above. See also example 8, which should not apply to the
scenario since SP does not take orders for Product; nor
does it have authority to conclude contracts in Canada for
FCo.
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Host Country
DENMARK
Christian Emmeluth
CPH LEX Advokater, Copenhagen

I. General principles of Danish income taxation of
a foreign corporation

A. Danish domestic law

C orporations, associations, etc., registered in a
foreign country are taxable in Denmark on
the following Danish-source income:1

s income derived from a permanent establishment
(PE) in Denmark, including fixed payments from a
PE that cannot be characterised as dividends, royal-
ties or repayments of a loan. Gains realised on the
disposition of assets used in connection with activi-
ties carried on through a PE are also taxable. Gains
on, and dividends from, shares connected to a PE
are taxable unless the PE is a Danish company that
is considered transparent under Section 2A of the
Corporate Tax Act. The term ‘‘permanent establish-
ment’’ is generally construed in accordance with the
OECD Model Convention;

s income from real property situated in Denmark, in-
cluding income from leasing, and gains realised on
the sale of, such property;

s income in the form of dividends from a Danish reg-
istered company. Dividends distributed by a Danish
subsidiary company, as defined in Section 4A of the
Act on Taxation of Gains and Losses on Shares, to a
nonresident company are exempt from Danish
withholding tax, if relief is provided for under
Council Directive 90/435/EEC of July 23, 1990, on
the common system of taxation applicable in the
case of parent companies and subsidiaries of differ-
ent EU Member States (the ‘‘EC Parent-Subsidiary
Directive’’), or under an applicable double taxation
agreement.2 Dividends distributed by a Danish
group company, as defined in Section 4B of the Act
on Taxation of Gains and Losses on Shares, that is
not a subsidiary company to a nonresident com-
pany are exempt from Danish withholding tax if
relief would have been provided for under the EC
Parent-Subsidiary Directive, or an applicable
double taxation agreement had the shares been
shares in a subsidiary. Further, dividends received
by members of parent companies that are listed in
the Annex to the Parent-Subsidiary Directive and
that are considered transparent for Danish tax pur-
poses are exempt from Danish taxation.3 The mem-

bers must not be residents of Denmark.
Otherwise dividends paid by a Danish corporation
to a nonresident corporation are subject to a with-
holding tax of 27 percent. A reduced rate of 15 per-
cent applies if an agreement concerning the
exchange of information has been concluded with
the country in which the dividend-receiving com-
pany is domiciled. The dividend-receiving company
must own less than 10 percent of the shares in the
dividend-paying company. If the shareholder is do-
miciled outside the EU, then the shareholder and
any companies in the same group as the share-
holder must own less than 10 percent of the Danish
company;4

s interest paid on controlled debt.5 The provision
does not encompass the payment of interest from a
PE in Denmark if the payment is related to the busi-
ness conducted through the PE. The party making
the interest payment is required to withhold tax at
the rate of 25 percent. The tax withheld is a final tax.
A number of exceptions to the limited tax liability
on interest and, thus, the withholding tax, apply.
The provision is not triggered with regard to pay-
ments of interest to a foreign company that:
s has a PE in Denmark and, as such, is subject to

taxation on the payments;
s falls within the scope of Council Directive 2003/

49/EC of June 3, 2003, on a common system of
taxation applicable to interest and royalty pay-
ments made between associated companies of
different EU Member States (the ‘‘EC Interest
and Royalties Directive’’), or a tax treaty under
which the taxation is waived or reduced if the
paying and receiving companies have been asso-
ciated, as defined in the Directive, for a period of
one year and the payment is made during that
period;

s is controlled by a Danish company or over which
a Danish company may exercise significant in-
fluence, control and significant influence being
defined in accordance with Section 31C of the
Corporate Tax Act, i.e., control of more than 50
percent of the votes in the dividend-paying com-
pany; or

s is controlled by, or is subject to significant influ-
ence from, a company in another country with
which Denmark has concluded a tax treaty, pro-
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vided that that company is subject to controlled
foreign company (CFC) taxation in that other
country and does not pay the interest to another
foreign company that would fall within Section
32 of the Corporate Tax Act. Interest is also ex-
empted if the receiving company is able to dem-
onstrate that the foreign tax on the interest
amounts to at least three-quarters of the Danish
tax that would otherwise be imposed on the in-
terest and that the interest is not paid to another
company that is subject to tax on the interest
that is less than three-quarters of the Danish tax
that would otherwise be imposed;

s remuneration for personal services rendered in
Denmark to a Danish resident employer if the re-
muneration would have been subject to tax at
source if paid to an individual;6

s management fees paid to a foreign company of
which 25 percent or more of the share capital is
owned, or 50 percent or more of the votes are con-
trolled, by an individual who has been fully taxable
in Denmark and has had such control over the com-
pany at any time within the five years before the ter-
mination of the individual’s full tax liability in
Denmark;7

s royalty payments. Royalty payments are subject to
a withholding tax of 25 percent. The tax liability
does not encompass royalties falling within the
scope of the EC Interest and Royalties Directive.
This exemption only applies if the paying and re-
ceiving companies are associated, as defined in the
Directive, for a period of at least one year and the
royalty payment is made during that period;8 and

s capital gains on controlled debt originally issued at
a discount and only repayable at par.9

A foreign corporation is subject to limited tax liability
in that it is only taxed in Denmark on income from the
sources listed above. With the exception of dividends,
interest, royalties and income from personal services,
all income subject to limited taxation is calculated in
one basket and losses from one source may be set off
against gains from other sources. The withholding tax
on dividends, interest, royalties and income from per-
sonal services constitutes a final tax that cannot be re-
duced by losses from other sources.

Under special provisions in the Hydrocarbon Tax
Act, companies participating in oil and gas explora-
tion activities in Denmark, including offshore activi-
ties, are liable to tax on income derived from such
activities.

The Danish Corporate Tax Act does not contain a
definition of the term ‘‘permanent establishment’’ but,
in general, as noted above, the term is construed in ac-
cordance with the OECD Model Convention. A foreign
corporation will thus be deemed to have a PE in Den-
mark when it has in Denmark:

s a place of management;
s a branch;
s an office;
s a factory;
s a workshop;
s a mine, or an oil or gas well; or
s any other place for extracting natural resources.

It should be noted that participation in a building
and construction site constitutes a PE, without regard
to the duration of the work, from the first day business
is established.

In a 1996 decision, the Danish Supreme Court held
that the Danish Corporate Tax Act was to be construed
in accordance with the guidelines issued by the
OECD. Article 5 of the OECD Model Convention and
the Commentary on Article 5 are thus important in de-
termining whether a particular activity of a represen-
tative of a foreign company creates a PE in Denmark.

Article 5(5) of the OECD Model Convention reads as
follows:

Notwithstanding the provisions of paragraphs 1 and
2, where a person — other than an agent of an inde-
pendent status to whom paragraph 6 applies — is
acting on behalf of an enterprise and has, and habitu-
ally exercises, in a Contracting State an authority to
conclude contracts in the name of the enterprise, that
enterprise shall be deemed to have a permanent estab-
lishment in that State in respect of any activities
which that person undertakes for the enterprise,
unless the activities of such person are limited to those
mentioned in paragraph 4 which, if exercised through
a fixed place of business, would not make this fixed
place of business a permanent establishment under
the provisions of that paragraph
.

If an agent habitually exercises his power to con-
clude contracts in Denmark on behalf of a foreign
company, a PE will be deemed to be created provided
the activities of the agent are not of a preparatory or
auxiliary nature.

A dependent agent does not constitute a PE if the
agent is not employed by the foreign enterprise and
the agent only conducts sales activities that qualify as
distance sales. A distance sale is defined as the accep-
tance of orders by the agent from Danish or foreign
customers by phone, telex, telefax, post, Electronic
Data Exchange (EDE) or the like. It is further a condi-
tion that neither the foreign enterprise nor a group
company conducts business that is connected with
the sales activities carried on by the agent.

If the activities of a foreign company in Denmark
constitute a PE, the foreign company is subject to
Danish taxation only on the income that can be allo-
cated to the PE.

In considering the maximum presence a foreign
company may have without subjecting itself to Danish
income taxation, it is important to take into account
the changes to the Commentary on Article 5 of the
OECD Model Convention in relation to e-commerce.
An internet website does not in itself constitute a PE.
Such a site is a combination of software and elec-
tronic data. On the other hand, the server on which
the website is stored may constitute a fixed place of
business of the company operating the server. The
server will only be considered fixed, however, if it is
not moved, even though it is capable of being moved.
A PE may be created even in the absence of any em-
ployees in Denmark. The Commentary lists certain ac-
tivities that generally will be regarded as preparatory
or auxiliary in nature. These include the provision of a
communications link — such as a telephone line —
between suppliers and customers, the advertising of
goods or services, relaying information through a
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mirror server for security and efficiency purposes,
gathering market data for the enterprise, and supply-
ing information.

The operation of an internet server by an Internet
Service Provider (ISP) will, according to the Commen-
tary, usually be sufficient contact to create a PE. An ‘‘e-
tailer’’ using the web server of an ISP will generally
not subject itself to taxation in Denmark. However, if
the services of the ISP include the conclusion of con-
tracts with customers, the processing of payments
and the delivery of products, the ISP must be consid-
ered an agent of the e-tailer and a PE will be created.

Danish branches of foreign companies are subject
to the same filing requirements as Danish companies.

Both Danish and foreign companies, despite being
established and existing as separate legal entities for
company law purposes, may, in certain circum-
stances, be considered transparent for corporate tax
purposes.10 This provision applies where a Danish
company or a foreign company having a PE in Den-
mark is considered a transparent entity for foreign tax
purposes under the relevant foreign law and the
income of the Danish entity is included in the income
of a foreign entity. Further, the provision only applies
if the group companies controlling the Danish com-
pany are incorporated in a country with which Den-
mark has concluded a double taxation agreement or a
foreign country that is a Member State of the EU or
the European Economic Area (EEA).

According to the notes accompanying the Bill intro-
ducing these provisions, the primary instance in
which they apply is in the context of the U.S. ‘‘check-
the-box’’ rules. Under these rules, a U.S. company
may, in certain circumstances, elect to treat a foreign
subsidiary as a branch for U.S. tax purposes. In the
absence of these provisions, a Danish subsidiary of a
U.S. company with respect to which such an election
was made would be able to claim a deduction for in-
terest paid to its U.S. parent on an intercompany loan,
while under the U.S. rules the interest payment would
not be considered taxable income of the U.S. parent.

Pursuant to Section 2A of the Corporate Tax Act, the
Danish company in such circumstances typically will
be treated as a branch in computing Danish taxable
income. The Danish company will not, however, be
deemed to have disposed of its capital assets when it
is reclassified in this way.

Under Section 2C of the Corporate Tax Act, a regis-
tered branch of a foreign company or an entity that is
transparent for Danish tax purposes and is registered,
domiciled or effectively managed in Denmark is taxed
as a Danish corporation if owners holding more than
50 percent of the share capital or controlling more
than 50 percent of the votes of the foreign company
are residents of one or more foreign jurisdictions and:
s the branch/entity is treated as an independent

entity for tax purposes in the country in which the
foreign company is established; or

s there is no exchange of information between Den-
mark and that country under a double taxation
agreement or other convention on mutual assis-
tance in tax matters.
The members of the transparent entity in these cir-

cumstances are not deemed to have disposed of its
assets at market value at the time the entity is rechar-
acterised as a Danish corporation,11 unless the assets

cease to be subject to Danish income taxation after the
recharacterisation.

Capital gains realised on the sale of shares in the
transparent entity are taxed in the same way as capi-
tal gains realised on the sale of shares in ordinary cor-
porations12 and distributions made by the entity are
treated as dividend distributions subject to withhold-
ing tax at the rate of 27 percent, unless relief is avail-
able under a double taxation agreement or the EC
Parent-Subsidiary Directive.13

These provisions do not apply to a venture fund that
exclusively invests in shares subject to taxation under
the Act on Taxation of Gains and Losses on Shares in
order to acquire, run and manage the companies in
whose shares it invests if the following conditions are
fulfilled:
s in addition to shareholdings, the venture fund holds

only cash deposits with banks and finance facilities.
Deposits with banks may be used as security for any
warranties given in connection with the sale of
companies by the venture fund;

s the fund only invests in companies that have fewer
than 250 employees and a balance sheet value of
less than DKK 125 million or an annual turnover of
less than DKK 250 million;

s none of the members of the venture fund own more
than 50 percent of the capital or control more than
50 percent of the votes. For these purposes, group
companies are considered to be one owner; and

s the venture fund has at least eight members.14

B. Danish tax treaty

The majority of Denmark’s double taxation agree-
ments are in line with the OECD Model Convention.

The enforcement of the domestic provision in the
Corporate Tax Act described in I.A., above presup-
poses that Denmark has the right to tax the relevant
income under the applicable double taxation agree-
ment. Articles 2 and 5 of the OECD Model Convention
are the relevant provisions to be considered in this re-
spect.

II. Application of general principles to specific fact
scenarios

In all of the specific fact scenarios, it is assumed that
FCo is not sending an employee to Denmark who has
the authority to act on behalf of FCo. If an employee
agent were to habitually exercise his powers to con-
clude contracts in Denmark on behalf of FCo, a PE
would be deemed to be created if the activities of the
agent were not of a preparatory or auxiliary nature.

A. SP is hired by FCo: (1) to help customers in the
Denmark set up Product and get it operational; and (2)
to perform warranty services with respect to Product

1. Danish domestic law

Since SP would not meet the definition of an agent
within the meaning of Article 5 of the OECD Model
Convention (the term ‘‘permanent establishment’’ in
the Danish Corporate Tax Act being construed in ac-
cordance with the OECD Model) no PE of FCo would
be created.
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2. Danish tax treaty

The same result would obtain if a Danish tax treaty
were to apply.

B. SP is a contract manufacturer in Denmark hired by
FCo to manufacture Product in Denmark for the Danish
market. Customers in Denmark will deal only with FCo
but SP will ship Product directly to customers in
Denmark, pursuant to FCo’s instructions

1. Danish domestic law

It is unlikely that SP will be considered an agent of
FCo and consequently its activities should not consti-
tute a PE in Denmark of FCo.

2. Danish tax treaty

The same result would obtain if a Danish tax treaty
were to apply.

C. SP is hired by FCo to promote sales of Product in
Denmark through marketing, exhibitions and meetings
with potential customers. However, to purchase Product,
a customer will deal directly with FCo

1. Danish domestic law

Since SP would not meet the definition of an agent
within the meaning of Article 5 of the OECD Model
Convention, no PE of FCo would be created.

2. Danish tax treaty

The same result would obtain if a Danish tax treaty
were to apply.

III. Withholding and reporting obligations of FCo
with respect to its payment of compensation to SP

A. Danish domestic law

Since SP is a Danish corporation, FCo has no with-
holding or reporting obligations with respect to its
payment of compensation to SP. Under the value
added tax (VAT) rules, however, SP is under an obliga-
tion to obtain the VAT number of FCo if FCo is regis-
tered for VAT purposes in another EU Member State,
or a foreign taxpayer or corporate identification
number if FCo is established outside the EU. FCo is
under no obligation to have a bank account in Den-
mark.

B. Danish tax treaty

The same result would obtain if a Danish tax treaty
were to apply.

NOTES
1 Corporate Tax Act (CTA), Act no. 1376 of Dec. 7, 2010
(selskabsskatteloven), Sec. 2.
2 CTA, Sec. 2.1c.
3 CTA; Sec. 2.1c.
4 CTA, Sec. 2.2.
5 CTA, Sec. 2.1d.
6 CTA, Sec. 2.1e.
7 CTA, Sec. 2.1f.
8 CTA, Sec. 2.1g.
9 CTA, Sec. 2.1h.
10 CTA, Sec. 2 A.
11 CTA, Sec. 2 C.3.
12 CTA, Sec. 2 C.5.
13 CTA, Sec. 2 C.6.
14 CTA; Sec. 2 C.9.
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I. General principles of French income taxation of
a foreign corporation

A. French domestic law

1. In general

U nder Article 209-I of the French Tax Code
(FTC), only profits derived from enterprises
operating in France or the taxation of which

is attributed to France under a tax treaty are subject to
French corporate income tax. A foreign corporation
is, then, subject to corporate income tax on income
derived from its operations in France.

2. Determination of enterprises operating in
France

Foreign corporations operating enterprises in France
are subject to French corporate income tax.

The circumstances in which a foreign corporation
is deemed to be operating an enterprise in France are
not specified in the FTC. The facts and circumstances
of each particular case determine whether a foreign
corporation is deemed to be operating an enterprise in
France and thus engaged in a French trade or busi-
ness. According to case law of the French Supreme
Court, three types of cases can be identified in which
an enterprise may be deemed to be operated by a for-
eign corporation in France:
s when the foreign corporation performs operations

from an establishment located in France;
s when the foreign corporation performs operations

through a representative in France whose activity
can be attributed to the foreign corporation; or

s when the foreign corporation performs a ‘‘complete
commercial cycle’’ in France.
These three cases are discussed in I.A.2. a., b. and c.,

below.

a. Operations performed from an establishment located
in France

Any non-temporary industrial or commercial installa-
tion that is independent and at the disposal of a for-
eign corporation is generally considered to be an
establishment. This includes branches, factories, pur-

chase offices, shops, sales units and any other installa-
tions capable of generating profits.

For it to be characterised as an establishment per-
forming operations in France for corporate income
tax purposes, an establishment must be run indepen-
dently of the other activities of the foreign corporation
of which it is an establishment. The conclusion that
an establishment is run independently may follow
from the presence of a distinct staff, the existence of
specific commercial, financial or technical depart-
ments or the capacity of the establishment to make
decisions independently. The factual circumstances of
each case must be examined to determine whether
there can be deemed to be an independent establish-
ment in France. For instance, the French Administra-
tive Supreme Court has held that a foreign
corporation carrying out maintenance and training
activities in permanent facilities using a specific staff
was operating an enterprise in France.1 In another
case, the presence in France of a purchasing office
where an employee of a foreign corporation pur-
chased goods to be sold abroad by the foreign corpo-
ration was considered to constitute an establishment
subject to corporate income tax in France, as the
French establishment was entitled to make operating
decisions and was not confined to conveying purchase
orders.2 Conversely, the French Administrative Court
of Appeal of Paris has ruled that a branch that coordi-
nated and followed up on the advertising operations
of other entities in the group to which it belonged
without doing business was not an enterprise operat-
ing in France.3

With respect to the existence of an establishment in
France, it should be noted that the registration of the
head office of a company in France with no foreign es-
tablishment may lead to its being characterised as an
independent establishment in France, in particular
when the business operating abroad cannot be sepa-
rated from the company’s other activities.4

b. Operations performed through a representative in
France whose activity can be attributed to the foreign
corporation

A foreign corporation that carries out its transactions
in France through a representative that has no inde-
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pendent professional capacity may be regarded as di-
rectly exercising its activity in France.

There is no legal definition of the circumstances in
which such a representative constitutes an enterprise
operating in France. Thus, the factual circumstances
must be analysed to determine whether a foreign cor-
poration has a representative in France that consti-
tutes an enterprise operating in France. A French
representative of a foreign company acting in its own
name should not a priori be regarded as constituting
an enterprise operating in France. Instead, a represen-
tative constituting an enterprise operating in France
will likely be a person that does not stand as an inter-
mediary for the performance of the foreign company’s
activity, so that the foreign corporation may be con-
sidered to be carrying on a taxable activity in France
directly and in its own name. For instance, a French
representative who works in an office with the same
trade name as the foreign corporation, who has an in-
ventory and a proxy agreement to negotiate directly
with customers will result in the foreign corporation
being in France with respect to the activity of the rep-
resentative.5

However, as there is little commentary on the con-
cept of a representative, the possibility cannot be ex-
cluded that the French tax authorities may deem an
enterprise to be operating in France even where a rep-
resentative acts in its own name, if the representative
economically binds the foreign corporation. This
would be a similar approach to that taken under
France’s tax treaties (see I.B., below).

Finally, it should be noted that the French Supreme
Court has ruled that, where an enterprise is deemed to
be operating in France as a result of the activity of a
representative, it is not also necessary to determine
whether the representative can be considered to con-
stitute an establishment6 or whether the foreign cor-
poration performs a complete commercial cycle in
France.7

c. Foreign corporation performing a complete
commercial cycle in France

Even if a foreign corporation has neither an establish-
ment nor a representative in France, it may be subject
to French corporate income tax on its profits if it regu-
larly performs activities that constitute a ‘‘complete
commercial cycle’’ in France.

According to administrative guidelines,8 ‘‘generally
speaking, a complete commercial cycle corresponds
to a set of commercial, industrial or craft operations
having a pre-determined purpose, and making a con-
sistent whole.’’ In particular, purchase and sale trans-
actions, manufacturing and sale transactions and
leasing transactions can constitute a complete com-
mercial cycle. For instance, the French Supreme
Court has held that a foreign corporation reselling in
France products that it bought in France directly (or
through intermediaries or representatives who were
not acting in their own names) was subject to French
corporate income tax even though it did not have any
establishment in France.9

In particular, it should be noted that the French Su-
preme Court has held that a complete commercial
cycle was performed in France, even where a step in
the process was performed abroad (for example, pack-

aging was performed abroad while sourcing, produc-
tion and distribution were performed in France).10

Nonetheless, the complete commercial cycle per-
formed in France must be separate from the other, for-
eign activities of the foreign corporation concerned.11

Such separation does not mean that the enterprise op-
erating in France through a complete commercial
cycle has to be provided with the actual means to
make decisions on its own in France.

Finally, normal operations may constitute an enter-
prise operating in France, even if the commercial
cycle may not appear to be completely performed in
France. Indeed, the French Supreme Court has held
that the wholesaling of products in France on a
number of occasions as a result of agreements signed
in France may constitute the normal performance of
a commercial activity in France, even if the products
were purchased abroad.12

3. Computation of the taxable income of an
enterprise of a foreign corporationoperating in
France

Only profits derived from enterprises operating in
France are subject to corporate income tax in France
(see I.A.1., above). Such profits are subject to tax at
the French standard corporate tax rate of 33.33 per-
cent.13

The determination of profits derived from an enter-
prise operating in France may be relatively easy where
the activity of the French enterprise is isolated and
distinct from the other operations of the foreign cor-
poration concerned. Indeed, in such a case, the for-
eign corporation may have established separate books
for accounting purposes. However, when it is not pos-
sible to distinguish French from foreign revenues or
expenses to compute the profits of the enterprise oper-
ating in France, the French tax administration consid-
ers that there are two possible methods for allocating
revenues and expenses: (1) proportional allocation;
and (2) comparative determination. These two meth-
ods are described in I.B.3.a. and b., below.

a. Proportional allocation

The proportional allocation method consists of allo-
cating the global profit resulting from the activity of:
(1) the foreign corporation; and (2) the enterprise op-
erating in France, according to a specific allocation
key. The allocation key is generally the respective
turnover of the foreign company and the turnover of
the enterprise operating in France. However, another
allocation key, such as expenses, invested capital or
sales volume could be considered.

b. Comparative determination

The comparative determination method consists of:
(1) performing a functional analysis of the roles and
responsibilities assumed by the enterprise operating
in France; (2) identifying comparable, independent
companies operating under the same conditions as
the enterprise operating in France; and (3) measuring
the profit level of such comparable companies by ref-
erence to a given profit level indicator (for example,
percentage of turnover). The profit level so measured
is then applied using the appropriate indicator to the
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enterprise operating in France in order to compute
the profit it should generate.

B. French tax treaty

1. In general

A tax treaty to which France is party could affect the
conclusions drawn in the discussion at I.A., above.
France’s international treaties when statutorily rati-
fied or approved have a binding force that overrides
French domestic law, subject to the condition that the
treaty concerned is applicable in the other State that
is a signatory to the treaty. Thus, where France has a
tax treaty with the country of residence of the foreign
corporation, an enterprise of a foreign corporation
operating in France can be subject to French corpo-
rate income tax only where this is allowed under the
terms of the treaty concerned.

Although there is some variation in the wording of
France’s tax treaties, these treaties generally provide
the same rules with respect to the issues under consid-
eration here and do not diverge radically from the pro-
visions of the OECD Model Convention. Thus, for
purposes of the discussion here, the focus will be on
the provisions of the OECD Model.

Under the OECD Model Convention, a foreign cor-
poration is generally subject to French corporate
income tax on its business profits attributable to a
French trade or business carried on through a perma-
nent establishment (PE) in France. Article 5 (Perma-
nent Establishment) of the OECD Model sets out rules
for determining whether a foreign corporation has a
PE in a given country, and Article 7 (Business Profits)
sets out rules for determining the profits of such a PE.

2. Circumstances in which a permanent
establishment arises

a. Fixed place of businesspermanent establishment

Under the OECD Model Convention, a PE is (1) a fixed
place of business (2) through which a foreign corpora-
tion performs whole or part of its activity.

(i) Fixed place of business

A foreign corporation owning or renting premises (or
machinery and/or tools in some cases) in France may
be considered to have a place of business in France.
The following places of business may constitute a
PE:14

s a place of management;
s a branch;
s an office;
s a factory;
s a workshop; and
s a mine, an oil or gas well, a quarry or any other

place of extraction of natural resources.
A place of business is considered to be a PE only if it

is ‘‘fixed.’’ Thus, the place of business must have a cer-
tain degree of permanence, i.e., it should not be of a
purely temporary nature.

(ii) Carrying on of the business of the enterprise
through the fixed place of business

For it to constitute a PE, a fixed place of business must
enable a foreign corporation to carry on its activity (or
part of its activity). Thus, a factory that is disused does
not constitute a PE. Still, it is not necessary for the
place of business to produce the products sold by the
foreign corporation for it to be considered that the for-
eign corporation’s activity is being carried on through
the place of business. Indeed, the business is consid-
ered to be carried on as soon as the corporation is able
to carry on its business through the fixed place of busi-
ness.

However, certain preparatory or auxiliary activities
are not considered to constitute the carrying on of the
business. In this respect, the OECD Model Conven-
tion15 specifies that some activities conducted from a
fixed place of business do not give rise to a PE of an
enterprise:

s the use of facilities solely for the purpose of storage,
display, or delivery of goods or merchandise belong-
ing to the enterprise;

s the maintenance of a stock of goods or merchandise
belonging to the enterprise for the purpose of stor-
age, display or delivery;

s the maintenance of a stock of goods or merchandise
belonging to the enterprise for the purpose of pro-
cessing by another person;

s the maintenance of a fixed place of business solely
for the purpose of purchasing goods or merchan-
dise, or of collecting information, for the enterprise;

s the maintenance of a fixed place of business solely
for the purpose of carrying on, for the enterprise,
any other activity of a preparatory or auxiliary char-
acter; and

s the maintenance of a fixed place of business solely
for any combination of the activities listed above,
provided the overall activity of the fixed place of
business resulting from this combination if of a pre-
paratory or auxiliary character.

b. Agency permanent establishment

Under Article 5(5) of the OECD Model Convention, an
agent — other than an independent agent — that has
the authority to conclude contracts in the name of a
foreign corporation and habitually exercises such au-
thority will be deemed to constitute a PE of that cor-
poration, unless its authority is limited to the
preparatory and auxiliary activities described above.
Conversely, the OECD Model provides that an inde-
pendent agent is not regarded as a PE of a foreign cor-
poration, provided the agent is acting in the ordinary
course of its business.

Independent status is determined by analysing the
factual circumstances. In this respect, the following
facts would be examined: the trade name used by the
agent in the context of its activities; the number of
‘‘principals’’ actually operating with the help of the
agent (which may be characterised as ‘‘economically’’
dependent on the foreign corporation, for example, if
the foreign corporation is its sole principal); and the
liability arising from the agreements signed by the
agent (i.e., whether or not such agreements are bind-
ing on the foreign corporation).
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Commissionaires have been the subject of some un-
certainty in France with respect to the likelihood of
their being characterised as PEs. The status of ‘‘com-
missionaire’’ is specific to civil law: a commissionaire
concludes agreements in its own name, but on behalf
of its principal; and, with respect to its clients, a com-
missionaire acts as if it were a distributor but, with re-
spect to its principal, a commissionaire never takes
legal title to the product acquired by the clients. The
Administrative Supreme Court16 has held that a
French commissionaire was not a PE of a foreign cor-
poration. In short, the Conseil d’Etat decided that a
commissionaire cannot constitute a PE of another
company acting as principal where the commission-
aire does not have the authority to conclude contracts
with third parties that are legally binding on the prin-
cipal.

4. Computation of the taxable income of
apermanent establishment of a foreign
corporation in France

Under Article 7 of the OECD Model Convention, the
profits of a PE’s trade or business activity are to in-
clude only the profits derived from the assets used,
risks assumed and activities performed by the PE.17

The profits of the PE are then taxed at the standard
corporate tax rate.

Article 7(2) of the OECD Model Convention states
that profits of a PE are to be determined as if the PE
were a distinct and independent entity engaged in the
same or similar activities under the same or similar
conditions. Such profits can be determined by per-
forming a functional analysis.

The profits of a PE are, then, determined as if the PE
were dealing wholly independently of the enterprise of
which it is a PE, i.e., dealing at arm’s-length with the
other offices and branches of the foreign corporation
to which it belongs. As a consequence, in determining
the profits of the PE as if it were an independent
entity, it may be necessary to determine the compen-
sation owed by the PE to the foreign corporation to
which it belongs for the functions it performs, the
assets it owns and the risks it assumes. Under the 2010
OECD Guidelines, if the PE can use the know-how of
the foreign company, a notional royalty payable by the
PE to its head office should be deducted from the PE’s
profits in France. However, the French tax administra-
tion considers that the current wording of France’s tax
treaties signed by France (which does not specifically
extend the arm’s length principle to internal dealings)
would not support the deduction of such a notional
royalty.

C. Significance if SP is related or is instead an
individual

1. Significance if SP is related

Under both French domestic law and a French tax
treaty (that follows the OECD Model Convention),
whether or not SP is related to FCo should have no
significance with respect to the question of the opera-
tion of an enterprise in France or the existence of a PE
in France.

That being said, if SP is related to FCo, there is a
risk that the group to which the two belong may suffer
double taxation, i.e., where SP (not being considered
a PE by FCo) pays French corporate income tax on its
own profits and FCo is also liable for French corporate
income tax on the profits of the PE, for example be-
cause the French tax authorities deem SP to be a PE
of FCo. However, the expenses incurred by FCo in
compensating SP should be deductible from the prof-
its attributed to the PE, which are assessed in accor-
dance with the arm’s length principle. Thus, SP being
deemed a French PE would only result in higher taxa-
tion if the actual compensation paid to SP was
deemed insufficient when the profits attributable to
the PE were computed in accordance with the arm’s
length principle.

2. Significance if SP is an individual

If SP were an individual, then the issue would arise as
to whether SP was an independent contractor, acting
in his own name while rendering services to FCo, or in
substance an employee of FCo (i.e., if he was under
the close supervision of FCo).

If SP were acting as an independent contractor, the
consequences would be as set out in relation to the
various scenarios in II., below, with SP still potentially
constituting an enterprise operating in France or a PE
in France, provided the other conditions discussed
were met.

If SP were acting as an employee, then, as noted
above, his activities might be directly attributed to
FCo. In this instance, the individual’s dependent
status would not have to be proven’’ because, as an
employee of FCo, the individual would inherently be
‘‘dependent.’’ The outcome under French domestic
law may nonetheless be slightly different from that
under an applicable French tax treaty (that follows
OECD Model Convention):

s under French domestic law, the activities of an em-
ployee of a corporation are attributed to the corpo-
ration (the employee being a ‘‘representative’’ of the
corporation). Thus, if an employee of FCo is operat-
ing an enterprise in France as explained above, FCo
will be considered to be operating an enterprise in
France;

s under a tax treaty that follows the OECD Model
Convention, generally speaking, an employee does
not in himself constitute a PE, unless the employee
is a decision-making manager (in which case he
may constitute a place of business PE) or is capable
of binding FCo (in which case he may constitute a
dependent agent PE).

II. Application of general principles to specific fact
scenarios

For the purposes of this response, it is assumed that a
foreign corporation (FCo) is selling Product to cus-
tomers in France and, prior to engaging a service pro-
vider (SP) in France, had no employees, office or other
presence in France. For both foreign country (FC) and
French income tax purposes, FCo is treated as an for-
eign corporation and SP as a French corporation.
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Moreover, it is assumed that the premises of SP are
not available to FCo. This assumption has the conse-
quence that:

s FCo should not be regarded as having an establish-
ment in France that could constitute an enterprise
operating in France as provided by domestic law;
and

s FCo should not be regarded as having a fixed place
of business in France that could constitute a PE in
France as provided in France’s tax treaties.
Thus, the remaining questions are:

s under French domestic law, can SP be regarded as
a representative of FCo constituting an enterprise
operating in France or can FCo be considered to
perform a complete commercial cycle in France;
and

s under an applicable French tax treaty, can SP be re-
garded as a dependent agent of FCo so as to consti-
tute a PE in France of FCo?

A. SP is hired by FCo: (1) to help customers in France
set up Product and get it operational; and (2) to perform
warranty services with respect to Product

1. French domestic law

In these circumstances, SP may be regarded as a rep-
resentative constituting an enterprise of FCo operat-
ing in France insofar as it may act in the name of FCo
(in particular, in performing warranty services). If this
is the case and if SP carries on a business on behalf of
FCo, the profits generated by that business may be
taxed in France in the hands of FCo, as FCo would be
considered to be operating an enterprise in France.

On the other hand, FCo should not be regarded as
performing a complete commercial cycle in France, as
SP only conducts after-sales activity and such activity
would not be separate from the sale of Product, which
is assumed to be effected by FCo.

2. French tax treaty

In these circumstances, it is assumed that SP is not
able to bind FCo in any commercial negotiations.
Thus, SP should not be regarded as a dependent agent
of FCo and FCo should not be regarded as having a PE
in France. Conversely, if SP can bind FCo in commer-
cial negotiations (for instance, by agreeing to assist
customers at a given price, such price being paid to
FCo while SP receives a commission from FCo), SP
could be deemed a dependent agent and, as such, to
constitute a PE in France.

B. SP is a contract manufacturer in France hired by FCo
to manufacture Product in France for the French market.
Customers in France will deal only with FCo but SP
will ship Product directly to customers in France,
pursuant to FCo’s instructions

1. French domestic law

If SP is a contract manufacturer hired by FCo and cus-
tomers in France only deal with FCo, it may be as-
sumed that SP does not act as a representative of FCo
in France. In such circumstances, the main question

is whether FCo could be deemed to be performing a
complete commercial cycle in France: indeed, FCo
could be regarding as purchasing Product in France
and selling Product to French customers.

In the case discussed in I.A.2.c., above,18 it was held
that a company located in Monaco that had products
manufactured in France by a third party and sold
them through a representative in France was regarded
as performing a complete commercial cycle in France,
even though the packaging was performed abroad.
The complete commercial cycle was deemed to com-
prise purchasing and manufacturing operations on
the one hand and selling activities on the other. The
same rationale could therefore be applied in the
present case. If the sourcing activity is performed in
France but the selling activity is not performed
through a representative located in France, the
French tax authorities are likely to deem a complete
commercial cycle to be performed, involving only the
purchasing and manufacturing activity, the profits of
which could be taxed in France.

2. French tax treaty

In these circumstances, customers deal only with
FCo. Thus, SP cannot bind FCo in any commercial ne-
gotiations. As a consequence, SP should not be re-
garded as a dependent agent of FCo and FCo should
not be regarded as having a PE in France.

The French tax administration often takes the view
that the place of business of a contractor should be at-
tributed to the foreign principal; this position is highly
debatable, since under OECD principles, this could be
the case only if the principal was the owner of the
place of business used by the contractor.

C. SP is hired by FCo to promote sales of Product in
France through marketing, exhibitions and meetings with
potential customers.However, to purchase Product, a
customer will deal directly with FCo

1. French domestic law

In these circumstances, FCo should not be considered
to be operating an enterprise in France by virtue of
performing a complete commercial cycle in France as
its activities performed through SP are mainly prepa-
ratory and auxiliary to potential business.

The main question, then, is whether SP can be re-
garded as FCo’s representative in France. In this re-
spect, SP may indeed act in the name of FCo in
carrying on promotion activities. The French tax au-
thorities may then consider that FCo is performing
business operations through a representative located
in France, even though the final discussions take place
outside France. On this basis, the French tax authori-
ties may therefore wish to argue that FCo is operating
a distribution enterprise in France. To avoid such
characterisation, attention should be paid to having
SP act in its own name and to ensuring that SP cannot
actually bind FCo in business negotiations (in case the
French tax authorities decide to adopt the OECD ap-
proach in applying French domestic law).
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2. French tax treaty

As SP’s activities should be considered to be mainly
preparatory and auxiliary in nature, in principle, SP
should not constitute a PE of FCo in France. Further,
SP should not be regarded as a dependent agent PE of
FCo if it is established that SP cannot bind FCo in any
commercial negotiations.

III. Withholding and reporting obligations of FCo
with respect to its payment of compensation to SP

A. If FCo neither operates an enterprise nor has a
permanent establishment in France

FCo has no withholding or reporting obligations in
France with respect to the payment of SP’s compensa-
tion. If FCo and SP are related, and SP falls within the
scope of the transfer pricing documentation require-
ment, the compensation paid to SP for the services
rendered will have to be justified in specified docu-
mentation indicating that the arm’s length principle
has been complied with.19

There is no obligation for FCo either to obtain a
French taxpayer identification number or to have a
bank account in France in view of its payment of SP’s
compensation.

2. If FCo is considered to operate an enterprise or
have a permanent establishment in France

If FCo operates an enterprise in France or has a PE in
France, it will have to be registered with the relevant
‘‘centre de formalité des entreprises’’ (i.e., the tax office)
or with the ‘‘tribunal de commerce’’ (i.e., the commer-
cial court).

In these circumstances, FCo will be required to have
separate accounting books for purposes of the enter-
prise operating in France or the French PE and will
have to obtain a value added tax (VAT) identification
number.

If FCo and SP are related, and SP falls within the
scope of the transfer pricing documentation require-
ment, the compensation paid to SP for the services
rendered will have to be justified in specified docu-
mentation indicating that the arm’s length principle
has been complied with.20
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Host Country
GERMANY
Dr. Rosemarie Portner, LL.M.
Deloitte & Touche GmbH, Düsseldorf

F Co, a foreign corporation, is selling Product to
customers in Germany. Prior to engaging SP,
FCo has no employees, office, or other pres-

ence in Germany. For both FC and German income
tax purposes, FCo is treated as an FC corporation and
SP as a German corporation.

I. General principles of German income taxation of
a foreign corporation

A. Position under German domestic law

1. In general

Under the German Income Tax Act, a foreign corpora-
tion is generally taxable on its German source income
(inlãndische Einkünfte or ‘‘domestic income’’) derived
from carrying on a commercial business with respect
to which: (1) a permanent establishment (PE) is main-
tained in Germany; or (2) a German permanent repre-
sentative (a ‘‘permanent agent’’) is appointed.1 From
this it follows that the liability of a foreign corporation
to German tax with regard to a commercial business
is generally (and without taking into account certain
specific provisions) restricted to cases in which the
foreign corporation has a substantially concentrated
and enduring relationship with Germany, created
through either a material entity (a PE), or a person
acting on behalf of the foreign corporation (a perma-
nent agent). Conversely, a foreign corporation would
not be taxable in Germany on income derived from
carrying on a trade or business in Germany if such ac-
tivity were only of a temporary nature, consisting, for
example, of the delivery of goods and merchandise, or
the carrying out of short term repairs or construction.

According to German jurisprudence, the relevant
provision of the Income Tax Act2 is not to be under-
stood as subjecting a foreign corporation with a PE in
Germany or a permanent agent acting in Germany to
German taxation on its worldwide income. Rather,
German tax liability in these circumstances is con-
fined to German source income derived through the
German PE or the permanent agent acting in Ger-
many. It follows that, under German domestic law,
there is no force of attraction principle that operates

to attribute income to a German PE of, or permanent
agent acting for, a foreign corporation.

2. Definition of permanent establishment in the
German Fiscal Code

The term ‘‘permanent establishment’’ used in § 49 (1)
no.2 lit. a) of the Income Tax Act is defined in § 12 of
the German Fiscal Code3 as any fixed place of busi-
ness that serves to allow a commercial business to
carry out its activities. The term ‘‘fixed place of busi-
ness’’ comprises all material and immaterial assets
that serve the purposes of the commercial business.
Thus, a fixed place of business comprises premises
(for example, rooms, buildings, etc.), space (storage
space, stalls, etc.) and plant (factories, machinery,
means of transportation, etc.). The place of manage-
ment of the business has no significance in this con-
text.

To constitute a PE, a place of business, as described
in the preceding paragraph, must be ‘‘fixed.’’ For a
place of business to be fixed requires geographical sta-
bility with a certain level of sustainability. In addition,
the place of business must actually be at the disposal
of the enterprise concerned. Legal ownership is not
necessary for these purposes: the place of business
being at the disposal of the enterprise is understood to
mean that the enterprise has a legal position with re-
spect to the place of business that cannot be termi-
nated without the enterprise’s cooperation and
consent. Renting or leasing a place of business, for ex-
ample, may constitute having that place of business at
one’s disposal. It should be noted that a ‘‘legal posi-
tion’’ does not necessarily require an underlying legal
contract. Thus, if an enterprise is entitled to use par-
ticular premises for carrying on its business over a
sustained period of time, a PE may be assumed. On
the other hand, merely carrying out a business activ-
ity in another person’s premises would not, of itself,
lead to the assumption of a PE, even if this were done
repeatedly. Whether an enterprise has a place of busi-
ness at its disposal is to be determined taking into ac-
count the overall facts and circumstances of each
particular case.

To constitute a PE, a fixed place of business must
serve the enterprise’s business and must be suited to
furthering the enterprise’s business. Thus, the fixed
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place of business must be used by the enterprise, its
employees or other dependent individuals of the en-
terprise. The use made of the facilities must equate
with the carrying on of the commercial business of the
enterprise. If activities other than the carrying on of
the commercial business are carried out in the fixed
place of business, for example, the administration of
property, no PE will be assumed. However, under
German domestic law, it is irrelevant whether the ac-
tivities carried on in the fixed place of business are
deemed to be of a preparatory or auxiliary nature, or
whether they are of a primary or only secondary
nature. Nor is it mandatory that personnel (for ex-
ample, an entrepreneur, employees, other individuals
subject to the direction of the enterprise, or sub-
contractors) should carry on the activity. Thus, a fixed
place of business may be assumed to serve the busi-
ness even it is only used to run equipment or machin-
ery (for example, gambling machines). On the other
hand, a fixed place of business that merely indirectly
serves the enterprise’s business (for example, housing
for employees) would not be regarded as a PE.

§ 12(2) of the Fiscal Code sets out a list of examples
of fixed places of business that are deemed to consti-
tute PEs irrespective of whether the criteria discussed
above are met. This list, which is not exhaustive, in-
cludes a place of management, a branch, a business
entity, facilities for the purpose of manufacturing or
storing goods, facilities for purchasing or selling
goods, and a place of exploitation of resources.

3. Imputation to a foreign corporation of the
activities of another person

a. Activities of an employee

Generally, speaking the activities of an employee of a
corporation are imputed to the corporation, assuming
the activities are performed by the employee in the
context of his employment and through a fixed place
of business that the employee has at his or her dis-
posal.

b. Activities of an agent

Generally speaking, the definition of a ‘‘permanent
agent’’ in § 13 of the Fiscal Code applies for purposes
of § 49 (1) no. 2 lit a) of the Income Tax Act. Accord-
ingly, a permanent agent is a person that, on a sus-
tained basis, carries on the business of the enterprise
of which it is an agent and is subject to the direction
of that enterprise. In particular, a person is assumed
to be a permanent agent where that person, on a sus-
tained basis: (1) concludes or commissions contracts;
or (2) maintains a stock of goods from which that
person makes deliveries.

Based on this definition, the existence of a perma-
nent agent is viewed as a second, separate way in
which a PE may be created. The criteria required to be
met for a fixed place of business to be assumed to exist
are of no relevance for the assumption that a perma-
nent agent exists.

Any person, whether an individual or a legal person,
can act as a permanent agent. A permanent agent
must act in the interest of the enterprise of which it is
an agent and must act for that enterprise. The agent’s

activities must fall within the scope of the business of
the enterprise. Mere auxiliary activities would not be
regarded as constituting activities carried on for the
enterprise. According to German jurisprudence, it is
irrelevant whether the agent acts with or without a
power of attorney, and whether the agent acts in its
own name or that of a third party.

A permanent agent must act ‘‘permanently,’’ which
is understood to mean that the agent must represent
the enterprise in accordance with a plan and for a sus-
tained period of time. Further, a permanent agent
must follow the directions of the enterprise it repre-
sents. An employee would typically meet this crite-
rion. In the case of an independent person acting as an
agent, the obligation to obey the directions of the en-
terprise would be set out in the contract between the
enterprise and the agent. Even an independent com-
missionaire or broker may act as a permanent agent
in the due course of its business.

c. Activities of a contract manufacturer

In rare, specific cases, the activities of a contract
manufacturer may be imputed to the business of its
principal. The German courts have handed down con-
trasting decisions on this subject in two cases where
the facts were very similar. In both cases, a Swiss prin-
cipal arranged for a German resident contract manu-
facturer to produce widgets using its own employees
and following very detailed directions given by the
principal. In the first case, where the factory used by
the contract manufacturer for this purpose was rented
by the Swiss principal to the German contract manu-
facturer, the court refused to impute the contract
manufacturer’s activity to the business of the princi-
pal. In the second case, where the German contract
manufacturer was able to use the factory without
having to pay compensation, the court decided that
the contract manufacturer’s activity was to be im-
puted to the principal’s business. Generally speaking,
a contract manufacturer should not create a PE for its
foreign principal. However, in very specific cases
where the foreign principal is directing the actions of
the contract manufacturer to a very high degree, it is
possible that a PE might be assumed to arise, espe-
cially where the plant the contract manufacturer
needs to carry on its business is at the disposal of the
foreign principal.

B. Position under Germany’s tax treaties

1. In general

A tax treaty to which Germany is a party would affect
the position set out in the discussion at I.A., above. Al-
though Germany’s income tax treaties vary a fair
amount as to their content, they are fairly uniform
with respect to the issues under consideration here
and do not diverge radically in their equivalent provi-
sions from the provisions of Article 5 of the OECD
Model Convention.

Accordingly, under Germany’s tax treaties, the term
‘‘permanent establishment’’ means a fixed place of
business through which the business of an enterprise
is wholly or partly carried on. There are minor differ-
ences in the wording between the definition of a PE in
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Article 5 of the OECD Model Convention, on the one
hand, and that in § 12 of the German Fiscal Code, on
the other, which do not, however, have any material
consequences. Recourse is therefore often had to
German jurisprudence relating to the definition of a
‘‘permanent establishment’’ under German domestic
law in the context of the application of a German tax
treaty.

Like § 12 of the Fiscal Code, Article 5(2) of the
OECD Model Convention enumerates the factors that
lead to the assumption that a PE exists. German law,
however, differs from Article 5(2) in that the examples
of fixed places of business that constitute PEs pro-
vided in the non-exhaustive list in § 12(2) do not re-
quire in addition that the general preconditions for
the existence of a PE be present. Generally speaking,
the PE definition in Article 5 of the OECD Model is
narrower than the German domestic law definition. It
follows, therefore, that the scope of the domestic law
definition is restricted by the application of a tax
treaty. This is especially true in relation to the list in
Article 5(4) of the OECD Model of circumstances that
are not regarded as constituting PEs. While, under
German domestic law, a foreign enterprise may be
deemed to have a PE by virtue of carrying on through
a fixed place of business activities of a preparatory or
an auxiliary character, where there is an applicable
tax treaty, the treaty definition (which excludes the
maintenance of a fixed place of business solely for car-
rying on auxiliary or preparatory activities) will pre-
vail and restrict the application of the German
domestic law definition accordingly.

2. Permanent establishment of a foreign
corporation as a result of the activities of another
person

a. Permanent establishment as a result of the activities
of an employee

Germany’s tax treaties generally do not contain a pro-
vision allowing one of the Contracting States to
assume the existence of a PE: (1) where an employee
of an enterprise of the other Contracting State renders
services in the first State over a period exceeding 183
days and a substantial amount of the turnover of the
enterprise is attributable to that employee’s services;
or (2) where such an enterprise renders services over
a period of more than 183 days for a specific project
through an individual. Very few of Germany’s treaties
make provision for a ‘‘services PE,’’ i.e., where employ-
ees exercising services abroad may create a PE of the
employer company.

b. Agency permanent establishment

As Germany’s tax treaties generally follow the OECD
Model Convention, the rules in Germany’s treaties for
determining whether the activities of an agent create
a PE for its principal are somewhat different from
those discussed in I.A.3.b., above in relation to
German domestic law: while German domestic law re-
quires no distinction to be made between a dependent
and an independent agent for these purposes, this dis-
tinction has to be made where a treaty applies.

(i) Dependent Agent

Under German domestic law, the activities of a depen-
dent agent are generally imputed to the enterprise
that is its principal if the dependent agent carries on
the business of the enterprise on a sustained basis and
is subject to the directions of the enterprise. In par-
ticular a permanent agent is assumed to exist where
the person concerned, on a sustained basis: (1) con-
cludes or commissions contracts; or (2) maintains a
stock of goods of the enterprise from which the person
makes deliveries.

Under a tax treaty, a principal is assumed to have an
agency PE in a Contracting Sate if its dependent agent
has and habitually exercises in that Contracting State
an authority to conclude contracts that are binding on
the principal (subject to the exceptions provided for in
Article 5(4) of the OECD Model Convention, for ex-
ample, for maintaining a stock of goods solely for pur-
poses of storage, display or delivery, or for
maintaining a fixed place of business solely for pur-
poses of purchasing goods or collecting information).
The contracts that the dependent agent is empowered
to conclude must relate to the essential business op-
erations of the principal, and not to ancillary activi-
ties. Thus, a dependent agent that, on a permanent
basis, only purchases goods for the enterprise that is
its principal and has the authority to conclude con-
tracts only in that respect will not constitute a PE of
its principal. From a German perspective, the prevail-
ing opinion is that the authority to conclude contracts
must be based on a civil law contract concluded be-
tween the agent and the principal. However, this issue
is the subject of some dispute and it is the opinion of
some commentators that where agent and principal
are acting on a consensual basis, this would be suffi-
cient. Further, the dependent agent must act in the
name of the enterprise that it represents and must ex-
ercise the authority to sign contracts for the enterprise
in the source country. For the latter purpose, the agent
must be physically present in the source country,
though not necessarily resident in the source country
(either for domestic law purposes or for purposes of
an applicable treaty). Thus an agent that, using
modern means of communication, concludes con-
tracts from the headquarters of the enterprise (i.e.,
from the residence country) or from a third country
would not be exercising the authority to conclude con-
tracts in the source country and hence not be regarded
as constituting a PE in that country. Whether the au-
thority of an agent to conclude contracts can be said
to be habitually exercised will depend on the facts and
circumstances of each particular case. Finally, the
agent must not be an independent agent, such as a
broker or general commission agent. Although one
might imagine that a broker or general commission
agent would always be regarded as acting as an inde-
pendent agent, this is not necessarily so. Instead, be-
cause the circumstances of a broker or general
commission agent may be constrained to such an
extent that the broker/general commission agent has
to be regarded as a dependent agent, it is necessary to
determine an agent’s status as dependent or indepen-
dent in each particular case.
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(ii) Independent agent

The activity of an independent agent will not be im-
puted to its principal, assuming the independent
agent is acting in the ordinary course of its business as
an independent agent. A commissionaire acting in its
own name would generally, though not always, be re-
garded as an independent agent. In this context,
German jurisprudence distinguishes between ‘‘fac-
tual’’ and ‘‘personal’’ dependence. Factual dependence
would be assumed to exist if the principal were simply
to give directions to the commissionaire regarding,
for example, prices, delivery conditions, etc., and
would not jeopardize the commissionaire’s indepen-
dent status. However, personal dependence would
negate the commissionaire’s independent status (for
example, if the principal were the commissionaire’s
only customer, the commissionaire would not be inde-
pendent because its only turnover would derive from
its relationship with the principal). The borderline be-
tween factual and personal dependence is somewhat
blurred and determining where it lies requires an
evaluation of all facts and circumstances of the par-
ticular case. In this context, the internal relationship
between the commissionaire and the principal will be
important in deciding whether the commissionaire’s
status is that of an independent agent. How the parties
characterize the role of the ‘‘commissionaire’’ in the
contract (for example, as that of a broker, commis-
sionaire, franchise taker, representative, etc.) will be
of no significance. In particular, in this context, there
is no clear guidance as to whether a commissionaire
will be denied independent status merely on the
grounds that it is a subsidiary of its principal. Another
issue that raises practical difficulty is the criterion
that for their principal to benefit from the PE excep-
tion, independent agents should be ‘‘acting in the ordi-
nary course of their business,’’ any activity outside the
ordinary course of business potentially leading to the
assumption that a PE exists, irrespective of whether
the commissionaire is an independent agent. The dif-
ficulty arises when one attempts to define whether the
activities of an independent agent are in or outside the
ordinary course of its business.

c. Permanent establishment as a result of the activities
of a contract manufacturer

Generally speaking, the activities of a contract manu-
facturer would not create a PE for the foreign corpo-
ration for which it was contracting if the contract
manufacturer was not an agent for the foreign corpo-
ration. Where the principal exerted a strong influence
over the contract manufacturer, the contract manu-
facturer’s activity might be imputed to the principal’s
business.

C. Significance if the service provider is related to the
foreign company or is an individual instead of a
corporation

It would make no difference, under either German do-
mestic law or a German tax treaty, whether or not a
service provider was related to the foreign corporation
for which it was providing services. Related parties
are expected to deal with each other on an arm’s-
length basis.

If the service provider were an individual, the issue
would arise as to whether the service provider was in
fact an independent contractor for the foreign corpo-
ration for which it was providing services or, in sub-
stance, an employee of that corporation. If the service
provider were an employee, then his or her activities
would be imputed to the foreign corporation.

II. Application of general principles to specific fact
scenarios

A. SP is hired by FCo: (1) to help customers in Germany
set up Product and get it operational; and (2) to perform
warranty services with respect to Product

1. German domestic law

Assuming SP is exercising services on the basis of a
contract concluded between FCo and SP, SP should
not meet the definition of an ‘‘agent’’ (it does not con-
clude or commission contracts nor does it make deliv-
eries from a stock of goods), and its activities should
not be imputed to FCo. Thus FCo should not be con-
sidered engaged in a German commercial business.

2. German tax treaty

The same result would obtain if one of Germany’s tax
treaties applied.

B. SP is a contract manufacturer in Germany hired by
FCo to manufacture Product in Germany for the German
market. Customers in Germany will deal only with FCo
but SP will ship Product directly to customers in
Germany, pursuant to FCo’s instructions

1. German domestic law

Assuming SP is an independent contract manufac-
turer but in addition delivers the goods it produces for
FCo to customers in the German market, since
German domestic law defines a ‘‘permanent agent,’’ in
particular, as a person that maintains a stock of goods
from which it makes deliveries, SP’s activities might
be imputed to FCo and FCo might be considered to
have a PE in Germany. In that case, FCo’s income
from the sale of Product produced by SP might be tax-
able in FCo’s hands as income from a commercial
business in Germany.

2. German tax treaty

Under a German tax treaty, a PE would not be im-
puted to FCo on the basis of SP’s activities because SP
is not an agent of FCo (It does not represent FCo in
dealings with third parties). Thus, since FCo would
not have a PE in Germany, it would not be carrying on
a trade or business through a PE in Germany and thus
its income from the sale of Product produced by SP
would not be subject to German income tax.
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C. SP is hired by FCo to promote sales of Product in
Germany through marketing, exhibitions and meetings
with potential customers. However, to purchase Product,
a customer will deal directly with FCo

1. German domestic law

Since SP would not meet the definition of an ‘‘agent’’
(it does not represent FCo in dealings with third par-
ties), its activities should not be imputed to FCo. Thus
FCo should not be considered engaged in a German
commercial business.

2. German tax treaty

The same result would obtain if one of Germany’s tax
treaties applied.

III. Withholding and reporting obligations of FCo
with respect to its payment of compensation to SP

A. German domestic law

Since SP is a German corporation, FCo will have no
withholding or reporting obligations with respect to

its payment of compensation to SP. Nor will FCo have

any obligation to obtain a German taxpayer identifi-

cation number or to have a bank account in Germany.

If SP were an individual rather than a corporation,

FCo would be required to withhold wage tax and

social security tax from its payments of compensation

to SP, if SP’s activities were to be imputed to FCo and

FCo were deemed to have a PE in Germany under

German domestic law.

B. German tax treaty

The same result would obtain if one of Germany’s tax

treaties applied.

NOTES
1 Einkommensteuergesetz (EstG), § 49 (1) no.2 lit. a).

2 Id.

3 Abgabenordnung, AO.
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I. General principles of Indian income taxation of a
foreign corporation

T his paper deals with the tax issues arising for a
foreign corporation as a result of using a ser-
vice provider in India in various alternative

scenarios. In this regard and by way of background,
certain concepts relevant for the purposes of the
analysis are discussed in brief below.

A. Indian domestic law

1. Levy of tax

Under the domestic tax law of India, i.e., the Income
Tax Act, 1961 (the ‘‘Act’’), a foreign corporation is gen-
erally considered a ‘‘nonresident’’ unless the control
and management of its affairs is situated wholly in
India.

A nonresident is liable to tax in India in respect of
its income accruing or arising or deemed to accrue or
arise in India. Income is regarded as accruing or aris-
ing to a person when the person acquires a right to re-
ceive such income.1

2. Sale of goods or products

Income arising from the sale of goods is taxable in
India in the hands of a nonresident if the situs of that
sale is in India. Judicially speaking, the sale of goods
is regarded as effected at the place where the title to,
and risk with respect to, the goods is transferred.
Thus, the sale of goods will be taxable in India if the
title to, and risk with respect to, the goods passes in
India.

Based on judicial precedents on the subject, income
arising to a foreign corporation from the sale of goods
to an independent customer cannot be said to accrue
or arise in India if the following conditions are satis-
fied:

s no operations pertaining to the manufacture or sale
of the goods are carried out in India;

s the title to, and risk with respect to, the goods is
transferred to a customer outside India;

s the goods are delivered outside India; and
s the consideration with respect to the goods is re-

ceived outside India.

In a landmark judgement,2 India’s Supreme Court
held that manufacturing profits arose at the place of
manufacture and that they should arise nowhere else.
Further, the sale profits arose at the place of sale and
an apportionment had to be made between the two
places (i.e., the place of manufacture and the place of
sale), even though the place of receipt and realisation
of the profits was the place where the sales were made.

3. Income deemed to accrue or arise in India

Income will be deemed to accrue in India, if among
other things, the income accrues directly or indirectly
through any ‘‘business connection’’ in India, from any
property in India, from any asset or source of income
in India, or from any capital asset situated in India.

Generally, in the context of business income, a for-
eign corporation’s taxability in India is determined
based on whether it has a business connection in
India. This is briefly explained below.

4. Business connection

It is interesting to note that the term ‘‘business con-
nection’’ has been part of Indian income tax law for
more than 90 years. However, the term is not defined
in the Act. The law was amended with effect from tax
year 2003-04 to make it clear that the term ‘‘business
connection’’ will include specified business activity
carried out through a person (hereinafter referred as
an ‘‘agent’’) that, acting on behalf of a nonresident:
s exercises an authority to conclude contracts; or
s maintains a stock in India; or
s secures orders in India.

It should, however, be noted that, as under India’s
tax treaties (see further at I.B., below), activities car-
ried on by an independent agent acting in the ordinary
course of its business are excluded from the above
definition.

a. Features of a ‘‘business connection’ as laid down by
the Courts

The Indian Courts have held as follows:
s a business connection is a relationship between a

business carried on by a nonresident that yields
profits and gains and some activity in the taxable
territories that contributes directly or indirectly to
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the earning of those profits or gains. The phrase de-
notes an element of continuity — a stray or isolated
transaction is normally not to be regarded as a busi-
ness connection.3

s a managing agent who has an office in India and
buys raw materials and other things required by a
foreign corporation, and sells its manufactured
goods in India constitutes a business connection.4

s a series of purchase and sale transactions under-
taken by the appellant and its subsidiary in India
constitutes a business connection.5

Since, as discussed earlier, the phrase ‘‘business
connection’’ encompasses a dependent agent and the
securing of orders, these terms are discussed in
I.A.4.b., c. and d., below.

b. Agent

The following are relevant to the concept of an ‘‘agent’’
in this context:

The term ‘‘agent’’ in relation to a nonresident is de-
fined in the Act to include any person in India that is
employed by or on behalf of the nonresident, or that
has any business connection with the nonresident, or
from or through which the nonresident is in receipt of
any income, whether directly or indirectly.

The agent need not be an Indian resident or reside
in India under any of the three clauses of the defini-
tion of a business connection. The necessary condi-
tion for an agent to constitute a business connection
is that it should act in India for its foreign principal.

There should be some degree of regularity with re-
spect to the activities carried on by the agent for its
foreign principal.

c. Dependent agent

It must be decided on the facts whether an agent ap-
pointed to carry on the principal’s activities is depen-
dent or independent. ‘‘Independence’’ in this context
refers to both ‘‘legal’’ and ‘‘economic’’ independence.
The phrase ‘‘legal independence’’ means that the agent
has a separate existence from that of its principal,
while ‘‘economic independence’’ looks to the details of
how the agent’s business relations with the principal
are shaped, i.e., whether or not the agent can be said
to be economically dependent on the principal.
Whether or not an agent is independent can be ascer-
tained based on a review of the terms of the ‘‘agency-
principal’’ contract, the functioning/obligations of the
agent, correspondence between the agent and princi-
pal, etc.

d. Securing orders

The word ‘‘securing’’ is defined in neither the Act nor
the UN or OECD Model Conventions. In Klaus Vogel
on Double Taxation Convention, 3rd Edition, the
widely-renowned authority on the interpretation of
tax treaties suggests that ‘‘securing’’ orders would in-
clude ‘‘soliciting’’ orders. The scope of the term ‘‘solic-
iting’’ in relation to orders is wide and can encompass
actions anterior to the securing of orders, such as
identifying prospective clients and apprising them of
the products of the principal.

In this context, it is interesting to note that the Trea-
sury Department Technical Explanation of the India-

United States tax treaty specifies that if all of the
following tests are met then an agent may be said to be
habitually securing orders for an enterprise:

s the agent frequently accepts orders on behalf of the
enterprise;

s substantially all of the agent’s sales-related activi-
ties in the host country consist of activities for the
enterprise;

s the agent habitually represents to persons offering
to buy goods that acceptance of an order by the
agent constitutes the agreement of the enterprise to
supply goods under the terms specified; and

s the enterprise takes actions that give purchasers the
basis for a reasonable belief that such person has
the authority to bind the enterprise.
It would appear then that the word ‘‘securing’’ has

been given a wider interpretation by Vogel than that
given in the Treasury Department Technical Explana-
tion of the India-United States tax treaty. However, it
will be necessary to wait for a decision of the Supreme
Court or clarification from the tax authorities for a
precise understanding of the meaning of this term
under Indian law.

5. Contract manufacturer

India has no specific provisions governing the income
tax implications for a contract manufacturer. Further,
the term ‘‘contract manufacturer’’ is defined neither in
the Act nor India’s tax treaties.

In an international tax context, ‘‘contract manufac-
turing’’ is a term generally used to describe a commer-
cial arrangement whereby a principal approaches a
manufacturer with a design or formula. The contract
manufacturer will quote the price for manufacturing
the design based on the processes, labor, tooling and
material costs involved. The broad characteristics of a
contract manufacturer are that it:

s carries out manufacturing for an overseas princi-
pal;

s does not carry out any research and development
(R&D) activity;

s does not develop its own product line, but manufac-
tures goods to the specifications provided by a prin-
cipal;

s buys raw materials based on a principal’s produc-
tion orders and owns inventory;

s assumes limited inventory risk and no market risk;
s on sale, transfers ownership of the finished goods to

a principal; and
s earns a steady mark-up on its total operating cost

(including inventory consumed).
It is generally accepted that, under a contract

manufacturing arrangement, the foreign principal (in
the scenario discussed below, FCo) provides the de-
signs, raw material, specifications, etc. based on
which the contract manufacturer (in the scenario dis-
cussed below, SP) carries out the manufacturing. Fur-
ther, from time to time, the foreign principal’s
personnel may visit the factory premises of the con-
tract manufacturer to ensure that products are being
manufactured according to their specifications.

To avoid permanent establishment (PE) exposure
(see I.B.3., below), a foreign corporation using a con-
tract manufacturer would have to demonstrate that it
did not have the premises of the contract manufac-
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turer at its disposal and that the contract manufac-
turer carries on its business independently and on a
principal to principal basis.

6. Attribution of income to India

The principle of attribution under the Act is similar to
the principle of attributing profits to a PE under a tax
treaty. Accordingly profit attributable to the extent of
operations carried out in India is considered to be the
profit attributable to India and is charged to tax in
India.

The Supreme Court has held6 that profits attribut-
able to manufacturing operations accrue at the place
where the manufacturing operations are carried on
and that sale profits accrue at the place of sale. The
Supreme Court has also held7 that since there is no
specific provision under the Act for computing the
profits accruing in India in the hands of a foreign cor-
poration, the profits attributable to an Indian PE of a
foreign corporation are required to be computed in
accordance with normal accounting principles and in
terms of the general provisions of the Act.

It is interesting to note that the domestic rules pro-
vide a mechanism for ascertaining profit on an ad hoc
basis when the taxpayer is unable to determine the
profit reasonably attributable to Indian operations/an
Indian PE. The rules8 provide various alternatives for
doing this, one of which is to estimate the profit
chargeable to tax in India based on such percentage of
turnover as the tax officer may deem reasonable.

B. Indian tax treaty

1. India’s tax treaties generally to prevail over
domestic law

India has a wide network of tax treaties and it is spe-
cifically provided that the provisions of those tax trea-
ties are to prevail over the provisions of the Act, to the
extent they are beneficial to the taxpayer. Although,
therefore, tax treaty provisions generally prevail over
the Act, the recently introduced General Anti-
Avoidance Rule (GAAR) provides for a treaty override
in certain specified circumstances. The GAAR, which
will be effective as of April 1, 2013, is an umbrella anti-
avoidance measure empowering the tax authorities to
disregard a transaction that results in tax avoidance.

2. Business profits — taxability under India’s tax
treaties

In the scenario envisaged here, the income arising to
the foreign corporation on the sale of its products will
be business profits. Accordingly, the relevant article
under India’s tax treaties will be the article corre-
sponding to Article 7 of the OECD and UN Model Con-
ventions read with Article 5 (hereinafter referred to
simply as Article 7 and Article 5), which provides that
the business profits of a foreign corporation will be
taxable in India if the foreign corporation carries on
business through a PE in India. The amount of taxable
business profits will depend on the extent such
income can be regarded as attributable to the PE in
India.

That being said, where there is no PE in India, if the
income derived from India is not in the nature of busi-
ness profits and is covered by another article of the ap-
plicable tax treaty, one would have to consider that
article to determine the taxability of the income con-
cerned. For instance, if the income received by a for-
eign corporation is in the nature of fees for technical
services (FTS), then in absence of a PE of the foreign
corporation in India, the FTS would be taxed in accor-
dance with the article dealing with FTS under the ap-
plicable tax treaty.

3. Permanent establishment

Article 5 of India’s tax treaties contains a definition of
a PE, as well as illustrations of the circumstances that
can give rise to a PE. In light of the scenario envisaged
here, the following types of PE would be relevant to
the analysis: a fixed place PE, an agency PE and a ser-
vices PE.

a. Fixed place permanent establishment

The relevant provision in India’s tax treaties is similar
to Article 5(1) of the UN and OECD Model Conven-
tions. Where a foreign corporation is carrying on busi-
ness through a fixed place in India, then such fixed
place would be considered a PE (normally referred to
as a ‘‘fixed place PE’’) in India of the foreign corpora-
tion. As regards the concept of a fixed place PE, the
Indian Courts have made a number of interesting de-
cisions and observations, for example:
s the expression ‘‘PE’’ postulates the existence of a

substantial element of an enduring or permanent
nature of a foreign enterprise in another country
that can be attributed to a fixed place of business in
that country. It should be of such a nature that it
amounts to a virtual projection of the foreign enter-
prise of one country on to the soil of another coun-
try;9

s an Indian entity undertaking back office functions
for its U.S. parent entity did not constitute a fixed
place of business of the U.S. entity;10

s a subsidiary company in India providing logistics
services exclusively for its U.S. parent company
constituted a fixed place PE for its U.S. parent on
the grounds that the entire group was carrying on
business in India through the subsidiary and it was
not a case of a subsidiary company carrying on ‘‘its
business’’ in India;11 and

s the residential premises of a country manager used
as an office address constituted a fixed place PE.12

Article 5(3) and (4) of India’s tax treaties generally
contain specific exclusions from the scope of a PE.
These include the use of facilities/maintenance of
stock solely for the purpose of storage, display, or the
occasional delivery of goods or merchandise belong-
ing to the foreign enterprise, and the maintenance of
a fixed place of business solely for the purpose of ad-
vertising, for the supply of information, for scientific
research or for other activities that have a preparatory
or auxiliary character.

In addition, activities such as conducting market
surveys13 or industry analysis,14 furnishing product
information,15 setting up technical presentations to
potential users16and securing the development of
market opportunities17 have been held to be prepara-
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tory and auxiliary activities based on the specific facts
of the taxpayer’s case and the relevant tax treaty provi-
sions.

The above exceptions are relevant in the context of
the scenarios discussed in II.B. and C., below, where
SP is engaged in the delivery of Product or the carry-
ing on of marketing and advertising activities, etc.

b. Agency permanent establishment

The scope of the agency PE provisions found in India’s
tax treaties is similar to that of the notion of a depen-
dent agent included in the concept of a ‘‘business con-
nection’’ under the Act.

c. Services permanent establishment

As noted above, most of India’s tax treaties are based
on the UN Model Convention and contain a services
PE clause. The threshold period for constituting a ser-
vices PE varies from treaty to treaty, and depends on
the nature of the services rendered and whether they
are rendered to third parties or associated enterprises.

C. Tax implications if SP is an individual

In these circumstances, it will be critical to analyse
whether the relationship between FCo and SP is in the
nature of an employer-employee relationship. In sub-
stance, FCo will have to demonstrate that SP is an in-
dependent individual and not its employee.

Based on judicial decisions, the following factors
may be considered relevant in determining whether
an employer-employee relationship exists:

s whether SP is working under the control and super-
vision of FCo;

s whether FCo is responsible for the actions/default
of SP;

s whether SP is economically dependent on FCo; and
s the number of principals represented by SP.

If SP is an individual who does not constitute an
‘‘employee’’ of FCo, the tax implications will be
broadly similar to those that follow if SP is a corpora-
tion, except that in the scenario discussed at II.A.,
below, depending on the nature of the services, the re-
cipient of the services (i.e., whether or not the recipi-
ent is associated with SP) and the provisions of the
applicable tax treaty, if any, the provision of services
by SP may trigger services PE exposure for FCo in
India.

However, if SP is regarded as an employee of FCo,
the activities carried on by SP in India will be re-
garded as operations carried on by FCo in India and
accordingly will give rise to a business connection for
FCo in India.

D. Tax implications if SP is a related party

If SP is related to FCo, then under the domestic tax
law of India, the income arising on account of trans-
actions entered into between them must be computed
applying the arm’s length principle. Further, the com-
pliance requirements prescribed in this regard will
have to be met.

II. Application of general principles to specific fact
scenarios

In all of the specific fact scenarios, it is assumed that
FCo is not sending any employees/personnel to India
to supervise the work of SP or carrying out any activi-
ties pursuant to its contract with customers in India.
It is further assumed that the sale of Product in all of
the scenarios takes place outside India and that title
to, and risk with respect to, Product is transferred out-
side India.

A. SP is hired by FCo: (1) to help customers in India set
up Product and get it operational; and (2) to perform
warranty services with respect to Product

1. Indian domestic law

The services rendered by SP to customers of FCo
(product set up assistance and warranty services) may
give rise to ‘‘business connection’’ for FCo in India. Ac-
cordingly, income earned by FCo from the sale of
Product will be taxable in India to the extent it is at-
tributable to such operations. The income chargeable
to tax in India will be computed on a net income basis
and taxed at the effective rate of 42.02 percent (inclu-
sive of surcharges). The amount paid to SP will be
able to be claimed as a deduction.

2. Indian tax treaty

The income earned by FCo from the sale of Product
will be taxable in India if the services provided by SP
give rise to a PE in India of FCo. To avoid PE expo-
sure, FCo will need to demonstrate that:
s the premises of SP are not at the disposal of FCo

and the business of FCo is not carried out through
such premises; and

s the services are provided by SP to FCo on a
principal-to-principal basis and SP is remunerated
on an arm’s length basis.

B. SP is a contract manufacturer in India hired by FCo to
manufacture Product in India for the Indian market.
Customers in India will deal only with FCo but SP will
ship Product directly to customers in India, pursuant to
FCo’s instructions

1. Indian domestic law

In this scenario, it is presumed that the transaction
will be carried out in the following two stages and the
tax implications have been analysed accordingly.

Stage 1: manufacture of Product by SP and sale to
FCo: since, at this stage, Product will be manufac-
tured by SP in India and sold to FCo in India, the
income earned by SP from the sale of Product will be
taxable in India.

The consideration to be paid by FCo to SP will be
determined based on a function, asset and risk analy-
sis of FCo and SP, as appropriate under a contract
manufacturer model. Generally, the remuneration of
the contract manufacturer is based on its cost plus
mark up, which is an arm’s length basis.

Stage 2: sale of Product to customers in India: once
Product is purchased from SP, it will be sold by FCo to
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customers in India. Product will be delivered by SP to
customers on behalf of FCo. Since the purchase and
sale of Product are effected in India, FCo may be said
to have a ‘‘business connection’’ in India. Therefore,
the income arising to FCo from the sale of Product
will be taxable in India to the extent it can be reason-
ably attributed to operations carried out in India.

The income will be computed on a net income basis
and taxed at the effective rate of 42.02 percent (includ-
ing surcharges).

2. Indian tax treaty

Under the provisions of an applicable tax treaty,
income arising from the sale of Product will be tax-
able in India if FCo has a PE in India and the income
earned from the sale of Product is attributable to such
PE.

a. Will SP (as a contract manufacturer) constitute a
permanent establishment of FCo in India?

The answer to this question will depend on an evalua-
tion of the facts with respect to the following activi-
ties:

manufacture and sale of Product: this activity may
not trigger PE exposure for FCo in India if FCo can
demonstrate that:

s SP does not constitute a dependent agent of FCo;

s services are provided by SP to FCo on a principal-
to-principal basis;

s the premises of SP are not at the disposal of FCo;
and

s SP runs the business of contract manufacturing on
its own and has its own independent Board of Di-
rectors that takes independent decisions regarding
the control and management of its affairs, without
influence/instructions from FCo; and
delivery of Product: it is not clear from the facts as

to the timing of: (1) the transfer of the title to Product
from SP to FCo and then from FCo to customers in
India; or (2) the delivery of Product by SP to custom-
ers in India.

It will have to be established whether SP is storing
products on behalf of FCo, from the time FCo takes
title to and delivery of Product until Product is sold
and delivered to customers in India. If Product is de-
livered by SP to the customers in India on behalf of
FCo without SP having stored it, then, arguably, there
should not be any PE exposure for FCo in India. Oth-
erwise, storage and delivery by SP may give rise to a
PE in India of FCo. In that event, the profits earned by
FCo from the sale of Product will be taxable in India
to the extent they are attributable to such PE.

b. Feasibility of business model

The proposed business model may not be feasible
from the perspective of Indian exchange control regu-
lations, which would require a customer in India to
furnish proof of import when making payment to FCo
for the purchase of Product. Since, in the present case,
Product is being manufactured in India and also deliv-
ered in India, the customer in India would face diffi-
culties when attempting to remit the purchase price.

c. Alternative model

In the context of the particular fact scenario, as an al-
ternative to the above model, FCo may consider ap-
pointing SP as a contract manufacturer-cum-
distributor of Product. Under this model, SP will have
to be compensated for both functions performed by it,
i.e., that of contract manufacturer and that of dis-
tributor. If the transaction between FCo and SP is on a
principal-to-principal basis and SP is remunerated on
an arm’s length basis, then no further profits can be at-
tributed to FCo in India. However, this model would
need to be evaluated in detail from an exchange con-
trol perspective based on the facts of the particular
case.

C. SP is hired by FCo to promote sales of Product
in India through marketing, exhibitionsand
meetings with potential customers. However, to
purchase Product, a customer will deal directly
with FCo

1. Indian domestic law

If SP is merely providing these services and is not en-
gaged in any other activity (negotiation, conclusion of
contracts) on behalf of FCo and, in addition, the rela-
tionship between SP and FCo is on a principal-to-
principal basis, then the rendering of the services by
SP to FCo should not create a business connection for
FCo in India.

However, SP would have to ensure that, while meet-
ing with potential customers in India, it does not
‘‘secure’’ or ‘‘solicit’’ orders for FCo in India. Other-
wise, SP’s activities in securing or soliciting orders
may create a business connection for FCo in India. If
there is a business connection, then the income attrib-
utable to the operations carried out in India will be
taxable in India in the hands of FCo.

2. Indian tax treaty

The same result will obtain as under II.C.1., above. It
should also be noted that the scope of the term ‘‘busi-
ness connection’’ under the Act is wider than the term
‘‘permanent establishment’’ under India’s tax treaties.
Accordingly, if the services provided by SP do not
create a business connection, then FCo may not have
any PE exposure in India.

Additionally, it is interesting to note that under
Indian law, decisions have been handed down18 re-
garding the situation in which a foreign corporation
has a liaison office (representative office) in India, in
which it has been held that if such an office is engaged
in liaising with customers/potential clients and gath-
ering market information and forwarding it to its
head office, such activities may be treated as prepara-
tory and auxiliary in nature and therefore cannot be
considered to give rise to a PE in India of the foreign
corporation. Accordingly, if the services provided by
SP to FCo are preparatory and auxiliary in nature, as
discussed above, then such services may not give
create PE exposure for FCo in India.
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III. Withholding and reporting obligations of FCo
with respect to its payment of compensation to SP

There is controversy as to whether a nonresident (i.e.,
FCo in the present case) is required to comply with
withholding tax obligations under the domestic tax
law of India when making a payment to a resident of
India (here, SP). It should also be noted that, in any
event, tax is required to be withheld only on certain
specified payments made to residents of India.

As regards the scenario in II.B., above, since the
payment made by FCo to SP will be for the purchase
of Product, this will not be subject to withholding tax.
However, as regards the scenarios in II.A. and C.,
above, the tax authorities may contend that the pay-
ment is subject to withholding tax.

In view of the onerous withholding tax obligations
and potential penalty consequences, it will be advis-
able for FCo to approach the tax authorities with a
view to obtaining the appropriate Withholding Tax
Order (which will specify the appropriate withholding
rate).Alternatively, SP can approach the tax authori-
ties for a determination of the withholding tax rate to
be applied by FCo.

If FCo. is required to withhold tax, then it will be re-
quired to obtain an income tax registration number
(Permanent Account Number) and a withholding tax
deduction account number (Tax Deduction Account
Number). It is not necessary to open a bank account
in India to obtain these registration numbers.
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Host Country
IRELAND
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A ssuming host country (HC) is Ireland, FCo, a
foreign corporation, is selling Product to cus-
tomers in Ireland and, prior to engaging ser-

vice provider (SP), has no employees, office or other
presence in Ireland. For both FC and Irish corpora-
tion tax purposes, FCo is treated as an FC corporation
and SP as an Irish corporation.

I. General principles of Irish corporation taxation
of a foreign corporation

A. Irish domestic law

1. In general

A company that is not resident in Ireland is not sub-
ject to corporation tax unless it carries on a trade in
Ireland through a branch or agency (Section 25 of the
Taxes Consolidation Act 1997). When a nonresident
company does in fact carry on a trade through an Irish
branch or agency, the chargeable profits of the com-
pany will be:
s any trading income arising directly or indirectly

through or from the branch or agency;
s any income from property or rights used by or held

by or for the branch or agency; and
s such chargeable gains as would normally be subject

to capital gains tax in the case of a nonresident
company.
Income from assets that were not used in or for the

purpose of the trade and are not used or held or ac-
quired for the purposes of the branch or agency is not
included in such chargeable profits.

A branch or agency is defined for Irish corporation
tax purposes as any factorship, agency, receivership,
branch or management. Revenue guidance links the
domestic definition of ‘‘branch’’ with the tax treaty
definition of a ‘‘permanent establishment’’ (PE), so
that where a company is resident in a country with
which Ireland has a tax treaty, the liability to corpora-
tion tax is restricted by reference to the tax treaty and
will in effect depend on whether the company carries
on a trade in Ireland through a PE. See I.B., below for
further detail.

In general, in order to determine whether an entity
resident in another country has a branch or agency in

Ireland, broadly one must look at whether the non-
resident entity has either a fixed place of business in
Ireland or a dependent agent, factor, manager or
branch operating in Ireland. Where a nonresident
company is not within the charge to Irish corporation
tax, it will continue to be within the charge to Irish
income tax in respect of income arising from Irish
sources (for example bank deposit interest, rental
income and income from certain contracts).

2. Determination if engaged in an Irish trade

Assuming a nonresident company has a branch or
agency in Ireland, it is necessary to establish whether
the company is carrying on a trade in Ireland through
that branch or agency.

A trade is defined as ‘‘every trade, manufacture, ad-
venture or concern in the nature of the trade.’’ Al-
though in the majority of cases, there will be little
difficulty in deciding whether a nonresident company
is trading in Ireland through a branch or agency, the
question nevertheless poses difficulties in many situa-
tions where the activities carried on in Ireland are not
the same as those carried on by the company as a
whole. For example, a nonresident manufacturing
company selling goods to customers in Ireland may
not carry out any manufacturing in Ireland, but may
have Irish-based employees or agents who initiate and
maintain contact with customers. The company may
have premises, whether owned or rented, at which its
goods are stocked and from where they are dispatched
to customers. The premises may include offices that
are used by the employees or agents to deal with tele-
phone enquiries and at which correspondence with
the head office and with customers and potential cus-
tomers is handled. Depending on all of the circum-
stances of the case, the company may or may not be
regarded as carrying on a trade in Ireland.

There is no specific guidance in Irish law or Rev-
enue guidance to determine whether a trade is actu-
ally carried on through a branch or agency. However,
there have been a number of U.K. cases that have con-
sidered the issue, which, although not binding on the
Irish authorities, are of a persuasive authority. In
these cases, the key question that was identified was
whether the nonresident company was trading in or
trading with the host country. If it was merely trading
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with the host country, there was no liability to corpo-
ration tax in that country.

Specifically, in FL Smidth & Co. v Greenwood, an
English employee at his London office discussed the
requirements of U.K. purchasers and reported to his
principal in Denmark. All contracts were negotiated
from, and were made in, Denmark. The Danish prin-
cipal was held not to be trading in the United King-
dom. In the course of his judgment, Atkin LJ said that,
although operations of importance took place in the
United Kingdom in that orders were solicited there
and the adaptation of the goods bought for the buyer’s
business was supervised there, there was no evidence
to support the view that the operations from which
the profits in substance arose took place other than in
Denmark. Therefore, the question is whether the op-
erations and activities of the company in the host
country are sufficient to lead to the conclusion that it
must be regarded as carrying on a trade in that coun-
try.

Based on the principals established in these U.K.
cases, a significant factor leading to the conclusion
that a nonresident company is trading in Ireland
through a branch is the presence of an employee or
agent or other representative in Ireland who has and
exercises authority to conclude contracts with cus-
tomers in the name of and on behalf of the company.

3. Imputation to a foreign corporation of the
activities of another person

a. Activities of an employee

Generally speaking, the activities of an employee of a
corporation are imputed to the corporation, assuming
the activities are performed by the employee within
the scope of his/her employment. Thus, if an em-
ployee of a foreign corporation is in Ireland carrying
on a trade or business on behalf of the foreign corpo-
ration, the foreign corporation will be considered to
be trading through a branch or agency in Ireland
(unless the activities of the employee are of an ancil-
lary or clerical character, or relate to the purchase of
goods for resale abroad). As mentioned above, in
order for an employee to be considered to be carrying
on a trade in Ireland through a branch or agency, the
employee should be carrying on his or her duties in
Ireland through a fixed place of business or have and
habitually exercise an authority to conclude contracts
in the name of the enterprise of which it is an em-
ployee.

b. Activities of an agent

An agent is a person who represents a corporation in
dealings with third parties. Whether or not the activi-
ties of the agent are imputed to the corporation de-
pends on whether the agent is considered a
‘‘dependent agent’’ or an ‘‘independent agent.’’ An ‘‘in-
dependent agent’’ is a general commission agent,
broker or other agent of an independent status (finan-
cial independence, for example, being a criterion)
acting in the ordinary course of his business in that
capacity and a ‘‘dependent agent’’ is an agent other
than an independent agent.

Where a person, other than an agent of independent
status, is acting on behalf of an enterprise and has,
and habitually exercises, in a country an authority to
conclude contracts in the name of the enterprise, that
enterprise shall be deemed to have a branch/agency in
that country in respect of any activities that person
undertakes for the enterprise. The term ‘‘person’’ com-
prises an individual, a company and any other body of
persons.

Whether a person is independent of the foreign
company for which he is acting depends on the facts
and circumstances in each case and the extent of the
obligations that the person has vis-à-vis the company.

(i) Activities of a dependent agent

The activities of a dependent agent are generally im-
puted to the corporation of which he is an agent. As
mentioned above, where a dependent agent is acting
on behalf of an enterprise and has, and habitually ex-
ercises, in a country an authority to conclude con-
tracts in the name of the enterprise, that enterprise
will be deemed to have a branch/agency in that coun-
try in respect of any activities that person undertakes
for the enterprise.

(ii) Activities of an independent agent

Generally, the activities of an independent agent are
not imputed to the corporation for which it is acting.
Detailed commentary in respect of ‘‘independent
agents’’ is provided in the Commentary on the OECD
Model Convention (see below).

c. Activities of a contract manufacturer

The activities of a contract manufacturer would gen-
erally not be imputed to a foreign corporation if the
contract manufacturer was considered an indepen-
dent third party and not an agent of the foreign corpo-
ration.

B. Irish tax treaty

1. In general

The concept of ‘‘permanent establishment’’ as defined
in Ireland’s tax treaties limits the charge to Irish cor-
poration tax for a non-Irish resident company.

In determining whether an enterprise of one Con-
tracting State has a PE in another Contracting State
one must look at the definition of a PE in the tax treaty
between those two States. As under Irish domestic
law, there are two separate conditions for a nonresi-
dent entity to be treated as having a PE in Ireland
under a tax treaty, i.e., either the entity must have a
fixed place of business in Ireland or it must have a de-
pendent agent operating in Ireland.

When dealing with PEs, most of Ireland’s tax trea-
ties broadly follow Article 5 of the OECD Model Con-
vention.

2. Fixed place of business in Ireland

The definition of a PE is set out in Article 5(1) of the
OECD Model Convention. Article 5(1) defines a PE as
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a fixed place of business through which the business
of an enterprise is wholly or partly carried on.

In particular, Article 5(2) notes that the term in-
cludes especially:
s a place of management;
s a branch;
s an office;
s a factory;
s a workshop;
s a mine, an oil or gas well, a quarry or any other

place of extraction of natural resources;
s an installation or structure used for the exploration

of natural resources; and
s a building site or construction or installation

project that lasts for more than 12 months.
Excluded from the definition are activities that, al-

though of a fixed nature, are of a preparatory or auxil-
iary character. An example of activities that would not
be treated as giving rise to a PE include the use of fa-
cilities for the storage, display or delivery of goods or
the maintenance of a fixed place of business solely for
the purpose of advertising, for the supply of informa-
tion, for scientific research or for similar activities
that have a preparatory and auxiliary nature.

Therefore, it follows from the definition outlined
above that a corporation must meet a number of con-
ditions in order to have a fixed place of business. A
nonresident corporation must meet all these condi-
tions in order to be treated as having a PE in Ireland
under the ‘‘fixed place of business’’ definition.

There must be a place of business such as facilities
or premises: the term ‘‘place of business’’ is used
broadly and covers any premises, facilities or installa-
tions used for carrying on the business of the enter-
prise, whether or not they are used exclusively for that
purpose. A place of business may also exist where an
enterprise simply has a certain amount of space at its
disposal. It is immaterial whether the premises, facili-
ties or installations are owned or rented by or are oth-
erwise at the disposal of the enterprise. The
Commentary on the OECD Model Convention states
that the place of business may be situated in the busi-
ness facilities of another enterprise, such as ‘‘may be
the case for instance where the foreign enterprise has
at its constant disposal certain premises or a part
thereof owned by the other enterprise.’’

The place of business must be fixed: to constitute a
PE, the place of business must be fixed to a particular
geographic location and have a certain degree of per-
manency, i.e., it must not be of a purely temporary
nature. Where the activities are of a recurrent nature
each period of time during which the place is used
needs to be considered in combination with the
number of times that the place is used (which may
extend over a number of years). However, paragraph
6.1 of the Commentary on Article 5 of the OECD
Model Convention notes that ‘‘where a place of busi-
ness is used for very short periods of time but such
usage takes place regularly over long periods of time,
the place of business should not be considered to be of
a purely temporary nature.’’ Therefore, when a place
of business is used for a very short period of time it
must be used regularly in order to be deemed perma-
nent.

The business of the enterprise must be carried on
through this fixed place of business: for a place of

business to constitute a PE, the enterprise using it
must carry on its business wholly or partly through it.
The activities carried out need not be of a productive
character, although they should not be purely of a pre-
paratory or auxiliary nature. The Commentary on the
OECD Model Convention makes it clear that manag-
ing an enterprise, or part of an enterprise or group,
cannot be regarded as a preparatory or auxiliary activ-
ity.

3. Determination if engaged in an Irish trade or
business

Generally speaking, whether a foreign corporation is
considered engaged in an Irish trade or business is de-
termined under domestic law. There are no specific
treaty rules.

4. Imputation to a foreign corporation of the
permanent establishment created by a person
acting for the foreign corporation

a. Permanent establishment by virtue of activities of an
employee

Under domestic law, the activities of an employee in
Ireland of a foreign corporation generally give rise to
a branch or agency of the foreign corporation in Ire-
land. Where a tax treaty applies in these circum-
stances, the Irish tax charge is limited by reference to
the specific treaty provisions.

b. Permanent establishment by virtue of activities of an
agent

Article 5(5) of the OECD Model Convention provides
that where a person, other than an agent of indepen-
dent status, is acting on behalf of an enterprise and
has, and habitually exercises, in a Contracting State
an authority to conclude contracts in the name of the
enterprise, that enterprise will be deemed to have a PE
in that State in respect of any activities that person
undertakes for the enterprise. The term ‘‘person’’ com-
prises an individual, a company and any other body of
persons. This is an alternate and separate test to the
fixed place of business provisions outlined above.

Whether a person is independent of the foreign
company for which it is acting as an agent depends on
the facts and circumstances in each case and the
extent of the obligations that the person has vis-à-vis
the company. The Commentary on the OECD Model
Convention states that, where the person’s commer-
cial activities for the enterprise are subject to detailed
instructions or to comprehensive control by it, the
person cannot be regarded as independent of the en-
terprise. The Commentary also lists a number of
issues that would indicate whether or not an agent is
independent. These issues include: who is bearing the
entrepreneurial risk? Does the agent have a special
skill or knowledge that the foreign entity is relying on?
Does the agent seek approval from the foreign entity
for the manner in which the agent’s business is to be
conducted. The fact that an agent is acting only for
one company and is financially dependent on one
company would also indicate dependence.
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An agent must also have the authority to conclude
contracts in the name of the enterprise it represents if
that enterprise is to be treated as having a PE in Ire-
land. Whether an agent has such authority is a ques-
tion of fact that will be decided on the basis of the
relevant circumstances. In addition, a person must
also habitually exercise that authority. For example,
when an Irish-based agent has the authority to negoti-
ate all elements of a contract in a way that is binding
on the enterprise he represents, the agent is regarded
as exercising his authority in Ireland even if the con-
tract is passed back to the foreign jurisdiction for
formal signature. The Commentary on the OECD
Model Convention also states that, for a PE to exist, a
person must make use of this authority repeatedly and
not merely in isolated cases. In addition, the mere fact
that a person has attended or even participated in ne-
gotiations in a State between an enterprise and a
client will not be sufficient by itself to conclude that
the person has exercised in that State an authority to
conclude contracts in the name of the enterprise.

Further to the 2002 decision of the Italian Supreme
Court in the Philip Morris case, in which the Italian
Court found, based on its interpretation of the Com-
mentary on the OECD Model Convention, that an Ital-
ian subsidiary could create a PE of each of its group
companies worldwide, the OECD definition of the
term ‘‘permanent establishment’’ in the instance of a
parent-subsidiary relationship was amended to state
that ‘‘any space or premises belonging to the subsid-
iary that is at the disposal of the parent company. . .
and that constitutes a fixed place of business through
which the parent carries on its own business will con-
stitute a permanent establishment of the parent-
. . . .The same principles apply to any company
forming part of a multinational group so that such a
company may be found to have a permanent estab-
lishment in a State where it has at its disposal and
uses premises belonging to another company of the
group or if the latter company acts on its behalf.’’

This suggests that if a foreign entity has space avail-
able in the premises in Ireland and it carries on its
business through that place, then a PE may exist,
unless the activities are of a preparatory or auxiliary
character. It also confirms that it is possible for a for-
eign subsidiary to act as a dependent agent.

(i) Dependent agent

Based on the OECD Model Convention and the Com-
mentary thereon, as outlined above, where a depen-
dent agent is acting on behalf of an enterprise and has,
and habitually exercises, in a Contracting State an au-
thority to conclude contracts in the name of the enter-
prise, that enterprise will be deemed to have a PE in
that State in respect of any activities that that person
undertakes for the enterprise.

(ii) Independent agent

Under the Commentary on the OECD Model Conven-
tion, an independent agent will be:

s independent of the enterprise it represents both le-
gally and economically; and

s acting in the ordinary course of his business when
acting on behalf of the enterprise.

The OECD Model Convention provides that where a
foreign company carries on business dealings through
a broker, general commission agent or any other agent
of independent status, it cannot be taxed in the host
country in respect of those dealings if the agent is
acting in the ordinary course of his business.

c. Permanent establishment by virtue of activities of a
contract manufacturer

Article 5 (Permanent Establishment) of a tax treaty
(that follows the OECD Model Convention) would
apply in determining whether a contract manufac-
turer constituted a PE of a foreign corporation. Under
Article 5, the activities of a contract manufacturer
would not give rise to a PE of the foreign corporation
for which it was performing contract manufacturing
activities if the contract manufacturer was a third
party manufacturer and not an agent of the foreign
corporation.

C. Significance if SP is related or is instead an
individual

Under both Irish tax legislation and an Irish tax treaty,
in theory it is irrelevant whether SP is related to FCo
when determining if SP would create a branch/agency
or PE of FCo. However, should SP be related to FCo, a
transfer pricing issue might be involved. Transfer pric-
ing was introduced into Irish legislation and came
into effect for accounting periods commencing on or
after January 1, 2011. Where the transfer pricing rules
are applicable to arrangements between related com-
panies that are not at arm’s length, the legislation op-
erates by increasing understated trading receipts
and/or reducing overstated trading expenses based on
an arm’s length amount. These rules will not, however,
increase an expense or reduce income.

If SP were an individual, then the issue would arise
as to whether SP was in fact an independent contrac-
tor for FCo or in substance an employee of FCo. If he
were an employee, then, as noted above, his activities
may be imputed to FCo, with the result that FCo could
have Irish employer withholding tax obligations.

II. Application of general principles to specific fact
scenarios

In all of the specific fact scenarios, it is assumed that
FCo is not sending any employees to Ireland to meet
with SP and/or supervise its work for FCo. However, if
FCo were doing so, then FCo might be considered en-
gaged in an Irish trade or business by virtue of that
fact.

A. SP is hired by FCo: (1) to help customers in Ireland
set up Product and get it operational; and (2) to perform
warranty services with respect to Product

1. Irish domestic law

Assuming that SP is an independent third party ser-
vice provider, it would not be deemed a ‘‘dependent
agent’’ of FCo. Therefore, its activities should not be
imputed to FCo. On this basis, FCo should not be con-
sidered engaged in an Irish trade or business.
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2. Irish tax treaty

The same result would obtain if an Irish tax treaty ap-
plied.

B. SP is a contract manufacturer in Ireland hired by FCo
to manufacture Product in Ireland for the Irish market.
Customers in Ireland will deal only with FCo but SP will
ship Product directly to customers in Ireland, pursuant
to FCo’s instructions

1. Irish domestic law

Assuming that SP is a third party independent com-
pany, as long as SP is not an agent of FCo, its activities
should not be imputed to FCo.

2. Irish tax treaty

Under an applicable Irish tax treaty, SP’s activities
would not create a PE for FCo because SP is not an
agent of FCo (it cannot conclude contracts of behalf of
FCo). Thus, since FCo would not have a PE in Ireland,
it would not have a PE, trade or business and thus its
income from the sale of Product produced by SP
would not be subject to Irish corporation tax.

C. SP is hired by FCo to promote sales of Product in
Ireland through marketing, exhibitions and meetings
with potential customers. However, to purchase Product,
a customer will deal directly with FCo

1. Irish domestic law

Again, it is assumed that SP is an independent third
party service provider and would therefore not be

deemed a ‘‘dependent agent’’ of FCo. Further to this,

although SP is hired to promote sales of FCo product,

it is understood that SP cannot conclude contracts of

behalf of FCo and therefore its activities should not be

imputed to FCo. Thus, FCo should not be considered

engaged in an Irish trade or business.

2. Irish tax treaty

The same result would obtain if an Irish tax treaty ap-

plied.

III. Withholding and reporting obligations of FCo
with respect to its payment of compensation to SP

1. Irish domestic law

Since SP is an Irish corporation, FCo has no withhold-

ing or reporting obligations with respect to its pay-

ment of compensation to SP. It also has no obligation

to obtain an Irish tax reference number and no obliga-

tion to have a bank account in Ireland.

2. Irish tax treaty

The same result would obtain if an Irish tax treaty ap-

plied.
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1. General principles of Italian taxation of foreign
corporations

A. The concept of permanent establishment

U nder Italian tax law, business income earned
by a foreign person may be subject to tax in
Italy only if it is earned through an Italian

permanent establishment (PE) of that person.1 This is
also the position under the tax treaties concluded by
Italy, which normally follow the OECD Model Con-
vention.
The definition of ‘‘permanent establishment’’ con-
tained in the domestic legislation2 generally follows
Article 5 of the OECD Model Convention, subject to
the following deviations (as to agency PEs):
s computers and auxiliary equipment for the collec-

tion of information and the transmission of data for
the sale of goods or services will not of themselves
constitute PEs;

s an entity (other than a broker, commission agent or
any other independent agent acting in the ordinary
course of his business) that habitually concludes
contracts in the name of a nonresident will consti-
tute a PE of the nonresident, unless the agent’s ac-
tivity is limited to the purchasing of goods; and

s maritime trade agents or trade brokers entitled to
manage vessels of nonresidents will not of them-
selves constitute PEs.
The deviation from the OECD Model Convention in

relation to the activities that, when exercised by a de-
pendent agent, would not constitute a PE (i.e., activi-
ties that are limited to the purchasing of goods)
reflects consistent Italian tax treaty practice.

However, the notion of a ‘‘permanent establish-
ment’’ in Italy tends to be significantly wider as a con-
sequence of case law of the Italian Supreme Court.3 In
particular, the Supreme Court has held that:
s an Italian company can be the PE of a group of

companies (i.e., evidence regarding one entity can
be used to claim the existence of a PE also for other
foreign affiliates);

s the monitoring by an Italian subsidiary of the
proper execution by the Italian unrelated counter-
part of a contract with a foreign company in the
group of which the Italian subsidiary is a member
cannot, in principle, be deemed an ‘‘auxiliary’’ activ-

ity within the meaning of Article 5(4) of the OECD
Model Convention;

s the ‘‘power to conclude contracts’’ may exist even if
representatives of an Italian subsidiary do not ac-
tively take part in, but are simply physically present
at, the negotiations between the representatives of
the foreign affiliate company and their Italian coun-
terparts;

s the entrusting by a group (or by affiliates belonging
to the group) of business functions (‘‘management’’)
to a ‘‘national structure,’’ even if this is limited to
transactions in certain areas, makes that structure
amount to a permanent (fixed) establishment of a
foreign company; and

s the determination of whether a PE exists, including
the evaluation of dependent status and the power to
conclude contracts, must be made according to
substance and not according to form.
As a response to the position taken by the Italian Su-

preme Court, the OECD amended the Commentary on
Article 5 of the Model Convention (published on April
12, 2004). However, Italy has made observations on
the paragraphs of the Commentary concerned, stating
that Italian jurisprudence cannot be ignored in the in-
terpretation of cases falling thereunder and, in this
context, a subsequent decision of the Italian Supreme
Court4 stated that, because of the observations ad-
vanced by the Italian government, no decisive rel-
evance may be attributed to these passages in the
Commentary. While the case law of the Supreme
Court (or any other court) does not constitute legally
binding precedent under the Italian legal system (even
for purposes of subsequent court decisions), it has a
very persuasive influence on the interpretation
adopted by the Italian tax authorities when conduct-
ing tax audits.

Since the Supreme Court’s decision, the concept of
‘‘permanent establishment’’ as developed by that
Court has been consistently applied by the Italian tax
authorities and Italian judges, even if some lower
courts have shown sufficient independence to take an
approach that is (correctly, in the author’s opinion)
more in line with the Commentary on the OECD
Model Convention.5 More recently, the Supreme
Court reiterated its position in the case of an agent
(that was not regarded as ‘‘independent,’’ although it
was a third party) that was to act under the strict in-
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structions of its foreign principal.6 In its decision, the
Court restated its position that ‘‘participation in the
negotiation and the authority to conclude contracts
are equally relevant’’ to the existence of a PE. That
being said, an independent agent should not consti-
tute a PE of its foreign principal, either under the do-
mestic law definition of a PE or under the tax treaties
concluded by Italy. The concept of ‘‘independence’’ has
not been developed significantly, as most of the case
law on the matter has evolved in cases where there
was a strong interdependence between the alleged
Italian agent and the foreign principal (because, for
example, they both belonged to the same group and
the Italian agent was transacting solely for other affili-
ates). Hence, it should in principle be concluded that
an independent agent ought not to constitute a PE of
its foreign principal, though it is reasonable to assume
that the concept of ‘‘independence’’ should be inter-
preted quite narrowly, applying the same metrics as
those applied in and subsequent to the Philip Morris
case.

B. Taxation of an Italian permanent establishment

Where a foreign company is acting in Italy through a
local PE, the PE will be subject to corporation tax at
the rate of 27.5 percent on the profits attributable to
its activities and to a 3.9 percent (increased locally up
to 4.82 percent) regional tax on, essentially, the profits
as computed without deducting interest expenses and
90 percent of labor costs. Italian domestic law pro-
vides for a full force of attraction principle where
there is an Italian PE. Thus, where a nonresident tax-
payer with a PE in Italy has other Italian-source items
of income that are not derived through the PE, the
other items of income will also be attributed to the PE
and taxed accordingly, unless they are subject to a
final withholding tax or substitute tax in Italy. This
principle is always superseded by an applicable tax
treaty that contains a standard Business Profits article
along the lines of Article 7 of the OECD Model Con-
vention. Thus, where there is an applicable treaty,
‘‘there shall [. . .] be attributed to [a] permanent estab-
lishment the profits which it might be expected to
make if it were a distinct and separate enterprise en-
gaged in the same or similar activities under the same
or similar conditions and dealing wholly indepen-
dently with the enterprise of which it is a permanent
establishment.’’ Such profits would be determined by
applying (OECD-type) transfer pricing standards, due
regard being had to the activity actually carried on by
the PE. More generally, the PE would be subject to the
same tax compliance procedures as apply to Italian
corporations. On the other hand, should the Italian
tax authorities allege the existence of a ‘‘disguised’’ PE,
as a matter of practice they would normally impute to
the PE all gross proceeds realised in Italy by the for-
eign corporation. The burden of proof would then lie
with the foreign corporation to demonstrate that: (1)
not all the gross proceeds were attributable to the PE;
and/or (2) costs should be allocated to the PE to arrive
at a net profit basis.

Interestingly, a lower court has taken the position
that where a dependent agent earns an arm’s length
profit, there is no point in alleging the existence of an
Italian PE of the foreign principal, since the relevant

income would be reduced to zero by the deduction of
the arm’s-length commission due to the agent.7 While
this conclusion cannot be taken as a general principle,
it would certainly bring the overall Italian treatment
of an agency PE closer to international standards.

Conversely, the Italian Supreme Court handed
down a (highly questionable and much criticised) de-
cision8 in which it took the position that a company
whose activity was deemed to constitute an (agency)
PE of a foreign company was itself liable as a taxpayer
to report and have taxed in its hands the income at-
tributable to the alleged PE. In other words, the agent
was deemed to be responsible, through its own tax
return as opposed to a separate tax return of the for-
eign taxpayer, for reporting and having taxed the
income attributable to the foreign taxpayer that was
deemed to have a PE in Italy.

II. Application of general principles to specific fact
scenarios

By way of a preliminary remark, it can be stated that
the analysis provided in connection with the various
scenarios would be the same both under domestic law
and under an applicable Italian tax treaty. The main
concepts contributing to the definition of a PE are the
same under domestic law and Italy’s tax treaties and
are interpreted consistently by the Italian tax courts
(and tax authorities). Moreover, the same conclusions
would be drawn both where SP was an individual and
where SP was an entity, although in the latter case it is
reasonable to expect that the entity would have an or-
ganisational structure that might be more likely to
give rise to a PE than would an individual.

Moreover, the mere use of an Italian service pro-
vider by a foreign company would not create a suffi-
cient nexus to make the foreign company taxable in
Italy on its business profits. As pointed out, the rel-
evant threshold is the existence of a PE and the mere
appointment of a service provider would not, in
normal circumstances, give rise to an Italian PE of the
foreign principal. However, in determining whether
FCo should be deemed to have a PE in Italy, all its ac-
tivities conducted directly or indirectly in Italy, and
not only those conducted through SP, would have to
be taken into account.9

A. SP is hired by FCo: (1) to help customers in Italy set
up Product and get it operational; and (2) to perform
warranty services with respect to Product

In principle, the activities of SP in Italy would not, per
se, give rise to a PE in Italy of FCo. However, all the
facts and circumstances would have to be taken into
consideration. For example, the following would sig-
nificantly increase the likelihood that the activities of
SP would be regarded as constituting a PE:

if SP is wholly dependent on FCo and acts strictly
under the instructions, supervision and control of
FCo, i.e., it acts as a de facto branch; or

if the Product sold by FCo is fairly standard, instal-
lation and customer care being the really distinctive
factors and contributing significantly to the value of
Product.
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In the absence of a PE, FCo would not be subject to
tax in Italy and would not have any tax obligation to-
wards the Italian tax authorities.

B. SP is a contract manufacturer in Italy hired by FCo to
manufacture Product in Italy for the Italian
market.Customers in Italy will deal only with FCo but SP
will ship Product directly to customers in Italy, pursuant
to FCo’s instructions

In this scenario, too, the activities of SP should not in
principle give rise to an Italian PE of FCo, provided
SP’s activities are mere ‘‘plant’’ and forwarding agent
activities, i.e.: (1) SP manufactures solely based on the
orders of FCo, without any direct or indirect exposure
to FCo’s local customers,; and (2) SP’s forwarding ac-
tivities do not go beyond those that would be per-
formed by a third party forwarding agent, without
ever resulting in commercial interaction of any kind
between SP and local customers.

The risk of SP constituting a PE of FCo would also
depend on whether SP was an independent manufac-
turer, both legally and economically. Were SP to be
such an independent manufacturer, it would in all
likelihood not constitute a PE of FCo, so that FCo
would not be subject to tax in Italy on any income gen-
erated by FCo from sales to Italian customers. How-
ever, were SP to manufacture under the control and
instructions of FCo, possibly using materials provided
by FCo, it might be regarded as a ‘‘plant’’ of FCo and
FCo might be deemed to have control over the busi-
ness of SP, which would be deemed to constitute a
branch of FCo, thus giving rise to a PE.

Moreover, even if SP is not acting under the control
and instructions of FCo but its sole responsibility is
the manufacture of Product that is expressly destined
for the Italian market, it would have to be ascertained
whether such a ‘‘specialty’’ role did not in fact expand
into areas not strictly related to pure manufacturing
but closer to a commercial function, in which case SP
would in all likelihood constitute a PE of FCo. Were
SP to constitute a PE of FCo because of its perfor-
mance of functions that go (even only a little) beyond
those of a pure manufacturer and into the commercial
domain, it seems reasonable to conclude that the rel-
evant income attributable to the PE would be the
entire income from these transactions, net of any re-
muneration paid for the functions performed by FCo
outside Italy.

C. SP is hired by FCo to promote sales of Product in Italy
through marketing, exhibitions and meetings with
potential customers. However, to purchase Product, a
customer will deal directly with FCo

In this scenario, SP would normally be regarded as
constituting an agency PE in Italy of FCo. Despite the
fact that the final dealings between the customer and
FCo would in principle take place without the inter-
vention of SP, the intervention of SP in the commer-
cial chain would in all likelihood constitute the
‘‘authority to conclude contracts’’ as interpreted by the
Italian Supreme Court in the Philip Morris case. In
these circumstances, FCo would do better to acknowl-
edge the existence of a PE and determine the profits
attributable to the PE based on a transfer pricing
study. Failure to do so would expose FCo to a signifi-
cant risk that the income attributed to the PE by the
Italian tax authorities would be equal to the gross pro-
ceeds realised on every transaction with any nexus
whatsoever with Italy.

III. Withholding and reporting obligations of FCo
with respect to its payment of compensation to SP

Should the activity of SP not give rise to an Italian PE
of its foreign principal, FCo, FCo would not normally
have to comply with any Italian tax requirements.
More particularly, FCo would neither have to with-
hold taxes nor obtain an Italian tax identification
number. Moreover, FCo would not need an Italian
bank account to be able to make payments to SP.

NOTES
1 Presidential Decree 917 of Dec. 22, 1986 (ITA), Art.
23(1)(e).
2 ITA, Art. 162.
3 Philip Morris case; decisions of March 7, 2002, No. 3368;
May 25, 2002, No. 7682; and July 25 2002, No. 10925)
4 Decision of July 28, 2006, No. 17206.
5 In particular, the Regional Tax Court of Lombardy in
Decision No. 37 of March 31, 2011, concluded that the
circumstance that the personnel of an Italian company
took part in negotiations with the customers of a foreign
company did not give rise to an Italian PE of the foreign
company because the personnel lacked the authority to
conclude contracts, since the participation of the Italian
executives was not ‘‘decisive’’ to the finalisation of the ne-
gotiations.
6 Decision No. 8488 of April 9, 2010.
7 Provincial Court of Rimini, Decision No. 26 of March
28, 2008.
8 Decision No. 16106 of July 22, 2011.
9 This principle was confirmed by the Supreme Court in
Decision No. 20597 of June 15, 2011.
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I. General principles of Japanese corporate income
taxation of a foreign corporation

A. Japanese domestic law

1. General rules on corporate taxation of a
foreign corporation

U nder the Corporate Tax Act of Japan (CTA), a
foreign corporation that has a ‘‘permanent
establishment’’ (PE) in Japan is generally re-

quired to pay Japanese corporate tax on all types of
Japanese-source income, as set forth in Article 138 of
the CTA, including income derived from a business
conducted in Japan.1 Such a foreign corporation is
taxed at the normal corporate tax rate of 25.5 per-
cent.2 On the other hand, a foreign corporation with
no PE in Japan is only subject to Japanese corporate
tax on very limited types of Japanese-source income,
such as income derived from the alienation of real
estate located in Japan,3 and is not subject to corpo-
rate tax on income derived from a business conducted
in Japan.

2. Income derived from business conducted in
Japan

With respect to the sale of goods and products and
other inventory assets, for a foreign corporation con-
ducting its business both in and outside Japan, in
principle, the scope of income considered to be de-
rived from business conducted in Japan would be de-
termined pursuant to the following criteria:

if the foreign corporation merely purchases the
goods, products or other inventory assets outside
Japan and then sells them in Japan without conduct-
ing any acts aimed at adding value to them outside
Japan, all income arising from such a sale in Japan
would be treated as income derived from business
conducted in Japan;4 or

if the foreign corporation manufactures the goods,
products or other inventory assets outside Japan and
sells them in Japan, income derived from such sales
would be allocated between that derived from busi-
ness conducted in Japan and that derived from busi-
ness conducted outside Japan, just as if the foreign

corporation were to sell the goods, etc. to a third party
in Japan at an arm’s length price and the third party
were to sell them outside Japan.5

If any of the following requirements were met, the
sale of goods, products or inventory assets would be
considered to have been made in Japan.6

immediately prior to delivery to the purchaser, the
goods, products or inventory assets to be delivered
were located in Japan or managed through a business
conducted in Japan by a foreign corporation that was
the seller of the goods, etc. (the word ‘‘business’’ in this
context means a foreign corporation’s business car-
ried on through its PE, as discussed in I.A.3., below);

a contract for the sale was concluded in Japan; or
an essential part of the receipt of an order, negotia-

tion or any other act relating to the conclusion of the
sale contract was conducted in Japan.

3. Permanent establishment

A foreign corporation is regarded as having a PE in
Japan where it:

has a branch office, factory, mine or some other
fixed place of business situated in Japan7 (the term
‘‘fixed place of business’’ does not include any facilities
established solely for purchasing or storing goods, or
solely for advertising, supplying information, con-
ducting research or other such activities of an auxil-
iary nature);8

carries on construction, installation or any other
work, or provides services for directing and supervis-
ing such work in Japan for more than one year;9 or

has in Japan a person10 that: (1) has, and habitually
exercises, the authority to conclude contracts on
behalf of the foreign corporation unless the activities
of the person are limited exclusively to the purchase of
goods (‘‘habitual agent’’11); (2) habitually maintains a
stock of goods on behalf of the foreign corporation for
responding to ordinary requests from customers and
delivers goods to customers at their request (‘‘order
filling agent’’); or (3) habitually conducts important
activities for securing orders, such as negotiating with
customers solely or mainly on behalf of the foreign
corporation (‘‘order securing agent’’).12

With respect to the last bullet above, if the person is
an independent agent, the foreign corporation will not
be regarded as having a PE in Japan.13 This rule was
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introduced by the 2008 tax reform and has been ap-
plied in a manner that is basically consistent with the
relevant part of the commentaries to the OECD Model
Tax Convention on Income and on Capital (the ‘‘OECD
Model Convention’’). If all of the following require-
ments are met, the person will come within the scope
of an independent agent:14

s the person is legally independent of the foreign cor-
poration (‘‘legal independence’’);

s the person is economically independent of the for-
eign corporation (‘‘economic independence’’); and

s the person is acting in the ordinary course of its
business when acting on behalf of the foreign cor-
poration (‘‘ordinary course of business’’).
With respect to legal independence, if the person’s

commercial activities for the foreign corporation are
subject to detailed instructions or to comprehensive
control by the foreign corporation, the person cannot
be regarded as independent of the foreign corpora-
tion. In addition, if the person does not have sufficient
discretion to act as an agent, the person cannot be re-
garded as independent of the foreign corporation. In
determining legal independence, the control that a
parent company exercises over its subsidiary in its ca-
pacity as a shareholder is not relevant in considering
the independence of a subsidiary acting as an agent
for its parent company. The fact of it being a subsid-
iary company does not, of itself, preclude the subsid-
iary from being independent of its parent company.
Even the fact that the trade or business carried on by
the subsidiary is managed by the parent company
does not preclude the subsidiary from being indepen-
dent.

With respect to economic independence, if the
person bears the entrepreneurial risk associated with
the business and receives remuneration by virtue of
the use of his entrepreneurial skills and knowledge,
the person can be regarded as independent of the for-
eign corporation. Another factor to be considered is
the number of principals represented by the agent, it
being important that the income of the agent does not
wholly depend on a single principal. For example, in-
dependent status is less likely to be accepted if the ac-
tivities of the agent are performed wholly or almost
wholly on behalf of only one principal over the life-
time of the business or a long period of time. However,
this fact is not by itself determinative. All the facts and
circumstances must be taken into account in deter-
mining whether the agent’s activities constitute an au-
tonomous business conducted by him.

With respect to the ordinary course of business, an
agent cannot be said to act in the ordinary course of
his business if he performs activities that, economi-
cally, belong to the scope of his principal’s business
operations rather than to his own business opera-
tions. In deciding whether particular activities fall
within the ordinary course of business of an agent,
one would have to examine the business activities that
the person customarily carries on when acting as an
agent.

4. Entire income principle

Under Article 141 of the CTA, unless a tax treaty ap-
plies, a foreign corporation that has a PE in Japan is
generally required to pay Japanese corporate tax on

income derived from all business it conducts in Japan
(not only on income attributable to the PE).15 This is
called the ‘‘entire income principle.’’

B. Japanese income tax treaty

1. Scope of permanent establishment in Japan

Although Japan’s tax treaties vary a fair amount in
their content, they are fairly uniform with respect to
business income issues (including PE issues) and
their provisions do not diverge radically from the pro-
visions of the Japan-United States tax treaty. Thus, for
purposes of the discussion here, the focus will be on
the provisions of the Japan-United States treaty.

Article 5 of the Japan-United States tax treaty essen-
tially provides the same rules for determining whether
a foreign corporation has a PE in Japan as Japanese
domestic law. However, Article 5 of the Japan-United
States treaty limits the scope of agent-type PEs to ‘‘ha-
bitual agents’’ and excludes the other categories of
agent-type PEs. Thus, even if a U.S. corporation were
to have an order filling agent or an order securing
agent in Japan, the U.S. corporation would not be
considered to have a PE in Japan under the Japan-
United States treaty. It should be noted that although
most of the tax treaties to which Japan is a party also
limit the scope of agent-type PEs to ‘‘habitual agents’’
and exclude other categories of agent-type PEs, some
of these treaties treat an order filling agent and/or an
order securing agent as a PE.16

Further, as is the case under Japanese domestic law,
under Article 5(6) of the Japan-United States tax
treaty, a U.S. corporation is not deemed to have a PE
in Japan merely because it carries on business in
Japan through an independent agent. According to
the Technical Explanation of the Japan-United States
treaty, the application of this provision is basically the
same as that of the equivalent provision in Japanese
domestic law.17

2.Attributable income principle

Article 7 of the Japan-United States tax treaty provides
rules for the taxation by a Contracting State of the
profits of an enterprise of the other Contracting State.
Although the Japan-United States treaty does not in-
clude a definition of the term ‘‘profits,’’ the term is gen-
erally intended to have the same meaning as the term
‘‘income derived from business.’’ Article 7(1) provides
that ‘‘the profits of the enterprise may be taxed in that
other Contracting State but only so much of them as
is attributable to the permanent establishment.’’ This
rule overrides the entire income principle stipulated
in Japanese domestic law, so that Japan is not able to
tax business income of a foreign corporation that is
not attributable to a PE.

C. Significance if the service provider is related to the
foreign company or is an individual instead of a
corporation

In determining whether a service provider is to be
considered an agent-type PE of a foreign corporation,
any fact indicating that the service provider is related
to the foreign corporation may be considered one of
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the factors pointing towards the conclusion that the
service provider habitually provides its services on
behalf of the foreign corporation. With respect to de-
termining whether a service provider is an indepen-
dent agent of a foreign corporation, as noted in I.A.3.,
above, the fact that the agent is related to its principal
is not, per se, a decisive factor for determining that the
principal has a PE in Japan.

If the service provider were an individual, the issue
would arise as to whether the service provider was in
fact an independent contractor for FCo or in sub-
stance an employee of FCo. If he were an employee, it
would be difficult for the service provider to be con-
sidered an independent agent.

II. Application of general principles to specific fact
scenarios

A.SP is hired by FCo: (1) to help customers in Japan set
up Product and get it operational; and (2) to perform
warranty services with respect toProduct

1. Japanese domestic law

Based on the assumption that customers in Japan use
communication tools (such as phones and computers)
located in Japan when dealing with FCo, it will be con-
sidered that an essential part of the receipt of an order,
negotiation or any other act used for concluding con-
tracts for sales of Product has been conducted in
Japan and, therefore, FCo will have income derived
from a business conducted in Japan. However, since
SP does not fall within the category of a habitual
agent, an order filling agent or an order securing agent
under the CTA, FCo would not be considered to have a
PE in Japan.

Based on the above, FCo will not subject to corpo-
rate tax on its income derived from the sale of Product
to customers in Japan.

2. Japanese tax treaty

The same result would obtain if a Japanese tax treaty
were to apply.

B. SP is a contract manufacturer in Japan hired by FCo to
manufacture Product in Japan for the Japanese market.
Customers in Japan will deal only with FCo but SP will
shipProduct directly to customers in Japan, pursuant
to FCo’s instructions

1. Japanese domestic law

Based on the assumption that customers in Japan use
communication tools (such as phones and computers)
located in Japan when dealing with FCo, it will be con-
sidered that an essential part of the receipt of an order,
negotiation or any other act used for concluding con-
tracts for sales of Product has been conducted in
Japan and, therefore, FCo will have income derived
from a business conducted in Japan.

Since SP manufactures Product and ships Product
pursuant to FCo’s instructions, it would appear that
SP habitually maintains a stock of goods on behalf of
FCo for responding to ordinary requests from custom-

ers and delivering goods to customers at their request.
Thus, SP would be considered to be an order filling
agent and, therefore, FCo would be considered to have
a PE in Japan unless SP were regarded as an indepen-
dent agent. As discussed in I.A.3., above, whether an
agent is to be regarded as an independent agent is
highly dependent on the facts and circumstances of
the particular situation. If SP does not satisfy all of the
requirements noted in I.A.3., above (i.e., the legal in-
dependence, economic independence and ordinary
course of business requirements), SP will not be re-
garded as an independent agent.18

If SP is considered to be an order filling agent and
not an independent agent, FCo would be considered
to have a PE in Japan and, therefore, FCo would be
subject to Japanese corporate tax on its income de-
rived from sales of Product to customers in Japan, ir-
respective of whether such income was attributable to
the PE.

2. Japanese tax treaty

Even if SP is considered to be an order filling agent
and not an independent agent under the CTA, SP will
not be considered to constitute a PE under the Japan-
United States tax treaty, since that treaty limits the
scope of agent-type PEs to ‘‘habitual agents’’ and ex-
cludes other categories of agent-type PEs. Thus, FCo
would not be considered to have a PE in Japan and,
therefore, would not be subject to Japanese corporate
tax on its income derived from sales of Product to cus-
tomers in Japan.

On the other hand, if the applicable tax treaty were
to treat an order filling agent as a PE, the same result
would obtain as if Japanese domestic law applied,
except that the entire income principle would be re-
placed by the attributable income principle.

C. SP is hired by FCo to promote sales of Product in
Japan through marketing, exhibitions and meetings with
potential customers. However, to purchase Product, a
customer will deal directly with FCo

1. Japanese domestic law

Based on the assumption that customers in Japan use
communication tools (such as phones and computers)
located in Japan when dealing with FCo, it will be con-
sidered that an essential part of the receipt of an order,
negotiation or any other act used for concluding con-
tracts for sales of Product has been conducted in
Japan and, therefore, FCo will have income derived
from a business conducted in Japan.

Since SP promotes sales of Product in Japan
through meetings with potential customers, it would
appear that SP habitually conducts important activi-
ties for securing orders, such as negotiating with cus-
tomers on behalf of FCo. Thus, SP would be
considered to be an order securing agent. If SP were
considered to be an order securing agent, FCo would
be considered to have a PE in Japan unless SP were re-
garded as an independent agent. As discussed in
I.A.3., above, whether an agent is regarded as an inde-
pendent agent is highly dependent on the facts and
circumstances of the particular situation. If SP does
not satisfy all of the requirements noted in I.A.3.,
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above (i.e., the legal independence, economic inde-
pendence and ordinary course of business require-
ments), SP will not be regarded as an independent
agent.19

If SP is considered to be an order securing agent
and not an independent agent, FCo would be consid-
ered to have a PE in Japan and, therefore, FCo would
be subject to Japanese corporate tax on its income de-
rived from sales of Product to customers in Japan, ir-
respective of whether such income was attributable to
the PE.

2. Japanese tax treaty

Even if SP were considered to be an order securing
agent and not an independent agent under the CTA,
SP would not be considered to constitute a PE under
the Japan-United States tax treaty since that treaty
limits the scope of agent-type PEs to ‘‘habitual agents’’
and excludes other categories of agent-type PEs. Thus,
FCo would not be considered to have a PE in Japan
and, therefore, would not be subject to Japanese cor-
porate tax on its income derived from sales of Product
to customers in Japan.

On the other hand, if the applicable tax treaty were
to treat an order filling agent as a PE, the same result
would obtain as if Japanese domestic law applied,
except that the entire income principle would be re-
placed by the attributable income principle.

III. Withholding and reporting obligations of FCo
with respect to payment of compensation to SP

1. Japanese domestic law

Under the Income Tax Act of Japan (ITA), a payment
of compensation by FCo to SP, where SP is a Japanese
corporation, does not fall within the scope of income
subject to withholding. Thus FCo, as the payer of
compensation, would not be liable to withhold from
or report on such payments. It would also have no ob-
ligation to have a bank account in Japan. Finally,
Japan has no taxpayer identification number system.

2. Japanese tax treaty

The same result would obtain if a Japanese tax treaty
were to apply.

NOTES
1 CTA, Art. 4 para.3, Art.9, Art. 138 and Art. 141 items 1-3.
2 As a result of the 2011 tax reform, the corporate tax rate
was reduced from 30 percent to 25.5 percent. After taking
into account the effect of local taxes (the inhabitants tax
and the enterprise tax) on corporate income, the effective
corporate tax rate was reduced by approximately 5 per-

cent from 40.69 percent to 35.64 percent for corporations
operating in Tokyo. However, to procure funding for res-
toration after the great earthquake and tsunami on
March 11, 2011, the 2011 tax reform at the same time in-
troduced the Special Reconstruction Corporate Tax,
which increases the corporate tax rate to 28.05 percent
and, as a result, the effective corporate tax rate to 38.01
percent for the fiscal years to which the Special Recon-
struction Corporate Tax applies (in principle, a three year
period from the first fiscal year that begins during the
period between April 1, 2012 and March 31, 2015).
3 CTA, Art. 141 item 4.
4 Order for Enforcement of the Corporate Tax Act, Art.
176 para.1 item 1.
5 Order for Enforcement of the Corporate Tax Act, Art.
176 para.1 item 2.
6 Order for Enforcement of the Corporate Tax Act, Art
176. para. 4.
7 For purposes of determining whether a foreign corpora-
tion has a fixed place of business, the function of the place
is considered to be an important factor. If FCo possesses
and controls a server that is used for dealing with custom-
ers located in Japan, the server may be considered a fixed
place of business, and if so, FCo would be considered to
have a PE in Japan.
8 CTA, Art. 141 item 1.
9 CTA, Art. 141 item 2.
10 The word ‘‘person’’ includes a corporation.
11 A ‘‘habitual agent’’ includes a person who does not have
authority to conclude contracts but has authority, in sub-
stance, to agree with the contents of contracts (Corporate
Tax Act Basic Interpretative Regulation 20-2-5.2).
12 CTA, Art. 141 item 3 and Order for Enforcement of the
Corporate Tax Act, Art. 186.
13 Order for Enforcement of the Corporate Tax Act, Art.
176 para. 1 item 1.
14 Corporate Tax Act Basic Interpretive Regulation 20-
2-5.
15 Unlike in the United States, in Japan the concept of ‘‘ef-
fectively connected income’’ is not used for purposes of
determining the scope of taxable income.
16 Japan’s tax treaties with the following countries treat
an order filling agent as a PE: Brazil, Denmark, India, In-
donesia, Ireland, Malaysia, New Zealand, the Philippines,
Sri Lanka, Thailand, Turkey and Vietnam. Japan’s tax
treaties with the following countries treat an order secur-
ing agent as a PE: China (PRC), India, New Zealand, the
Philippines and Thailand.
17 Technical Explanation of the Japan-United States
income tax treaty, p.24.
18 If FCo were sending employees to Japan to meet with
SP and supervise its work for FCo, then, by virtue of that
fact, SP would not be likely to be considered an indepen-
dent agent.
19 If FCo were sending employees to Japan to meet with
SP and supervise its work for FCo, then, by virtue of that
fact, SP would not be likely to be considered an indepen-
dent agent.
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Host Country
MEXICO
Enrique Pérez Grovas M.
Chevez, Ruiz, Zamarripa y Cia., S.C., Mexico City

T he assumptions are that HC is Mexico and
that FCo, a foreign corporation resident in
Foreign Country (FC), sells certain Product to

customers in Mexico, as well as that, prior to engaging
in these activities, FCo has no employees, office or
other presence in Mexico. Sales made by FCo are
transacted outside Mexico and FCo arranges for ship-
ment of Product to customers in Mexico.

For purposes of the above, FCo is contemplating
hiring a service provider (SP) in Mexico to perform
certain services based on three alternative scenarios.
For both FC and Mexican income tax purposes, FCo is
treated as an FC corporation and SP as a Mexican cor-
poration.

I. General principles of Mexican income taxation of
a foreign corporation

A. Mexican domestic law

1. General concepts

The Mexican Income Tax Law (MITL) provides that,
among others, the following nonresident individuals
and entities are required to pay income tax in
Mexico:1

s nonresidents that do not have a permanent estab-
lishment (PE) in Mexico, with respect to income de-
rived from sources of wealth located within the
national territory of Mexico; and

s nonresidents that have a PE in Mexico, with respect
to income attributable to such PE.
It follows from the above that, for a nonresident to

be subject to income tax in Mexico, it must have a PE
in Mexico to which income is attributable, or, if the
nonresident has no such PE, the income obtained by
the nonresident must be sourced in Mexico.

a. Nonresident without a permanent establishment

As previously stated, nonresidents (both individuals
and entities) are liable to pay income tax on any kind
of income that they obtain from a source of wealth lo-
cated in Mexico. Thus, a nonresident obtaining
income in cash, in kind, in the form of services or in
the form of credit from a source of wealth located in

Mexico is required to pay income tax with respect to
such income if either it does not have a PE in Mexico
or it has such a PE but the income is not attributable
to the PE.

Specifically, different types of income obtained by
foreign residents (for example, interest, capital gains,
royalties and income from the renting of real estate)
may create an income tax liability in Mexico if they
are considered to be Mexican-source income. There
are specific separate rules for determining when each
kind of income is considered to be sourced in Mexico.

In general terms, if the payer of such income is a
Mexican tax resident, the income tax is required to be
paid via withholding — tax must be withheld on the
date on which the relevant obligation becomes due or
at the time when payment is effected, whichever
occurs earlier. Income tax paid in this way is consid-
ered final, but requires the filing of a tax return with
the Mexican tax authorities by the withholding agent.

It follows from the above that, in order to determine
whether a nonresident will be taxed in Mexico, it is
first necessary to analyse whether the nonresident has
a PE in Mexico. If the nonresident does have such a
PE, then it will be subject to income tax in Mexico on
the profits obtained from the income attributable to
the PE at the rate of 30 percent, as well as being sub-
ject to the business flat tax (which is an alternative
minimum tax). If the nonresident does not have such
a PE, then it will need to analyse whether it is obtain-
ing income that can be considered to be sourced in
Mexico.

b. Nonresident with a permanent establishment

PE is a concept used in international taxation to deter-
mine when an enterprise has sufficient connection
with a country for it to be subject to tax in that coun-
try on its income attributable to the PE. A company or
an individual that is engaged in substantial business
activities in a country will be considered to have a PE
in that country and will be obliged to pay taxes in con-
nection with the income attributable to those business
activities, even though it is not deemed a tax resident
of the respective country.

In accordance with international taxation doctrine,
mainly influenced by the OECD Model Tax Conven-
tion on Income and on Capital (the ‘‘OECD Model
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Convention’’), the PE concept is related to: (1) a fixed
place of business; (2) a service provided by a third
party, whether dependent or independent; or (3) a
construction site, among other more specific situa-
tions.2

Under the Mexican tax system, a nonresident will be
subject to income tax in Mexico if it has a PE in
Mexico with respect to all income attributable to such
PE. In other words, the nonresident will be liable to
pay Mexican income tax as if it were a Mexican resi-
dent with respect to income attributable to the PE.

Mexican domestic legislation recognises the OECD
concept of a permanent establishment and, in its defi-
nition of a PE, basically relies on assumptions that are
similar (though not identical)3 to those contained in
the OECD Model Convention.

2. Conditions for the existence of a permanent
establishment in Mexico

In general terms, in order to have a PE in Mexico, a
nonresident must be carrying on business activities4

or rendering independent personal services in Mexico.
Mexican domestic legislation provides that the term
‘‘business activities’’ includes, but is not limited to, the
commercial activities that are defined as such by the
federal laws of Mexico and do not fall within the defi-
nition of industrial, agricultural, livestock raising,
fishery and forestry activities.5 It is also worth men-
tioning that the Mexican Commercial Code contains a
list of commercial acts6 that are to be deemed com-
mercial activities; in addition, under the Commercial
Code, any activity carried out by an entity incorpo-
rated under commercial law is deemed to be a com-
mercial activity.

As a general rule, a PE is a place of business in
which a business activity is totally or partially carried
on, or a place where independent personal services
are rendered. Among other things, branches, agen-
cies, offices, factories, workshops, installations,
mines, quarries and other places of exploration, ex-
traction or exploitation of natural resources are
deemed to be PEs.7 Importantly, in addition to the cir-
cumstances in which a Mexican PE may be deemed to
exist because a nonresident has a place of business in
Mexico, Mexico’s domestic legislation provides that a
PE may be deemed to exist when a nonresident acts in
Mexico through an agent, provided certain conditions
are satisfied. Thus, in order to determine whether a
nonresident may be deemed to have a PE in Mexico, it
is essential to establish whether the nonresident is
acting in Mexico through an agent (whether an indi-
vidual or an entity), as well as analysing the nature of
the activities carried on by such agent.

a. Activities of a dependent agent

Where a nonresident acts in Mexico through an indi-
vidual or a legal entity other than an independent
agent (in other words, through a dependent agent),
the nonresident will be deemed to have a PE in
Mexico with respect to all the activities that the indi-
vidual or legal entity carries out for the nonresident.
This will be the case even if the nonresident does not
have in Mexico a place of business or for the render-
ing of services, if the agent exercises the power to ex-
ecute contracts in the name or on behalf of the

nonresident, where the contracts are intended to
enable the carrying on of the nonresident’s activities
in Mexico8 (certain activities are excluded, as will dis-
cussed below).

b. Activities of an independent agent

A nonresident will be deemed to have a PE in Mexico
if it acts in Mexico through an individual or entity that
is an independent agent but that is not acting in its or-
dinary course of business. An independent agent is
considered not to be acting in its ordinary course of
business, inter alia, when the agent:

s keeps a stock of goods or merchandise from which
it makes deliveries on behalf of the nonresident;

s assumes risks on behalf of the nonresident;
s acts in accordance with the detailed instructions, or

subject to the general control, of the nonresident;
s carries on activities that from an economic point of

view correspond to those of the nonresident and not
to its own;

s obtains compensation regardless of the result of its
activities; or

s enters into transactions with the nonresident using
prices or amounts of compensation other than
those that would have been used by unrelated par-
ties in comparable transactions.

c. Activities of entities that perform ‘‘maquila’’
operations

A nonresident will not be deemed to have a PE in
Mexico as a result of its legal and economic relation-
ship with a Mexican resident entity that performs
‘‘maquila’’ operations (contract manufacturer)
through which the resident entity in the normal
course processes goods or merchandise maintained in
Mexico but owned by the nonresident, utilising assets
furnished directly or indirectly by the nonresident or
a related party, where Mexico has in force a tax treaty
with the country of residence of the nonresident and
the provisions of that treaty in relation to PEs are met.
This will only apply to the extent the maquila opera-
tions comply with certain provisions laid down in the
MITL.9

The Program for the Promotion of the Maquila,
Manufacturing and Exportation Services (commonly
known as the ‘‘IMMEX Program’’) awarded by the
Mexican Ministry of Economy, defines ‘‘maquila’’ as
an industrial process for the production, processing
or repair of foreign goods imported temporarily for
subsequent exportation. Thus, one of the conditions
for the maquila operations of a nonresident not to
constitute a PE in Mexico is that the products manu-
factured in Mexico are subsequently exported.

3. Activities that do not give rise to a permanent
establishment in Mexico

The following activities are not deemed to give rise to
a PE in Mexico of a nonresident:10

s the use or maintenance of facilities solely for the
purpose of storing or displaying goods or merchan-
dise belonging to the nonresident;

s the maintenance of a stock of goods or merchandise
belonging to the nonresident, solely for the purpose
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of storing or displaying the goods or merchandise,
or for processing by another person;

s the use of a place of business solely for the purpose
of purchasing goods or merchandise for the non-
resident;

s the use of a place of business solely for the purpose
of carrying on activities of a preparatory or auxil-
iary nature for the nonresident, whether advertis-
ing, the supplying of information, scientific
research, preparation for the placement of loans, or
other similar activities; and

s the tax deposit of the nonresident’s goods or mer-
chandise in a general deposit warehouse, or the de-
livery thereof for their importation into Mexico.
Notwithstanding the above, activities that are

equivalent to those carried on by the nonresident are
not considered to be preliminary or auxiliary, unless
those activities are also regarded as preliminary or
auxiliary in the nonresident’s country of residence.
Management activities are not considered to be auxil-
iary.11

4. Other important consequences of having a
permanent establishment in Mexico

A nonresident that is deemed to have a PE in Mexico,
besides having to pay income tax as if it were a Mexi-
can resident with respect to income attributable to the
PE, will also have to pay the Mexican business flat tax.

The business flat tax must be paid by Mexican resi-
dents (both individuals and legal entities), as well as
by nonresidents that have PEs in Mexico, on the
income they obtain as a result of transacting the sale
of goods, rendering independent services or granting
the temporary use or enjoyment of property (leasing
activities). The business flat tax is determined on a
cash-flow basis and acts as a minimum tax with re-
spect to income tax. The tax thus entails an additional
burden for taxpayers in a tax period only to the extent
that it exceeds their income tax due for the same tax
period.

B. Mexican tax treaty

Mexico has established a significant network (more
than 40) of tax treaties for the avoidance of double
taxation with other countries.

In general terms, Mexico’s tax treaties incorporate
the OECD concept of a PE, as does Mexican tax legis-
lation, subject to certain differences. One of these dif-
ferences is that the OECD Model Convention refers to
a ‘‘fixed place of business,’’ whereas Mexico’s domestic
legislation refers only to a ‘‘place of business,’’ irre-
spective, in principle, of whether it is fixed or not.

In this regard, paragraph 5 of the Commentary on
Article 5 of the OECD Model Convention12 provides
that, according to the definition in Article 5, the place
of business has to be a ‘‘fixed’’ one, and that, thus, in
the normal way there has to be a link between the
place of business and a specific geographical point.
According to the Commentary, it is immaterial how
long an enterprise of a Contracting State operates in
the other Contracting State if it does not do so at a dis-
tinct place, but this does not mean that the equipment
constituting the place of business has to be actually
fixed to the soil on which it stands. It is enough that
the equipment remains on a particular site.

Additionally, paragraph 6 of the Commentary on Ar-
ticle 5 of the OECD Model Convention establishes
that, since the place of business must be fixed, it also
follows that a PE can be deemed to exist only if the
place of business has a certain degree of permanence
(i.e., if it is not of a purely temporary nature).

C. Significance if SP is related or is instead an
individual

Whether or not SP is related to FCo could be impor-
tant for determining whether SP is acting as a depen-
dent or an independent agent. Where SP is an
individual, it would also have to be determined
whether SP is an agent or an employee.

As regards the consideration to be paid by FCo to
SP, in principle, it should make no difference whether
or not FCo and SP are related, since related parties are
required to deal with each other on an arm’s-length
basis. However, if FCo and SP are related parties, SP
will have to comply with additional obligations re-
garding transfer pricing in Mexico.

II. Application of general principles to specific fact
scenarios

As FCo would not be deemed to derive Mexican-
source income from the sale of Product from outside
Mexico in any of the alternative scenarios set out in
II.A., B. and C., below, the analysis that follows con-
siders whether FCo would be deemed to have a PE in
Mexico in any of those three scenarios.

A. SP is hired by FCo: (1) to help customers in Mexico
set up Product and get it operational; and (2) to perform
warranty services with respect to Product

1. Mexican domestic law

Since SP would not be acting either as a dependent
agent exercising the power to execute contracts in the
name or on behalf of FCo, intended to enable the car-
rying out of FCo’s activities in Mexico, or as an inde-
pendent agent acting outside its ordinary course of
business, FCo would not be deemed to have a PE
under the MITL.

2. Mexican tax treaty

The same result would be obtained if a tax treaty were
to apply.

B. SP is a contract manufacturer in Mexico hired by FCo
to manufacture Product in Mexico for the Mexican
market. Customers in Mexico will deal only with FCo but
SP will ship Product directly to customers in Mexico,
pursuant to FCo’s instructions

1. Mexican domestic law

As discussed in I.A.2.c. above, a nonresident will not
be deemed to have a PE in Mexico as a result of its
legal and economic relationship with a Mexican resi-
dent entity that performs maquila operations. The
IMMEX program defines ‘‘maquila’’ as an industrial
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process for the production, processing or repair of for-
eign goods imported temporarily for subsequent ex-
portation.

In the case at hand, SP would manufacture Product
and ship it directly to the Mexican Customers. The ex-
ception from PE treatment available under the
IMMEX program would, therefore, certainly not be
applicable to SP because Product would not be im-
ported temporarily for subsequent exportation: in the
case at hand, all Product would be sold by FCo to cus-
tomers in Mexico. However, there are specific cases in
which the exception might be applicable, depending
on the specifics of the transaction.

It is important to emphasise that a foreign resident
(here, FCo) will be deemed to have a PE in Mexico if it
acts in Mexico through an individual or entity that is
an independent agent but that is not acting in its ordi-
nary course of business. For example, an independent
agent is considered not to be acting in its ordinary
course of business when it acts in accordance with the
detailed instructions, or subject to the general control,
of a nonresident, or carries on activities that, from an
economic point of view correspond to those of a non-
resident and not to its own.

In the present case, it would be important to deter-
mine whether, in carrying out the manufacturing pro-
cess, SP might be acting outside its ordinary course of
business. Examples of where SP might be acting out-
side its ordinary course of business are: where SP has
no experience in manufacturing products similar to
the Product ordered by FCo; where all know-how re-
garding the manufacturing of Product is provided by
FCo; or where FCo gives SP very specific instructions
regarding the specifications to which FCo wishes
Product to be made. Thus, in order to be able to con-
clude whether FCo may have a PE in Mexico as a
result of the manufacturing activities that SP is to
carry out on its behalf, it would be necessary to con-
sider the particular features of the manufacturing
process.

An independent agent is also considered not to be
acting in its ordinary course of business when it keeps
a stock of goods or merchandise, with which it makes
deliveries for the account of a nonresident. In this
regard, it is likely FCo would be deemed to have a PE
in Mexico as a result of the shipment of Product to
Mexican customers by SP. However, in this scenario
the income attributable to the PE would only be the
income related to the activities carried on by SP and
not the income related to the activities carried on di-
rectly by FCo outside Mexico.

Notwithstanding the above, it could be argued that,
provided SP does not act as an agent of FCo for the
manufacturing of Product and/or the delivery of Prod-
uct to customers in Mexico, its activities should not be
imputed to FCo. This would require a thorough analy-
sis to establish whether SP was acting as an agent for
FCo.

2. Mexican tax treaty

Unlike Mexico’s domestic provisions, the tax treaties
entered into by Mexico provide that, among other
things, the use of facilities solely for purposes of the
delivery of merchandise or goods belonging to a non-
resident will not be deemed to create a PE. Thus,

under such a tax treaty, the shipment of Product to
Mexican customers by SP should not give rise to a PE
in Mexico of FCo.

Notwithstanding the above, to be able to conclude
in the case at hand that FCo should not be deemed to
have a PE in Mexico in these circumstances, it would
be necessary to analyse the particular characteristics
of the manufacturing process, as well as the specific
provisions of the applicable tax treaty.

C. SP is hired by FCo to promote sales of Product in
Mexico through marketing, exhibitions and meetings
with potential customers. However, to purchase Product,
a customer will deal directly with FCo

1. Mexican domestic law

As previously indicated, a nonresident will be deemed
to have a PE in Mexico if it acts in Mexico through an
individual or entity that is an independent agent but
that is not acting in its ordinary course of business.

Assuming SP was an independent agent, it would be
important to determine whether SP was acting out-
side its ordinary course of business as a consequence
of carrying on the specified activities, in order to de-
termine, in turn, whether FCo might have a PE in
Mexico. For these purposes, it is considered that an
independent agent is not acting in its ordinary course
of business when it acts in accordance with the de-
tailed instructions, or subject to the general control, of
a nonresident, or it carries on activities that, from an
economic point of view, correspond to those of the
nonresident and not to its own.

In light of the above, it would be necessary to anal-
yse in detail and in each particular case whether, when
promoting sales of Product in Mexico through mar-
keting, exhibitions and meetings with potential cus-
tomers, SP was acting in accordance with the detailed
instructions of FCo and if such activities could be con-
sidered to correspond to those of FCo. If either of
these were the case, FCo would be deemed to have a
PE in Mexico.

It would also be necessary to understand the nature
and scope of the activities in each particular case, in
order to determine whether they could be considered
to be of a preparatory or auxiliary nature, in which
case the activities would not create a PE in Mexico of
FCo.

2. Mexican tax treaty

The same analysis as described in II.C.1., above would
need to be made where one of Mexico’s tax treaties ap-
plied.

III. Withholding and reporting obligations of FCo
with respect to its payment of compensation to SP

No withholding or reporting obligations would arise
for FCo with respect to its payment of compensation
to SP. Nor would FCo have any obligation to obtain a
Mexican taxpayer identification number or to have a
bank account in Mexico.
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NOTES
1 MITL, Art. 1.
2 OECD Model Tax Convention, Art. 5.
3 MITL, Art. 2.
4 MITL, Art. 2.
5 Federal Fiscal Code, Art. 16.
6 Commercial Code, Art. 75.
7 MITL, Art. 2.

8 MITL, Art. 2.
9 MITL, Art. 216-Bis.
10 MITL, Art. 3.
11 MITL Regulations, Art. 5.
12 The Mexican tax authorities have indicated in adminis-
trative rules (Miscellaneous Tax Resolution) that they
consider the Commentary on OECD Model Convention a
valid means of interpreting Mexico’s tax treaties.
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Host Country
THE
NETHERLANDS
Martijn Juddu
Loyens & Loeff N.V., Amsterdam, Netherlands

U nder Dutch tax law, nonresident corpora-
tions may be subject to Dutch corporate
income tax if they derive certain types of

income from the Netherlands, including taxable profit
from an enterprise carried on through a permanent
establishment (PE) or a permanent representative in
the Netherlands. Hence, the threshold for the taxation
of profits from an enterprise under domestic law is
only met when there is recognition of a PE or a perma-
nent representative. As these terms are not defined for
the purposes of purposes taxation of nonresident cor-
porations, the concepts of PE and permanent repre-
sentative have been primarily based on common
interpretation and case law. The concepts largely
follow the principles of Article 5 of the OECD Model
Tax Convention on Income and on Capital (the ‘‘OECD
Model’’), although there are some differences. The
Netherlands has concluded many income tax treaties
and generally takes the principles of the OECD Model
as a starting point for treaty negotiations. Where a
nonresident corporation uses a Dutch service pro-
vider, in the absence of more specific rules, the situa-
tion has to be evaluated along the lines of these
general principles. If this leads to the conclusion that
a PE (or permanent representative) is recognised,
many of the same rules will apply for purposes of cal-
culating the taxable profit of the nonresident corpora-
tion concerned as apply for purposes of calculating
the taxable profit of resident corporations. There are
no specific rules regarding the method of profit alloca-
tion. Based on case law, it is common practice to apply
the ‘‘functionally separate entity approach,’’ i.e., the
direct method. The Netherlands to a large extent ad-
heres to the principles of Article 7 of the OECD Model.
The Dutch tax administration has recently published
its interpretations and preferences on the attribution
of profits to PEs under the ‘‘Authorised OECD Ap-
proach’’ (AOA). A taxable nonresident corporation will
be required to register for tax purposes, to file returns
annually, and to meet various general administration
requirements and other obligations relevant to taxa-
tion. The Dutch tax administration is generally open
to advance consultation under its long-standing Ad-

vance Pricing Agreement (APA)/Advance Tax Ruling
(ATR) program, which also extends to the issue of
whether a taxpayer has a PE or a permanent represen-
tative in the Netherlands and the issue of allocating
profit to a PE applying the arm’s length principle.

These aspects are discussed in further detail in I.,
below. In II, below, the general principles are applied
to the given fact patterns. Although the use of a Dutch
service provider by a nonresident corporation in the
given fact patterns is not likely to lead to the conclu-
sion that the nonresident corporation has a Dutch PE
or permanent representative, II, below addresses
some specific points requiring attention that may
arise in practice.

I. General principles of Dutch corporate income
taxation of a foreign corporation

A. Dutch corporate income taxation of a foreign
corporation

Under Dutch tax law,1 corporate income tax (CIT) is
levied not only on resident or deemed resident corpo-
rations and certain other entities, but also on nonresi-
dent corporations and certain other entities that
derive certain types of income from the Netherlands.2

Taxable corporations and entities comprise associa-
tions and other legal persons, limited partnerships
with transferable shares, and other associations with-
out legal personality, the capital of which is entirely or
partly divided into shares and funds (although certain
associations, foundations and church organisations
are only taxable to the extent that they are engaged in
an enterprise). Hereinafter, for the sake of brevity, all
the above will be referred to as ‘‘nonresident corpora-
tions.’’

Nonresident corporations are subject to CIT if they
derive certain categories of income from the Nether-
lands. In practice, the two most important categories
of taxable Dutch income are:3

s 1. taxable profit from an enterprise carried on in the
Netherlands, meaning the amount of the overall
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profits derived from an enterprise or part of an en-
terprise that is carried on through a PE in the Neth-
erlands or a permanent representative in the
Netherlands (a ‘‘Dutch enterprise’’); and

s 2. taxable income from a ‘‘substantial interest’’ (in
short, 5 percent or more) in a Dutch corporation, if
the nonresident corporation holds the substantial
interest for the main purpose or one of the main
purposes of avoiding the levy of individual income
tax or dividend tax on another person and the sub-
stantial interest does not belong to the assets of a
foreign enterprise.
The concept of a Dutch enterprise is expanded by a

number of ‘‘fictions,’’ under which certain situations
are considered to form part of a Dutch enterprise.
These fictions encompass, in short:4

s immovable property located in the Netherlands, in-
cluding rights that directly or indirectly pertain to
immovable property located in the Netherlands,
and rights in connection with the exploration and
exploitation of natural resources located in the
Netherlands (including also the generation of
energy from water, tides and wind, or rights
thereto);

s rights to shares in the profit or co-entitlement to the
assets of an enterprise of which the management is
based in the Netherlands, to the extent these rights
do not arise from securities;

s debt claims owed by a Dutch resident corporation if
the beneficiary of the debt claims has a taxable sub-
stantial interest in the debtor (within the meaning
of 2. above);

s activities conducted as the managing director or su-
pervisory director of a Dutch resident corporation;
and

s offshore activities conducted for a consecutive
period of 30 days or more in, on or above the North
Sea Extraction Area (or, as an anti-abuse measure,
off-shore activities conducted for a period of 30
days or more in any twelve month period, where
there are interruptions and continuations, by the
same corporation and/or related corporations).
Conversely, an exemption is provided for certain ac-

tivities in international traffic.5

This paper will only deal further with the first cat-
egory, i.e., taxable income from a Dutch enterprise
(under the general rule only). There will be no further
discussion of the fictions and the exemption referred
to above.

B. Permanent establishment and/or permanent
representative – Dutch domestic law

To return to the general rule, for a nonresident corpo-
ration, the taxable profit from a Dutch enterprise is
the amount of the overall profits derived from an en-
terprise or part of an enterprise that is carried on
through a PE in the Netherlands or a permanent rep-
resentative in the Netherlands.6 Hence, the threshold
for taxation under domestic law is not attained simply
by the fact that profits are derived from an enterprise
in the Netherlands; the threshold for taxation under
domestic law is only attained by virtue of the recogni-
tion of a PE or a permanent representative. Perhaps
surprisingly, the terms ‘‘permanent establishment’’
and ‘‘permanent representative’’ are not defined in the

CITA for purposes of the taxation of nonresident cor-
porations. The terms are, however, defined in the CITA
for purposes of the (unilateral) ‘‘object exemption’’
(objectvrijstelling, under which the PE profit is ex-
empted by exclusion in calculating the tax base) for
resident corporations with foreign PEs and in the Uni-
lateral Decree for purposes of the unilateral tax ex-
emption (under which the PE profit is exempted by
way of a proportionate reduction of the tax due on the
worldwide profits) for individuals with foreign PEs.7

These definitions largely follow the principles of Ar-
ticle 5 of the OECD Model, although there are some
differences. These definitions do not, however, apply
for the purposes of taxation of nonresident corpora-
tions under the CITA. For these latter purposes, the
definitions of ‘‘permanent establishment’’ and ‘‘perma-
nent representative’’ have been based primarily on the
common interpretation of the terms and on case law.
Thus, where a nonresident corporation uses a Dutch
service provider, in the absence of more specific rules
and principles, the situation will have to be evaluated
by reference to these general principles, which are de-
scribed below.

Common interpretation and case law8 has given the
PE concept a meaning largely identical to the defini-
tion in Article 5(1) of the OECD Model, under which a
PE is a fixed place of business through which the busi-
ness of an enterprise is wholly or partly carried on.9

The concept of a place of business may generally be
considered to have a broad scope. In addition to the
obvious places of business, examples from case law
include a circus tent, a workroom, a barn, a space in a
market and a ship. In order for a nonresident corpora-
tion to be able to conduct its business through the
place of business, the place must be suitable for the
business10 and must be at the disposal of the enter-
prise, as a result of ownership, rental or the actual
ability of the enterprise to use the place of business.11

The place of business must be fixed, in the sense that
it has some geographical integrity but it does not have
to be fixed to the ground. Indeed, the place of business
can be movable, as illustrated by case law recognising
a circus tent or a ship as a PE.12 The place of business
must also have some degree of permanence in terms
of its availability over time, as illustrated by case law
that did not recognise the existence of a PE where an
artificial eye salesman worked from rented hotel
rooms.13 On the other hand, intermittent but repeated
use of the same location may give rise to a PE.14 There
is no clear case law on the minimum period of time re-
quired for the existence of a PE, although there are
various cases that provide some guidance in this
area.15 One possible difference between the Dutch do-
mestic law concept of a PE and that in the OECD
Model is that the definitions in certain sub-
paragraphs of Article 5 of the OECD Model are absent
from the Dutch domestic law concept applying to
nonresident corporations. In particular, the examples
included in Article 5(2) of the OECD Model are not in-
cluded in the Dutch tax rules, but these would have to
be tested on the basis of the general concept anyway.
More importantly, there are no specific rules for deter-
mining whether and after how long a building site
constitutes a PE under Dutch domestic law, and there
are no specific rules excluding certain activities of a
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preparatory or auxiliary nature from the Dutch do-
mestic law concept of a PE.

Common interpretation and case law has also given
the concept of a permanent representative a meaning
largely identical to the concept of a dependent agent
found in Article 5(5) and (6) of the OECD Model. A
nonresident corporation is regarded as having a per-
manent representative when a person acts on behalf
of the nonresident corporation, has the authority to
conclude contracts on behalf of the nonresident cor-
poration,16 habitually exercises that authority and op-
erates in the host country, where the person is not an
independent agent acting in the ordinary course of its
own business. The authority to conclude contracts
does not have to be comprehensive and may be lim-
ited to a portion of the principal’s activities, may be
territorially restricted and may be limited in time.17

Furthermore, it does not have to be a formal authority
— it may also be a practical authority derived from the
actual behaviour of the representative and the princi-
pal.18 The criterion requiring that the authority to
conclude contracts be habitually exercised is not
clearly defined, but suggests some element of fre-
quency, with the nature of the contracts and the busi-
ness activity being relevant factors.19 Whether a
representative is dependent is evaluated based on the
presence of formal dependence (for example, where
the representative is subject to detailed instructions
and supervision, as an employee may be) as well as
economic dependence.20 For example, case law indi-
cates that economic dependence may be inferred from
the fact that a representative is acting for a limited
number of principals.21 This is also relevant to deter-
mining whether a representative is acting in the ordi-
nary course of its business, as is the nature of the
industry sector concerned.22

C. Permanent establishment and/or permanent
representative – Dutch tax treaty

The Netherlands has concluded tax treaties with a
large number of jurisdictions: the Netherlands cur-
rently has about 90 treaties in effect and continues to
negotiate new treaties, as well as renegotiating exist-
ing treaties. The definition of ‘‘permanent establish-
ment’’ (and ‘‘permanent representative’’) under the
Netherlands’ treaties generally follows the principles
of the OECD Model, although it should be noted that
there are significant variations in practice. The Dutch
government has submitted to parliament a public
document outlining Dutch policy in tax treaty nego-
tiations,23 which states that it is the aim of the Nether-
lands to follow the OECD Model in such negotiations,
albeit subject to certain modifications specified in the
published policy. The published policy also confirms
the relevance of the OECD Model and the Commen-
tary thereon as sources of interpretation for both
Dutch tax treaties and Dutch domestic law concepts.
As regards the PE concept, the Netherlands has some
specific aims. For services, the Netherlands in prin-
ciple aims not to expand the scope of the PE definition
to encompass the recognition of a services PE based
on its meeting a certain time or monetary threshold
(as, for example, does Article 5(3)(b) of the UN Model
and as is recognised as a possibility in paragraph
42.11 through 42.48 of the Commentary on the OECD

Model) and is willing to accept a provision that does
so only in certain cases and subject to certain condi-
tions.24 For building sites, the Netherlands in prin-
ciple aims for a threshold period of 12 months but is
willing to accept a six-month threshold in certain
cases and subject to certain conditions. For offshore
activities, in light of its position by the North Sea and
its natural resources, the Netherlands, in principle,
aims for a specific provision that awards the Nether-
lands taxation rights sooner than would be the case
under the ordinary PE provision (generally, as of 30
days of activity, irrespective of whether there is a
physical PE). Of course, specific tax treaties may devi-
ate from the current version of the OECD Model be-
cause they were based on previous versions of that
Model, on the UN Model or on specific negotiations
with the jurisdiction concerned. This paper will use
the 2010 version of the OECD Model as a guideline in
describing the position under Dutch tax treaties in
general.

As indicated above, Dutch case law has given the
terms PE and permanent representative a meaning
virtually identical to the definitions in, respectively,
Article 5(1) and Article 5(5) and (6) of the OECD
Model. Furthermore, the Netherlands’ tax treaties
generally follow the OECD Model and the Dutch tax
administration generally recognises the relevance of
the OECD Model and the Commentary thereon as
sources of interpretation. On that basis, Dutch tax
treaties generally do not significantly impact the
scope of taxation applicable to nonresident corpora-
tions with respect to their Dutch enterprises, since
that scope under the relevant domestic concepts is in
any event not much broader than it is under tax treaty
concepts. As indicated above, however, an applicable
tax treaty may place a limitation on Dutch domestic
taxation with respect to certain activities of a prepara-
tory or auxiliary nature.

As regards the relationship between the Nether-
lands’ tax treaties and Dutch domestic law, it should
be noted that a tax treaty may limit the scope of do-
mestic taxation, but cannot extend it beyond what is
provided for under Dutch domestic tax law, as any
Dutch taxation requires a legal basis in the Dutch do-
mestic tax laws.25

D. Profit determination for a Dutch permanent
establishment or permanent representative

Once a nonresident corporation is considered to be
carrying on an enterprise through a PE or a perma-
nent representative in the Netherlands, the next ques-
tion that arises is ‘‘What is the profit that should be
allocated to the PE/permanent representative?’’ There
are no specific rules on the method of profit allocation
in this context, only very general rules relating to the
calculation of taxable profit that, to a large extent,
simply refer to the rules that apply to resident corpo-
rations.26

Even in the absence of specific rules on the alloca-
tion of taxable profit to a Dutch enterprise of a non-
resident corporation, based on case law it is now
common practice to apply the ‘‘functionally separate
entity approach’’ (i.e., the ‘‘direct method’’) for the de-
termination of the profits of a PE.27 In short, the prof-
its of a PE are determined as if the PE were a separate
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enterprise dealing on arm’s length terms with the
other parts of the legal entity to which it belongs (sub-
ject to certain exceptions, for example, with respect to
internal interest payments). The Netherlands does not
apply a force-of-attraction principle, so that only
those profits that are functionally allocable to the PE
are taxable and not any other unconnected results of
the nonresident corporation derived in the Nether-
lands. In practice, under both domestic tax law and its
tax treaties, the Netherlands to a large extent adheres
to the principles of Article 7 of the OECD Model and
the Commentary thereon, as well as the further guide-
lines provided in the Report on the Attribution of
Profits to Permanent Establishments of 18 July 2008,
with certain amendments made in July 2010 (the ‘‘PE
Report’’). The Dutch interpretation and preferences
with respect to the application of Article 7 of the
OECD Model have quite recently been set forth in
some detail in a Decree on the attribution of profits to
permanent establishments (the ‘‘Decree’’).28 The next
paragraph briefly discusses some details of the rel-
evant Dutch case law and practice and the subsequent
paragraph briefly looks at the general guidance that
can be derived from the Decree.

According to case law and past practice, for pur-
poses of determining taxable profits, an allocation
must be made to a PE of assets and liabilities, and re-
sults.29 As a PE is not a separate legal entity, a func-
tional allocation must be made. The allocation must
be based on whether the assets and liabilities serve the
business of the PE and the significant ‘‘people’’ func-
tions.30 With respect to the allocation of assets, the
Dutch approach appears to be very much in line with
the approach expressed in the OECD Model and the
Commentary thereon. With respect to the allocation
of equity and liabilities, there seems to be a somewhat
different approach from that espoused by the OECD,
which takes the allocation of an appropriate amount
of equity as the starting point. Dutch case law gener-
ally also looks to a functional analysis for the alloca-
tion of liabilities, i.e., it looks at whether the liabilities
are incurred in the service of the business of the PE
and where the significant people functions are per-
formed.31 In the case concerned (which involved the
Dutch PE of a foreign bank), the tax administration
wished to allocate (more) equity to the PE based on
the BIS-ratio of the overall enterprise, whereas the
taxpayer wished to allocate less equity and more li-
abilities, on the grounds that such liabilities were in-
curred in the service of the activities of the PE. The
Supreme Court rejected the allocation of an appropri-
ate amount of equity. The case indicates that, where
the liabilities are incurred in the service of the activi-
ties of the PE, the BIS-ratio of the overall enterprise
should not limit the liabilities and interest charges al-
locable to the PE. Although it concerned a bank, and
banks tend to be in a special position with regard to al-
location issues, the case seems to have provided a
broader and more general rule for the allocation of
equity and liabilities based on the idea of ‘‘service.’’ As
regards internal dealings, the charging of internal in-
terest between a head office and its PEs is generally
not allowed if the interest is not paid with respect to a
loan obtained from a third party.32 For example, if the
head office is funded with equity, this cannot be pre-
sented as an internal loan to the PE. However, an in-

terest charge may be allocable to the PE if there is a
third party loan, in which case the loan and interest
may serve the activities of, and thus be allocable to,
the PE. A similar approach applies to some extent to
deny internal payments of rent and royalties. How-
ever, there are exceptions, based on a more consistent
application of the separate entity approach in the case
of normal internal deliveries and a related internal
credit line,33 or where an asset is only temporarily
used in a PE, in which case the charging of an internal
rent would be more appropriate than a deemed trans-
fer of the asset.34

In practice, as noted above, under both domestic
tax law and its tax treaties, the Netherlands to a large
extent adheres to the principles of Article 7 of the
OECD Model and the Commentary thereon, and the
further guidelines provided in the PE Report. Also as
noted above, the Dutch interpretation and preferences
with respect to the application of Article 7 of the
OECD Model have been set forth in the Decree.35 By
following these preferences, a taxpayer may reduce its
risk of a dispute with the Dutch tax administration
over the attribution of profits to a PE. The Decree also
indicates that a taxpayer is free to take a position that
deviates from the Dutch preferences, provided the po-
sition is in conformity with Article 7 of the OECD
Model (i.e., with the AOA for the determination of
profits allocable to a PE) and the end result is at arm’s
length. The AOA also confirms the functionally sepa-
rate entity approach. This approach treats head of-
fices and PEs as independent entities subject to the
general transfer pricing rules. The AOA entails two
steps. In the first step, assets, risks and equity are allo-
cated based on a functional analysis. This step gener-
ally looks to the place where significant people
functions are performed. It also involves the alloca-
tion of equity and debt — the starting point, according
to the Decree, being an allocation of equity that is ap-
propriate for the activities, assets and risks con-
cerned. The first step should also identify the possible
internal dealings that need to be taken into account.
In the second step, the profit of the PE is determined
based on the analysis in the first step and the applica-
tion of the arm’s length principle. Thus, results are al-
located to the PE based on the functions, assets, risks,
equity and dealings identified in the first step, and the
determination of transfer prices for internal dealings.
In applying this approach, tax administrations and
taxpayers will still have to make a number of choices
to determine an arm’s length attribution of profits be-
tween head offices and PEs. The discussion that fol-
lows considers the most important Dutch preferences
as set out in the Decree. For the purposes of attribut-
ing a minimum equity to a PE, the Decree indicates a
preference for a ‘‘capital allocation approach’’ over a
‘‘thin capitalisation approach.’’ For the purposes of at-
tributing interest expenses, the Decree indicates a
preference for a ‘‘fungibility approach’’ over a ‘‘tracing
approach’’. As stated above, this seems to represent a
deviation from existing Dutch case law, which pro-
vides that an allocation should first be made of (spe-
cific) liabilities based on their functional connection
with the PE. Also according to the Decree, the Nether-
lands in principle does not allow the charging of inter-
nal interest expenses between head offices and PEs if
these are not paid with respect to a loan obtained
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from a third party. According to the Decree, an excep-
tion may apply where a treasury function is being per-
formed, in which case an internal charge can be used
to determine the arm’s length remuneration for this
function. The Decree also explicitly addresses various
other aspects of Dutch policy on specific subjects,
such as internal dealings with respect to internal sup-
port services, the internal use of intangibles, internal
financial transactions, the (temporary) use of tangible
assets and financial assets. The Decree indicates that
the Netherlands generally applies an ambulatory ap-
proach to the interpretation of treaties and changes to
the OECD Commentary. As the PE Report is treated as
a clarification of existing policies, its consequences
will also apply to existing treaties. The Netherlands, in
principle, also allows profits to be attributed in accor-
dance with Article 7 of the 2010 OECD Model, even
where the applicable treaty is not drawn up in accor-
dance with Article 7 of the 2010 OECD Model but in
accordance with a previous version, or in cases where
no treaty is applicable.

As regards permanent representatives, the Decree
recognises that the AOA takes it as a principle that the
profit determination for a dependent agency PE
should be based on the same criteria as the profit de-
termination for a fixed place of business PE. In this re-
spect, the Decree takes a somewhat different
approach for certain cases. Based on the principle
that a dependent agent should itself already realise an
arm’s length remuneration, the Netherlands will in
principle not also attribute separate profits to a depen-
dent agent PE of a principal if the agent already de-
rives arm’s length remuneration for its activities.
However, when the principal’s own personnel are used
to perform significant people functions, a profit must
be allocated to such usage.

For purposes of calculating the taxable profit from
Dutch enterprises of foreign corporations, many of
the provisions of the CITA that apply to resident cor-
porations are made applicable to nonresident corpo-
rations.36 Thus, in addition to determining the
allocation of profits to a PE, it is also necessary to de-
termine whether and when the items so allocated are
taxable and/or deductible. Under the applicable provi-
sions, the profits from a Dutch enterprise are the total
amount of benefits, in whatever name and whatever
form and including regular income and capital gains,
that the foreign corporation derives from the enter-
prise over the entire life of the enterprise.37 The cor-
rect allocation of profits to the relevant years is
determined in accordance with ‘‘sound business prac-
tice’’ (goed koopmansgebruik).38 This statutory con-
cept is not defined in the tax laws but has been given
further meaning in case law (it encompasses general
principles such as the recognition of income and ex-
penses based on prudence, reality, the recognition of
realisation events, simplicity and adherence to match-
ing principles) and determines the realisation of re-
sults and the appropriate methods for the valuation of
assets and liabilities. In addition, like a resident cor-
poration, a nonresident corporation will have to take
into account various specific provisions of the CITA.
For example, on the one hand, a nonresident corpora-
tion with a Dutch PE may benefit from the participa-
tion exemption regime for benefits derived from a
qualifying participation allocable to the PE.39 On the

other hand, a nonresident corporation may be faced
with the various statutory limitations on the deduct-
ibility of expenses, such as, the limitation on deprecia-
tion, the limitations on interest expenses under
certain anti-base-erosion measures, and limitations
on deemed mixed expenses and penalties, etcetera. A
nonresident corporation is also allowed a tax loss car-
ryback and carryforward under the same terms and
on the same basis as a resident corporation, to the
extent, of course, that the tax losses concerned are tax
losses of the Dutch enterprise.40 Finally, the same tax
rates apply to both resident and nonresident corpora-
tions.41

E. Administrative requirements for a nonresident
corporation

A nonresident corporation that becomes a taxpayer
for CIT purposes, because it conducts an enterprise
through a Dutch PE or permanent representative, will
be required to register for tax purposes. (It should be
noted, incidentally, that when commencing or carry-
ing on a business in the Netherlands, both resident
and nonresident corporations must also comply with
certain registration and filing requirements with the
trade register of the Chamber of Commerce — this
paper contains no further discussion of these require-
ments.) A nonresident corporation with a Dutch enter-
prise will also be required to file annual CIT returns.42

The taxable period will in principle coincide with the
financial year of the nonresident corporation, which
may differ from the calendar year. 43 Although the
standard reporting currency for both a resident and a
nonresident corporation is the Euro, upon advance re-
quest and subject to certain conditions, it is possible
for a nonresident corporation to use a qualifying func-
tional currency.44

A taxable nonresident corporation will also be sub-
ject to the general administrative requirements and
other obligations relevant to taxation. For example, a
nonresident corporation is generally required to
maintain an administrative system, including books,
documents and other forms of data belonging to that
system (i.e., basically all the accounting records and
certain relevant additional information) in such a
manner that the system at all times allows for a proper
determination of the corporation’s rights and obliga-
tions and clearly presents any other information that
is (or can be) relevant for purposes of taxation.45 At
the tax administration’s request, a nonresident corpo-
ration must also provide all the data and information
that may be relevant for its taxation.46 The corpora-
tion must allow the tax administration to inspect all
records, documents and other data carriers or their
contents the inspection of which may be relevant to
the determination of facts that can have an effect on
the taxation of the corporation.47 The corporation
also has the obligation to provide access to premises
and buildings to the extent necessary for an examina-
tion for tax purposes.48 By way of a final example, a
nonresident corporation is, in principle, accorded the
same opportunities and terms as a resident corpora-
tion for objecting to and appealing against CIT assess-
ments.49
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F. Advance certainty under Dutch Advance Tax Ruling or
Advance Pricing Agreement policy

The Dutch tax administration is generally open to ad-
vance consultation.50 The opportunities and pro-
cesses for achieving advance certainty are set out in
published policy on certain aspects on which corpora-
tions often wish to obtain such certainty.

First, advance certainty may be obtained through
an ATR, which can provide advance certainty in three
situations, i.e., with respect to: (1) the application of
the participation exemption; (2) international struc-
tures involving hybrid financing instruments and/or
hybrid entities; and (3) the issue of whether a nonresi-
dent corporation has a taxable Dutch enterprise by
virtue of having a PE or a permanent representative in
the Netherlands.51

Second, advance certainty may be obtained through
an APA, which can provide advance certainty on the
transfer pricing of cross-border transactions between
related corporations.52 There are various further
policy decisions that set out the Dutch transfer pricing
policy and provide for guidelines to ensure that Dutch
APAs comply with the OECD Transfer Pricing Guide-
lines.53 A nonresident corporation may enter into an
APA to obtain advance certainty with respect to: (1)
the allocation of assets and risks to a PE (the first step
in the AOA); and (2) the arm’s length allocation of
costs and benefits to a PE, based on functions, assets,
risks, equity and (internal) dealings (the second step
in the AOA).54 In such a case, the policy decision on
the allocation of profits to PEs referred to above is, of
course, particularly relevant.

Advance certainty obtained through an ATR or an
APA will be set out in a determination agreement that
is binding on both the corporation and the tax admin-
istration. Certain procedural rules must be observed,
one of which requires certain matters that are the sub-
ject of this public policy to be sent by the competent
tax inspector to the APA/ATR-team and/or the Co-
ordination Group on Transfer Pricing for binding
advice with a view to achieving a unified policy.55

There are also certain restrictions, for example, in
cases where concluding an ATR or APA may violate
the principle of good faith towards jurisdictions with
which the Netherlands has concluded treaties.56

G. Significance if SP Is Related

Under both Dutch domestic law and Dutch tax trea-
ties that follow the OECD Model, it should generally
not make a material difference whether or not SP is
related to FCo, and the issues would in either case be
evaluated along the lines described above. Even
though this proposition is generally true, it should be
recognised that it may be more difficult to determine
the extent to which a related service provider is indeed
independent, legally and economically, and/or to what
extent it operates in the context of its own business.
Dutch case law indicates that it is necessary to take
into account both whether there is factual depen-
dence and/or whether more activities are carried out
or more influence is exercised than is customary for
ordinary control within a group.57 In this respect, ref-
erence can be made to Article 5(7) of the OECD
Model, which indicates that group relations and/or

group control do not make group companies PEs of
each other. However, as already noted, in practice it
will be more difficult to establish independence where
the service provider is related, and each case will
depend on the particular facts and circumstances.

It must also be recognised that, where group rela-
tionships subsist, additional care needs to be given to
defining the respective risks, functions, powers and
fixed and intangible assets used, and to ensure that the
definition of the respective risks, etc. applies not only
in form but also in substance. Furthermore, under the
CITA, related parties are expected to deal with each
other on an arm’s length basis — if they do not deal on
an arm’s length basis, profit adjustments may have to
be made.58 Related parties are expected to comply
with certain (additional) documentation require-
ments. The documentation to be maintained should
make it possible to understand how the terms and
conditions of related party transactions have been de-
termined and to ascertain that the same terms and
conditions would have been applied had the transac-
tions been between unrelated parties.59 Assuming a
tax treaty applies that conforms to the OECD Model,
the need to follow the arm’s length principle in deter-
mining the profits of the respective corporations will
also follow from Article 9, the Commentary thereon,
and the extensive OECD Transfer Pricing Guidelines,
which are to a large extent also taken as the starting
point by the Dutch tax authorities in transfer pricing
matters.

H. Significance if SP is an Individual

If SP were an individual rather than a corporation, the
issue would arise as to whether SP was in fact an in-
dependent service provider carrying on a business of
its own or in substance an employee of FCo. In deter-
mining whether an individual is an employee, the
extent of authority and command over the individual
is an important factor, but other factors may also be
taken into account (for example, capital invested,
time spent, number of clients, external presentation
and degree of risk).60

If SP is an employee, in evaluating whether there is
a PE more focus will be placed on whether FCo, by
virtue of having such employee (who will then be con-
sidered to carry on FCo’s business rather than his own
business as a service provider), has at its disposal a
fixed or lasting place of business through which its
business is carried on. The presence of SP as an em-
ployee in the Netherlands in itself may be insufficient
to trigger the recognition of a PE. However, the carry-
ing on of after-sales activities, marketing activities and
particularly (contract) manufacturing activities by SP
will, in practice, make it more likely that FCo, SP’s em-
ployer, will have facilities in the Netherlands at the
disposal of SP, and thus also at the disposal of FCo,
that may constitute a PE of FCo. For example, where
FCo’s employee, SP, works from an office in his home,
discussions could easily arise as to whether the home
office gives rise to a PE, if the home office is somehow
at the disposal of FCo and/or the equipment in the
home office is FCo’s equipment, or SP is compensated
for the use of the home office and equipment.61 In this
respect, it should be noted that the OECD Discussion
Draft includes an example dealing with the home
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office of an employee, and that the working group pro-
poses to address the matter specifically in the Com-
mentary on the OECD Model (in essence, by
indicating that there will only be limited circum-
stances in which it can be assumed that a home office
constitutes a PE).

If SP is an employee, for purposes of evaluating
whether SP is a permanent representative, as an em-
ployee SP will be considered dependent on FCo.
Whether SP constitutes a permanent representative
will then depend on the presence of other factors, in-
cluding in particular whether SP has the authority to
conclude contracts and habitually exercises that au-
thority. If SP constitutes a permanent representative,
FCo may be taxable in the Netherlands and may effec-
tively have to allocate income to the Netherlands. The
policy statement to the effect that the Netherlands will
not seek to tax a separate remuneration in the hands
of the principal if the representative already derives
arm’s length remuneration does not apply when the
principal is operating through an employee.

II. Application of general principles to specific fact
scenarios

FCo, a corporation formed under the law of Foreign
Country (FC), is engaged in the sale of Product
throughout the world. Sales to customers in the Neth-
erlands are transacted by FCo outside the Netherlands
(by mail, phone or internet) and FCo arranges for
shipment of Product to the customers in the Nether-
lands. FCo currently has no employees, office or other
presence in the Netherlands. FCo is contemplating
hiring a service provider (SP) in the Netherlands to
perform certain services in connection with its sales
of Product to customers in the Netherlands. SP is a
corporation for both FC and Dutch tax purposes. It is
assumed that, other than its relation with SP and the
continued sale of Product, FCo will have no employ-
ees, office or other presence in the Netherlands, and in
particular that FCo is not sending any employees to
the Netherlands to meet with SP and/or supervise SP’s
work for FCo.

A. SP is hired by FCo: (1) to help customers in the
Netherlands to set up Product and get it operational; and
(2) to perform warranty services with respect to Product

SP is performing certain after-sales services. On the
understanding that FCo will not have any place of
business at its disposal in the Netherlands and that
the performance of the after-sales services by SP does
not imply that SP has the authority to conclude any
contracts on behalf of FCo, FCo would not be consid-
ered to have a PE or a permanent representative in the
Netherlands under Dutch domestic law. Assuming a
tax treaty applies that follows the OECD Model, again
the use of SP would not cause FCo to be considered to
be carrying on an enterprise through a Dutch PE or
permanent representative.

B. SP is a contract manufacturer in the Netherlands
hired by FCo to manufacture Product in the Netherlands
for the Dutch market.Customers in the Netherlands
will deal only with FCo but SP will ship Product directly
to customers in the Netherlands, pursuant to FCo’s
instructions

SP is performing the contract manufacturing and
shipping of Product. It could be argued that, provided
FCo does not have any place of business at its disposal
in the Netherlands and that the performance of the
manufacturing services by SP does not imply that SP
has the authority to conclude any contracts on behalf
of FCo, FCo should not be considered to have a PE or
a permanent representative in the Netherlands under
Dutch domestic law. Assuming a tax treaty applies
that follows the OECD Model, it could again be
argued that the use of SP should not cause FCo to be
considered to be carrying on an enterprise through a
Dutch PE or permanent representative. However,
some further observations may be warranted, depend-
ing on additional facts and circumstances.

It may be an oversimplification to assume that there
will be no place of business at the disposal of FCo. For
example, it may be that, as part of the contract manu-
facturing arrangement, SP will also make available to
FCo storage facilities for FCo’s raw materials or FCo’s
finished Product, or will also make available to FCo
offices or part of the production facility (for example,
for training, instruction or supervision, all in connec-
tion with the manufacturing). In these circumstances,
the question can be raised as to whether FCo might
have a place of business at its disposal that could meet
the threshold for being a PE under Dutch domestic
law, particularly as the Dutch domestic definition of a
PE does not provide an exception for preparatory or
auxiliary activities. Conversely, in the context of an tax
treaty that follows the OECD Model, one or more of
the exceptions for preparatory or auxiliary activities
could apply, particularly because:

s some of the exceptions are relatively broad in scope,
including for example:
(a) the use of facilities solely for the purpose of

storage, display or delivery of goods or mer-
chandise belonging to the enterprise;

(b) the maintenance of a stock of goods or mer-
chandise belonging to the enterprise solely for
the purpose of storage, display or delivery;

(c) the maintenance of a stock of goods or mer-
chandise solely for the purpose of processing by
another enterprise;

(d) the maintenance of a fixed place of business
solely for the purpose of purchasing goods or
merchandise . . . for the enterprise; and

(e) the maintenance of a fixed place of business
solely for the purpose of carrying on, for the en-
terprise, any other activity of a preparatory or
auxiliary character); and

s even a combination of preparatory or auxiliary ac-
tivities could qualify to be excluded from the PE
concept:
(f) the maintenance of a fixed place of business

solely for any combination of activities, men-
tioned in subparagraphs (a) through (e).

With respect to the exception for a combination of
activities, it should be noted that the exception is only
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applicable if the overall activity of the fixed place of
business resulting from the combination is of a prepa-
ratory or auxiliary character. In summary, if FCo does
have a place of business, the ultimate conclusion will
depend on the further facts and circumstances of the
case.

It may be also be an over-simplification to assume
that there is no authority to conclude contracts on
behalf of FCo purely on the basis that SP does not
enter into contracts with customers. For example, it
may be that SP will enter into various other contracts
in connection with the contract manufacturing and
shipping, such as contracts for the purchase of raw
materials, customs issues, the arranging of shipping
and insurance. If this is the case, the question can be
raised as to whether FCo may have a permanent rep-
resentative in the Netherlands as a result of SP’s
formal or factual authority to conclude contracts and
its habitual exercising thereof. There will still have to
be a review to establish whether SP is (in which case
there may not be a permanent representative) or is not
(in which case there may be a permanent representa-
tive) an independent agent acting in the ordinary
course of its business, whether the contracts entered
into relate to the operations that constitute the busi-
ness proper of the enterprise (see in this respect para-
graph 33 of the Commentary on Article 5 of the OECD
Model), and/or whether one or more of the exceptions
for preparatory or auxiliary activities can be invoked.
In this context, one may cite not only the exceptions
under Article 5 of the OECD Model but also the excep-
tion under Article 7(5), which stipulates that no prof-
its are to be allocated to a PE by reason of the mere
purchase of goods or merchandise.

It should be noted that the OECD’s October 2011
Discussion Draft on the interpretation and applica-
tion of Article 5 of the OECD Model explicitly includes
an example on contract manufacturing. The OECD
working group concluded that, in that example, no PE
should be recognised, based on the position that the
manufacturing facilities were not at the disposal of
the nonresident corporation and that the contract
manufacturer did not have the authority to conclude
contracts on behalf of the nonresident corporation.

C. SP is hired by FCo to promote sales of Product in the
Netherlands through marketing, exhibitions and
meetings with potential customers. However, to
purchase Product, a customer will deal directly with FCo

SP is performing certain sales promotion services, in-
cluding marketing, exhibitions and meetings with po-
tential customers. On the understanding that FCo will
not have any place of business at its disposal in the
Netherlands and that the performance of the services
by SP does not imply that SP has the authority to con-
clude any contracts on behalf of FCo, FCo should not
be considered to have a PE or a permanent represen-
tative in the Netherlands under Dutch domestic law.
Assuming a tax treaty applies that follows the OECD
Model, again the use of SP should not cause FCo to be
considered to be carrying on an enterprise through a
Dutch PE or permanent representative. However,
some additional observations may be warranted in re-
lation to this scenario.

The organisation of certain marketing activities and
exhibitions may, depending on the exact facts and cir-
cumstances, imply that FCo does have facilities in the
Netherlands and/or does maintain a stock of goods or
merchandise, for marketing and exhibition purposes.
If this were the case, this might be sufficient under
Dutch domestic tax law to constitute a PE if the activi-
ties were to meet the threshold of a fixed place of busi-
ness, at the disposal of FCo, through which the
business of FCo is wholly or partly carried on, as there
are no specific rules excluding activities of a prepara-
tory or auxiliary nature from the Dutch domestic law
concept of a PE. Assuming a tax treaty applies that fol-
lows the OECD Model, the use of SP should not cause
FCo to be considered to be carrying on an enterprise
through a Dutch PE as, in this case, activities of a pre-
paratory or auxiliary nature would be explicitly ex-
cluded from the concept of a PE.

The organisation of meetings with potential cus-
tomers may, depending on the exact facts and circum-
stances, increase the risk that SP will be considered to
constitute a permanent representative of FCo. The
fact pattern indicates that, to purchase Product, a cus-
tomer will deal directly with FCo, in which case SP
will apparently have no authority to conclude con-
tracts on behalf of FCo. In these circumstances, FCo
would not have a permanent representative in the
Netherlands. However, as indicated at I.B., above, it
would be necessary to take into account the fact that a
permanent representative may be recognised not only
where there is formal authority to conclude contracts
but also where the factual behaviour of the represen-
tative and the principal is such that there is practical
authority to conclude contracts, sales being effectively
made by SP and (only) formalised by FCo.62 In the
latter situation, a permanent representative may still
be recognised under Dutch domestic tax law. Simi-
larly, assuming a tax treaty applies that follows the
OECD Model, in light of paragraph 32.1. of the Com-
mentary on the OECD Model (added in 2003), a sub-
stance over form test can be applied in place of a
merely formal one.

III. Withholding and reporting obligations of FCo
with respect to its payment of compensation to SP

Since, subject to the assumptions set out above, the
conclusion was drawn that FCo would not be consid-
ered to have a Dutch enterprise (PE or permanent rep-
resentative) in any of the scenarios envisaged, where
SP was a Dutch corporation, FCo would have no with-
holding or reporting obligations with respect to its
payment of compensation to SP. Nor would FCo have
any obligation to obtain a Dutch taxpayer identifica-
tion number or to have a bank account in the Nether-
lands.63

The same would apply if SP were an individual
rather than a corporation, assuming that SP was not
deemed to be an employee of FCo. If SP was deemed
to be an employee of FCo, registration, wage tax with-
holding and reporting obligations might apply.

This would also be the case if a Dutch tax treaty con-
forming to the OECD Model were to apply.
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NOTES
1 This paper focuses on the corporate income tax ramifi-
cations only. The individual income tax, value added tax
(VAT), customs, excise and other tax ramifications of
using a service provider in the Netherlands, of producing
products in the Netherlands, and of the inbound and out-
bound shipping of raw materials and/or products are not
addressed.
2 Corporate Income Tax Act 1969 (Wet op de vennootsc-
hapsbelasting 1969 — CITA), Art. 3, Arts. 17 through 19.
3 Respectively, CITA, Art. 17(1)a and Art. 17(1)b.
4 CITA, Art. 17a.
5 CITA, Art. 19.
6 CITA, Art. 17(1)a.
7 Respectively, CITA, Art. 15f and Unilateral Decree for
the avoidance of double taxation 2001 (Besluit voorkom-
ing dubbele belasting 2001 — Unilateral Decree), Art. 2.
8 References herein to case law are mostly to decisions of
the Dutch Supreme Court (Hoge Raad der Nederlanden),
which has a section for tax matters and which is the high-
est Dutch judicial institution to render decisions on
Dutch direct tax matters. References to publications are
references to publications in ‘‘Beslissingen in belastingza-
ken Nederlandse Belastingrechtspraak’’ (BNB), Decisions
in tax cases Netherlands Tax Case Law.
9 Although Supreme Court, BNB 1974/172 dismissed the
use of the OECD Commentary for the interpretation of
domestic law concepts, in other cases, the Supreme Court
has referred to the OECD Commentary in interpreting
domestic law concepts, e.g., Supreme Court, BNB 1988/
258, or has given a domestic law concept a meaning that
does not conflict with the OECD concept.
10 Supreme Court, BNB 1955/277.
11 Supreme Court, BNB 1976/121, BNB 1992/245. It
should be noted that the ‘‘at the disposal’’ requirement
was also met in certain cases where operations were car-
ried on through a joint venture or partnership for a part-
ner that did not itself have facilities at its disposal but did
have activities and facilities attributed to it based on its
participation in the partnership results.
12 Respectively, Supreme Court, BNB 1954/336 and BNB
1996/358.
13 Supreme Court, BNB 1955/277.
14 Supreme Court, 1955/277, suggesting that continuous
use is not required — intermittent use of the same loca-
tion (but not of different locations) may be sufficient.
Court Leeuwarden, FED 1988/710, applied this to a
doctor regularly working from a particular clinic.
15 Supreme Court cases, BNB 1992/51 (a few months; no
PE), BNB 1975/66 (six months; no PE), BNB 1976/121
(9-10 months; a PE), BNB 1956/123 (about one and a half
years; a PE). Supreme Court, BNB 1970/89, considered a
(longer) intended period of use more important than a
(shorter) actual period of use.
16 Sometimes more strictly ‘‘ ‘in the name of’ the princi-
pal;’’ however, it currently seems more relevant to evalu-
ate whether the representative has the authority to enter
into contracts on behalf of the principal; see also para.
32.1 of the Commentary on OECD Model, Art. 5.
17 Supreme Court, BNB 1961/196, BNB 1971/110, BNB
1979/190.
18 Supreme Court, BNB 2001/239, BNB 2006/6, Amster-
dam Court, BNB 1979/190.
19 Decree of Nov. 16, 2004, IFZ2004/828, Supreme Court,
BNB 1982/127.
20 Supreme Court, BNB 1988/258, BNB 1996/108.
21 Supreme Court, BNB 1996/108.
22 Supreme Court, BNB 1971/43, BNB 1988/258.

23 Note on Tax Treaty Policy 2011 (Notitie Fiscaal Ver-
dragsbeleid 2011), submitted by the government to parlia-
ment by letter of Feb. 11, 2011, nr. IFZ2011/100M.
24 In short, the Netherlands may accept such a provision
in its treaties with developing countries that wish to in-
clude the provision for budget reasons and as part of their
standard treaty policy, provided the overall result of the
treaty negotiations is acceptable.
25 Constitution (Grondwet), Art. 94, respectively Art. 104.
26 CITA, Art. 18(1).
27 Supreme Court, BNB 1954/180. The indirect method,
or some form of formulary apportionment, was used
more frequently in the past. Nowadays, the indirect
method is used only in very exceptional cases (traditional
examples are in the case of shipping and insurance com-
panies) and subject to the condition that it results in an
arm’s length profit allocation.
28 Decree of Jan. 15, 2011, nr, IFZ2010/457M.
29 Supreme Court, BNB 1954/180.
30 Supreme Court, BNB 1997/264, BNB 2003/246, BNB
2007/117. Decree of Jan. 15, 2011, nr, IFZ2010/457M.
31 Supreme Court, BNB 1997/263.
32 Supreme Court, BNB 1997/263
33 Supreme Court, BNB 1990/36.
34 Supreme Court, BNB 1992/51.
35 Decree of Jan. 15, 2011, nr, IFZ2010/457M.
36 CITA, Art. 18, which refers to Arts. 8(1)-(8), 8(11),
8(13), 8b through 15aj, and 15d. CITA, Art. 8(1), in its
turn, refers to many articles of the Individual Income Tax
Act 2001 (Wet op de inkomstenbelasting 2001 — IITA) that
are relevant to the calculation of the profits of an entre-
preneur.
37 CITA, Art. 18(1), 8(1), IITA, Art. 3.8 (total profits; totaal-
winst).
38 CITA, Art. 18(1), 8(1), IITA, Art. 3.25 (annual profit;
jaarwinst).
39 CITA, Art. 13(1).
40 CITA, Art. 20-21a.
41 CITA, Art. 22-23b.
42 CITA, Art. 17(2). GAT, Art. 6.
43 CITA, Art. 17(2) and 7(4).
44 CITA, Art. 17(1) and 7(5).
45 General Act on Taxation (Algemene wet inzake rijks-
belastingen — GAT), Art. 52.
46 GAT, Art. 47(1)a.
47 GAT, Art. 47(1)b.
48 GAT, Art. 50.
49 GAT, Art. 22j-30.
50 Decree of July 5, 2011, nr. BLKB2011/1087M, Stcrt.
2011, 12570, which is the most recent reprint of the long-
standing advance consultation program and which sets
out the general principles.
51 Decree of Aug. 11, 2004, nr. IFZ2004/125M and Decree
of March 30, 2001, nr. RTB2001/1379.
52 Decree of Aug. 11, 2004, nr. IFZ/124M
53 Decree of March 30, 2001, nr. IFZ2001/295, Decree of
Aug. 21, 2004, nr. IFZ2004/680M, Decree of Aug. 11, 2004,
nr. IFZ2004/126M, Decree of Aug. 11, 2004, nr. IFZ2004/
127M, Decree of Aug. 17, 2004, nr. DGB2004/1339M.
54 Decree of Jan. 15, 2011, nr, IFZ2010/457M. It is also
possible to obtain advance certainty only with respect to
the acceptability of the decisions to be made in the first
step of the AOA (i.e., the allocation of assets and risks
based on the functions) without engaging in a full APA
(i.e., also for the second step of profit allocation).
55 Decree of Aug. 11, 2004, nr. DGB2004/1338M, Decree
of Aug. 17, 2004, nr. DGB2004/1339M.
56 Decree of March 30, 2001, nr. RTB2001/1379 and
Decree of Aug. 11, 2004, nr. DGB2004/1337M.
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57 Supreme Court, BNB 1987/306.
58 CITA, Art. 8b(1).
59 CITA, Art. 8b(2).
60 Civil Code, Art. 7:610 (employment agreement). The
factors are derived from practice for purposes of the IITA
for individuals wishing to obtain advance certainty on
their status as employees or independent entrepreneurs.
61 Supreme Court, BNB 1957/144 concluded that there
was no PE in a case in which an employee had a room in
his private home, for the use of which he did not receive
a remuneration, to which he did not provide access to his
employer and that he had equipped himself.

62 Supreme Court, BNB 2001/239, BNB 2006/6, Amster-
dam Court, BNB 1979/190.
63 As noted in fn. 1, above, this paper focuses only on the
corporate income tax ramifications. The individual
income tax, VAT, customs, excise and other tax ramifica-
tions of using a service provider in the Netherlands, of
producing products in the Netherlands, of the inbound
and outbound shipping of raw materials and/or products,
and other elements of the fact pattern are not addressed.
It should be noted, however, that, particularly for VAT
purposes, registration and filing requirements may apply
in practice.
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Host Country
SPAIN
Eduardo Martínez-Matosas
Gómez-Acebo & Pombo, Barcelona

F Co, a limited liability business entity formed
under the law of Foreign Country (FC), is en-
gaged in the sale of Product throughout the

world. Sales to customers in Spain are transacted by
FCo outside Spain (by mail, phone or internet) and
FCo arranges for shipment of Product to the custom-
ers in Spain. FCo currently has no employees, office or
other presence in Spain. FCo is contemplating hiring
a service provider (SP) in Spain to perform certain ser-
vices in connection with its sales of Product to cus-
tomers in Spain.

I. General principles of Spanish income taxation of
a foreign corporation

A. Spanish domestic law

Under the Spanish Non-Residents Income Tax Law
(TRLIRNR), a foreign corporation is subject to Span-
ish non-resident income tax (IRNR) if it has a perma-
nent establishment (PE) in Spain or if it obtains
Spanish-source income.

Under Article 13 of the TRLIRNR, an entity will be
considered to operate through a PE in Spain if it: (1)
in any way, continuously or habitually uses in Spain
installations or work places of any kind in which it
carries on all or part of its activity; or (2) acts in Spain
through an agent that is authorised to enter into con-
tracts in the name of the entity and that agent uses
such power habitually (dependent agent). In particu-
lar, the following places of business (among others)
are deemed to constitute PEs: offices, factories, ware-
houses and workshops.

Spanish domestic law does not contain any ‘‘escape
clauses’’ under which certain activities are excluded
from giving rise to a PE, such as those set forth in the
OECD Model Tax Convention on Income and Capital
(the ‘‘OECD Model Convention’’) for: (1) preparatory
or auxiliary activities; and (2) independent agents (see
further at I.B., below.)

PEs are, in general terms, subject to the same tax
rules as resident companies. In this regard, PEs are
subject to tax on their worldwide income, being their
taxable income generally computed on the basis of
their profit and loss account as adjusted for tax pur-
poses. In this regard, it should be noted that interest
(except interest paid by PEs of banks), royalties, fees

and payments for technical assistance paid by a PE to
its head office are not tax deductible. Conversely, rea-
sonable management and administrative expenses are
deductible if they are duly evidenced, recorded in the
accounts of the PE and related to the business opera-
tions of the PE.1

The general rate of tax on income derived through a
PE is the same as that applying to the income of a
Spanish resident company (currently, 30 percent). In
addition, a 19 percent branch profits tax applies to any
after-tax profits remitted abroad by a Spanish PE (al-
though this remittance tax is not applicable to PEs of
EU companies or where a tax treaty applies, unless
such tax is expressly covered by the relevant treaty).

Under Article 16.2 of the Spanish Corporate Income
Tax Law (TRLIS), related-party transactions must be
valued in accordance with the arm’s length principle.
For this purpose, a nonresident company and its
Spanish PE are considered to be related parties.
Therefore, the allocation of income and deductions
between a foreign corporation and the corporation’s
Spanish PE should follow arm’s length valuation prin-
ciples.

B. Spanish tax treaty

For purposes of this analysis, references to the provi-
sions of a tax treaty will be to the provisions of the
2010 OECD Model Convention (except where other-
wise specified). In a treaty context, it is worth men-
tioning that the Commentary on the OECD Model
Convention is very frequently used by the Spanish Tax
Administration and Courts as interpretative guidance
in their decisions and judgments.

Article 7 of the OECD Model Convention states that
‘‘Profits of an enterprise of a Contracting State shall be
taxable only in that State unless the enterprise carries
on business in the other Contracting State through a
permanent establishment situated therein. If the en-
terprise carries on business as aforesaid, the profits
that are attributable to the permanent establishment
in accordance with the provisions of paragraph 2 may
be taxed in that other State.’’ The basic principle,
therefore, is that, unless a company of a Contracting
State has a PE in the other State, the business profits
of that company cannot be taxed by that other State
(unless these profits fall into special categories of
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income with respect to which other Articles of the
Convention give taxing rights to that other State).2

According to Article 5(1) of the OECD Model Con-
vention, the term ‘‘permanent establishment’’ means a
fixed place of business through which the business of
an enterprise is wholly or partly carried on. The term
‘‘place of business’’ covers any facilities used for carry-
ing on the business of the enterprise. A place of busi-
ness may also exist where no premises are available
for carrying on the business of the company and it
simply has a certain amount of space at its disposal. It
is immaterial whether the facilities are owned or
rented.3 Article 5(2) lists examples of places of busi-
ness that can be regarded as constituting a PE. These
are, among others, an office, a factory or a workshop.

However, Article 5(4) of the OECD Model Conven-
tion lists a number of business activities that do not
give rise to a PE, even if the activity concerned is car-
ried on through a fixed place of business. The
common feature of these activities is that they are, in
general, preparatory or auxiliary activities that are
remote from the actual realisation of profits. Ex-
amples are fixed places of business solely for the pur-
pose of advertising or for the supply of information, if
such activities have a preparatory or auxiliary charac-
ter. The decisive criterion for distinguishing between
an activity that has a preparatory or auxiliary charac-
ter and one that does not is: ‘‘whether or not the activ-
ity of the fixed place of business in itself forms an
essential and significant part of the activity of the en-
terprise as a whole.’’4

The Spanish tax authorities (i.e., the Spanish Gen-
eral Tax Directorate or DGT) concluded, in DGT 2000-
01, that a Spanish contract manufacturer could
qualify as a PE on the basis of Article 5(2) of the OECD
Model Convention.

However, the Tax Administration adopted a differ-
ent approach in DGT 1807-03 with regard to a maq-
uila arrangement (which is similar to toll
manufacturing) when it concluded that such an ar-
rangement did not constitute a PE because its activi-
ties had a preparatory or auxiliary character
(referring to an activity listed in Article 5(4)(c) of the
OECD Model Convention, i.e.: ‘‘the maintenance of a
stock of goods or merchandise belonging to the enter-
prise solely for the purpose of processing by another
company’’). A similar conclusion was reached with
regard to a maquila arrangement in DGT V2192-08,
where the DGT expressly established that a requisite
for the arrangement not qualifying as a PE was that
the foreign company should retain ownership of the
raw materials and finished goods, and that the Span-
ish manufacturer should assume only the manufac-
turing risks.

The Commentary on the OECD Model Convention5

states that ‘‘the fact that a company’s own activities at
a given location may provide an economic benefit to
the business of another enterprise does not mean that
the latter enterprise carries on its business through
that location: clearly, an enterprise that merely pur-
chases parts produced or services supplied by another
enterprise in a different country would not have a per-
manent establishment because of that, even though it
may benefit from the manufacturing of these parts or
the supplying of these services.’’ In this regard, the
DGT concluded, in DGT V2192-08, that a contract

manufacturer did not constitute a PE because: (1) it
was contracted as an independent entity; (2) manufac-
turing constituted its principal activity; and (3) it also
rendered manufacturing services to other clients.

1. Activities of an agent

According to Article 5(5) of the OECD Model Conven-
tion, where a person, other than an agent of an inde-
pendent status, is acting on behalf of a company and
has, and habitually exercises, in a Contracting State
an authority to conclude contracts in the name of the
company, that company will be deemed to have a PE
in that State with respect to any activities that the
person undertakes for the company (dependent agent
clause). Such a person may be either an individual or
a company.6

As regards the expression ‘‘authority to conclude
contracts,’’ paragraphs 32.1 and 33 of the Commen-
tary on Article 5 of the OECD Model Convention indi-
cate the following (most of which are considered key
issues by the DGT7):

s the ‘‘authority to conclude contracts’’ may exist with
respect to an agent that concludes contracts that
are binding on the company it represents, even if
those contracts are not actually in the name of the
company;

s the lack of active involvement by a company in
transactions may be indicative of the granting of
authority to an agent;

s a person who is authorised to negotiate all the ele-
ments and details of a contract in a way binding on
the company can be said to exercise this authority,
even if the contract is signed by another person or if
the agent has not formally been given a power of
representation; and

s by way of example, an agent may be considered to
possess actual authority to conclude contracts
where he solicits and receives (but does not for-
mally finalise) orders that are sent directly to a
warehouse from which goods are delivered and
where the foreign company routinely approves the
transactions.
A similar situation was adjudicated by the Spanish

Supreme Court in Roche Vitamins8 (and by the Span-
ish Central Economic-Administrative Court in Dell9).
In Roche Vitamins, the fact that that a Spanish subsid-
iary had no capacity to contract or negotiate on behalf
of its foreign parent did not exclude the application of
the dependent agency clause of the Spain-Switzerland
tax treaty, as the Spanish subsidiary was obliged to
promote the goods that were sold, which function was
considered by the Court to represent a greater involve-
ment in the Spanish market as well as being a key ele-
ment in the Court’s reaching the conclusion that the
Spanish subsidiary did not merely process purchase
orders issued by its foreign parent.

The Supreme Court also held that the Spanish sub-
sidiary constituted a ‘‘fixed place of business’’ of the
foreign parent — the Court having considered the
question of the existence of a PE from the perspective
of both the general PE clause10 and the agency PE
clause.11 The Supreme Court concluded that the
Spanish subsidiary constituted a fixed place of busi-
ness of the foreign company since all the activity of
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the Spanish subsidiary was directed, organised and
managed by the foreign company.

The dependent agent clause does not apply to ‘‘inde-
pendent agents.’’ Thus, an independent agent cannot
constitute a PE of the foreign company for which it is
acting.12 The Commentary on Article 5 of the OECD
Model Convention states that the requirements for
qualifying as an independent agent are that the agent
is:

s independent, both legally and economically, of the
foreign company for which it is acting; and

s acting in the ordinary course of its business when
acting on behalf of the foreign company.
An agent whose commercial activities for a foreign

company are subject to the detailed instructions of, or
comprehensive control by, the foreign company
should not be regarded as independent of that com-
pany. Another factor to be considered in determining
independent status is the number of principals repre-
sented by the agent. Independent status is less likely to
be accepted if the activities of the agent are performed
wholly or almost wholly on behalf of only one com-
pany.13

2. Attribution of profits to a permanent
establishment

According to Article 7 of the OECD Model Conven-
tion, the basic approach is to require the determina-
tion of the profits of a PE based on the fiction that the
PE is a separate company, independent of the rest of
the company of which it is a part. The profits are thus
to be determined in accordance with the arm’s length
principle.14

In Dell, the Spanish Court held (as it did in Roche Vi-
tamins, mutatis mutandis), following the functional
analysis performed by the tax inspectorate, that all the
sales made by Dell (Ireland) in Spain (less related ex-
penses) should be attributed to Dell’s Spanish PE.

II. Application of general principles to specific fact
scenarios

A. SP is hired by FCo: (1) to help customers in Spain set
up Product and get it operational; and (2) to perform
warranty services with respect to Product

1. Spanish domestic law

Provided SP was contracted as an independent entity
engaged in its own business activities and was not au-
thorised to enter into contracts in the name of FCo, it
would not meet the PE definition, and therefore its ac-
tivities would not be imputed to FCo.

This conclusion would, however, depend on a func-
tional analysis of the real economic activities per-
formed by SP (see Roche Vitamins and Dell). If SP
performed other functions apart from its own busi-
ness activities, such as promoting FCo’s sales, there
would be a risk that its activities might give rise to a
PE. This risk would also exist if the activities of SP
were almost entirely directed, organised and managed
by FCo, or if in any way SP’s activities resulted in fac-
tually binding agreements for FCo.

2. Spanish tax treaty

The same result would obtain if a Spanish tax treaty
applied. In this regard, it should be noted that, under
an applicable Spanish tax treaty, FCo would obtain
greater protection from the possibility of being
deemed to have a PE in Spain, by virtue of the treaty
‘‘escape clauses’’ (preparatory or auxiliary activities/
independent agent clause).

B. SP is a contract manufacturer in Spain hired by FCo to
manufacture Product in Spain for the Spanish market.
Customers in Spain will deal only with FCo but SP will
ship Product directly to customers in Spain, pursuant to
FCo’s instructions

1. Spanish domestic law

The analysis would be the same as that set forth in
II.A.1., above. However, the fact that Spanish domes-
tic law does not contain any ‘‘escape clauses’’ could ul-
timately lead to FCo being deemed to have a PE in
Spain (if SP were to qualify as a ‘‘factory’’ of FCo).15

2. Spanish tax treaty

The analysis would be the same as that set forth in
II.A.2., above. The conclusion that the activities of SP
do not give rise to a Spanish PE of FCo would be
strengthened if: (1) FCo retains ownership of the raw
materials and finished goods; (2) SP assumes only the
manufacturing risks; (3) SP is contracted as an inde-
pendent entity; (4) manufacturing constitutes SP’s
principal activity; and/or (5) SP renders manufactur-
ing services to other clients.16

C. SP is hired by FCo to promote sales of Product in
Spain through marketing, exhibitions and meetings with
potential customers. However, to purchase Product, a
customer will deal directly with FCo

1. Spanish domestic law

The analysis would be the same as that set forth in
II.A.1., above.

2. Spanish tax treaty

The analysis would be the same as that set forth in
II.A.2., above.

It should be noted that Article 5(4) of the OECD
Model Convention expressly lists as an example of
preparatory or auxiliary activities (which as such do
not give rise to a PE) a fixed place of business solely
for the purpose of advertising or for the supply of in-
formation. However, as indicated in II.A.1., above if,
under a functional analysis of the real economic ac-
tivities performed, it was concluded that SP’s activi-
ties resulted in factually binding agreements for FCo,
there would still be a risk that FC might be deemed to
have a PE (because this may suggest that the agent’s
activities are actually going beyond mere preparatory/
auxiliary activities).
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III. Withholding and reporting obligations of FCo
with respect to its payment of compensation to SP

Since SP is a Spanish company, FCo has no withhold-
ing or reporting obligations with respect to its pay-
ment of compensation to SP. It also has no obligation
to obtain a Spanish taxpayer identification number
and no obligation to have a bank account in Spain.

NOTES
1 TRLIRNR, Art. 18.1.
2 Commentary on OECD Model Convention, Art. 7, para.
1.
3 Commentary on OECD Model Convention, Art. 5, para.
4.
4 Spanish General Tax Directorate in DGT V1305-09.

5 Commentary on OECD Model Convention, Art. 5, para.
42.
6 Commentary on OECD Model Convention, Art. 5, para.
32.
7 DGT V2192-08, V2191-08, 10-12-92 RTEAC 2/3/06.
8 Spanish Supreme Court, Jan. 12, 2011.
9 Spanish Central Economic-Administrative Court,
March 15, 2012
10 Spain-Switzerland tax treaty, Art. 5(1).
11 Spain-Switzerland tax treaty, Art. 5(4) — equivalent to
OECD Model Convention, Art. 5(5).
12 OECD Model Convention, Art. 5(6).
13 Commentary on OECD Model Convention, Art. 5, para.
38.
14 Commentary on OECD Model Convention, Art. 7, para.
16.
15 See DGT 2000-01.
16 See DGT V2192-08.
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Walter H. Boss and Stefanie Monge
Poledna Boss Kurer AG, Attorneys at Law, Zurich – Lugano (Switzerland)

F Co, a foreign corporation, is selling Product to
customers in Switzerland. Prior to engaging
SP, a Swiss resident service provider, FCo had

no employees, office or other presence in Switzerland.
For both foreign and Swiss income tax purposes, FCo
is treated as a Foreign Country (FC) corporation and
SP as a Swiss corporation.

I. General principles of Swiss income taxation of a
foreign corporation

A. Swiss presence

A foreign corporation may engage in business in Swit-
zerland by having:
s an employee working in Switzerland;
s a dependent agent in Switzerland;
s a commissionaire in Switzerland; or
s an independent contractor in Switzerland (either a

contract manufacturer or a sole distributor).
Engaging any of the listed above intermediaries in

Switzerland has the consequence that the foreign cor-
poration will have a presence in Switzerland. How-
ever, Switzerland is allowed to tax a foreign
corporation conducting business in Switzerland only
if the Swiss presence qualifies as a permanent estab-
lishment (PE). Hence, the existence of a Swiss PE is
the minimum threshold allowing Switzerland to tax a
foreign enterprise conducting business activities in
Switzerland.

B. Permanent establishment under Swiss domestic law

Under Swiss domestic law, the Federal Direct Tax Act1

defines a ‘‘permanent establishment’’ as a fixed place
of business that is wholly or partly engaged in the
business activities of an enterprise. It includes, in par-
ticular, a branch, a manufacturing plant, a workshop,
a sales office, a permanent agency, a mine or any other
plant for the extraction of mineral resources, and a
building or an installation project with a duration of
at least 12 months. Pursuant to the leading opinion,
this definition does not necessarily exclude activities
that are preparatory or auxiliary in nature.

At the cantonal level, even though it is not defined in
the Federal Tax Harmonisation Act,2 the concept of a
PE corresponds to the definition that generally applies

at the inter-cantonal and international levels. In a
long-standing series of cases, the Swiss Federal Su-
preme Court has defined ‘‘permanent establishment’’
for purposes of the inter-cantonal allocation of profits
as a fixed place of business with which an enterprise
engages in an essential qualitative and quantitative
part of its technical or commercial activity.3 Under
Swiss practice, a piece of equipment may be consid-
ered a place of business. In particular, the presence of
personnel is not a requirement for the definition of a
place of business to be met. For instance, in a 1903
case that concerned in an inter-cantonal situation, the
Federal Supreme Court held that vending machines
that distributed goods against payment at the place
where they were located had be characterised as PEs
of an enterprise whose registered office was in an-
other canton.4

1. Dependent agent

Under Swiss law, an agent usually acts in the name of
and for the account of its principal. The parties to a
contract concluded by an agent are therefore the prin-
cipal and the customer. The agent is merely entitled to
a commission under the agency agreement concluded
with the principal. An agent is dependent if it acts pur-
suant to the instructions and under the control of its
principal.

2. Commissionaire

Under Swiss law, a commissionaire is a fiduciary
acting in its own name, but for the sole risk and ac-
count of its principal. Where the principal is a resi-
dent of a country with which Switzerland has not
concluded a tax treaty, a commissionaire is normally
treated as a dependent agent.

3. When a dependent agent/commissionaire
constitutes a permanent establishment

A dependent agent or a commissionaire generally con-
stitute a PE (in a non-treaty context) if it has sufficient
authority to bind its foreign principal’s participation
in the business activities in Switzerland. Hence, for
the activities of a dependent agent or commissionaire
to constitute a PE (in a non-treaty context), the depen-
dent agent/commissionaire must have and regularly



exercise the authority to conclude contracts on behalf
of its foreign principal. To give rise to a PE, the con-
tracts must relate to the essential business operations
of the principal and not only to ancillary activities.

Under Swiss domestic law a dependent agent or a
commissionaire may be characterised as a PE (in a
non-treaty context) only to the extent it carries on its
business activities in a fixed place of business.

4. Independent contractor

Under Swiss domestic law, unlike an agent, an inde-
pendent contractor works under its own name and for
its own account. An independent contractor is nor-
mally a contract manufacturer or a sole distributor.
The business activities of an independent contract do
not give rise to a PE for the other contracting party,
provided the independent contractor is both legally
and economically independent and is acting in the or-
dinary course of its business when acting for a foreign
corporation.

C. Permanent establishment under a Swiss tax treaty
that follows the OECD Model Convention

The definition of a PE in Switzerland’s tax treaties
largely follows the rules in Article 5 of the OECD
Model Convention, which reads as follows:
1. For the purpose of this Convention, the term ‘‘per-

manent establishment’’ means a fixed place of busi-
ness through which the business of an enterprise is
wholly or partly carried on.

2. The term ‘‘permanent establishment’’ includes espe-
cially:
a) a place of management;
b) a branch;
c) an office;
d) a factory;
e) a workshop, and
f) a mine, an oil or gas well, a quarry or any other

place of extraction of natural resources.
3. A building site or construction or installation

project constitutes a permanent establishment only
if lasts more than twelve months.

4. Notwithstanding the preceding provisions of this
Article, the term ‘‘permanent establishment’’ shall
be deemed not to include:
a) the use of facilities solely for the purpose of stor-

age, display or delivery of goods or merchandise
belonging to the enterprise;

b) the maintenance of a stock of goods or mer-
chandise belonging to the enterprise solely for
the purpose of storage, display or delivery;

c) the maintenance of a stock of goods or merchan-
dise belonging to the enterprise solely for the
purpose of processing by another enterprise;

d) the maintenance of a fixed place of business
solely for the purpose of purchasing goods or
merchandise or of collecting information, for
the enterprise;

e) the maintenance of a fixed place of business
solely for the purpose of carrying on, for the en-
terprise, any other activity of a preparatory or
auxiliary character;

f) the maintenance of a fixed place of business
solely for any combination of activities men-
tioned in subparagraphs a) to e), provided that

the overall activity of the fixed place of business
resulting from this combination is of a prepara-
tory or auxiliary character.

5. Notwithstanding the provisions of paragraphs 1
and 2, where a person — other than an agent of an
independent status to whom paragraph 6 applies —
is acting on behalf of an enterprise and has, and ha-
bitually exercises, in a Contracting State an author-
ity to conclude contracts in the name of the
enterprise, that enterprise shall be deemed to have
a permanent establishment in that State in respect
of any activities which that person undertakes for
the enterprise, unless the activities of such person
are limited to those mentioned in paragraph 4
which, if exercised through a fixed place of busi-
ness, would not make this fixed place of business a
permanent establishment under the provisions of
that paragraph.

6. An enterprise shall not be deemed to have a perma-
nent establishment in a Contracting State merely
because it carries on business in that State through
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.

7. The fact that a company which is a resident of Con-
tracting State controls or is controlled by a com-
pany which is a resident of the other Contracting
State, or which carries on business in that other
State (whether through a permanent establishment
or otherwise), shall not of itself constitute either
company a permanent establishment of the other.
It follows from the above definition that an enter-

prise that is a resident of one Contracting State is con-
sidered to have a PE in the other Contracting State
either because it has a fixed place of business through
which it operates in the other state or because there is
a person acting for it in the other state. There are spe-
cial rules with regard to subsidiaries.

1. Treaty definition of ‘‘fixed place of business’’

A place of business may be a facility, such as premises
or, in certain instances, machinery or equipment. It is
immaterial whether the premises, facilities or installa-
tions are owned or rented by, or are otherwise at the
disposal of, the enterprise. The place of business must
be fixed, i.e., it must be established at a distinct place
with a certain degree of permanence.5 However, if the
place of business is not set up merely for a temporary
purpose, it can constitute a PE, even though it exists,
in reality, only for a very short period of time because
of the special nature of the activity of the enterprise or
because, as a consequence of special circumstances
(for example, the death of the taxpayer or the failure
of the investment), it is prematurely liquidated.6 Ar-
ticle 5(3) of the OECD Model Convention helps to de-
termine whether a building site or construction or
installation project is to be considered ‘‘fixed,’’ by char-
acterising such a site, etc. as a PE only if it last for
more than 12 months.

The enterprise must carry on its business through
the fixed place of business. This 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
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situated.’’7 Tax treaty dispositions prevent activities of
a purely preparatory or auxiliary character being con-
sidered PEs. It is often difficult to distinguish between
activities that have a preparatory or auxiliary charac-
ter and those that do not. The decisive criterion is
whether the activity of the fixed place of business in
itself forms an essential and significant part of the ac-
tivity of the enterprise as a whole. Each individual
case must be examined on its own merits. In any case,
a fixed place of business whose general purpose is one
that is identical to that of the enterprise as a whole is
not carrying on a preparatory or auxiliary activity.8

On September 17, 1976, the Federal Supreme Court
confirmed the application of Article 5(3)(e) of the
Switzerland-Spain tax treaty9 with respect to activi-
ties of a preparatory or auxiliary nature. In the case
concerned, a Spanish bank had set up a representative
office in Geneva. The purpose of the representative
office was to explain to banks and Swiss enterprises
the services that the Spanish bank could render, to es-
tablish contacts with Swiss enterprises in view of the
services offered by the Spanish bank, and to provide
the Spanish head office with information concerning
the Swiss economy. The representative office did not
negotiate or sign any contracts on behalf of the Span-
ish bank. The issue was whether the Geneva opera-
tions constituted a Swiss PE. The Federal Supreme
Court concluded that the mere fact of having an office
in Switzerland was not sufficient to constitute a Swiss
PE. It was, moreover, necessary to analyse the activity
of the representative office in Switzerland. Based on
the facts and circumstances of the case, the Federal
Supreme Court ruled that the bank did not conduct
any of its banking business activities through the
Swiss office and that the activities of the Swiss office
were of a preparatory or auxiliary nature. The Swiss
representative office was, therefore, not considered to
be a PE of the Spanish bank.

2. Representatives

Although an enterprise of one Contracting State may
not have a fixed place of business in the other Con-
tracting State through which the business of the enter-
prise is wholly or partly carried on, it may
nevertheless have a PE in the other state if a person
habitually acts on behalf of the enterprise and con-
cludes contracts in the name of the enterprise in that
other state.10 The representatives covered by this pro-
vision are known as ‘‘dependent agents’’ and may be
either individuals or legal entities.11

No PE is created if the representative is an indepen-
dent broker, general commission agent or any other
agent of an independent status, provided the repre-
sentative is acting in the ordinary course of its busi-
ness.12 Additionally, activities undertaken by a
dependent agent of a purely preparatory or auxiliary
character13 will not constitute a PE.

3. Subsidiaries

The existence of a subsidiary does not, of itself, consti-
tute a PE.14 A subsidiary is an independent legal entity
and does usually not constitute a PE of its parent com-
pany. However, according to the comments of the
OECD Committee on Fiscal Affairs, a subsidiary does
constitute a PE of its parent company under the same

conditions as are stipulated in Article 5(5) of the
OECD Model Convention with respect to unrelated
companies, i.e., if the subsidiary cannot be regarded
as an independent agent within the meaning of Article
5(6), and if the subsidiary has and habitually exercises
the authority to conclude contracts in the name of the
parent company.15

D. International Allocation Rules

According to the majority of Swiss commentators and
the Federal Tax Administration, for purposes of allo-
cating profits between a foreign head office company
and its Swiss PE, Switzerland uses the direct method
for the attribution of income (the ‘‘objective method’’),
under which the Swiss PE is treated like an indepen-
dent enterprise.16

E. Significance if SP is related to FCo

In practice, it is often unclear whether an intermedi-
ary is a dependent agent or an independent agent. As
noted above, if the intermediary is a dependent agent,
its activities give rise to a Swiss PE; if, however, the in-
termediary is an independent agent, its activities do
not give rise to a Swiss PE unless the intermediary is
not acting in the ordinary course of its business. Par-
ticularly in inter-company situations, it is necessary to
examine thoroughly whether an agent is legally and
economically independent. The qualification of an in-
termediary as a dependent or an independent agent
depends on the facts and circumstances of the indi-
vidual case. The following factors need to be consid-
ered:

s To what extent do the business operations of the
agent depend on the instructions of and control by
the principal? If the agent is subject to the detailed
instructions of, and comprehensive control by, the
principal, the agent is not legally independent.

s To what extent does the agent bear the business risk
(especially the risk of loss) of its own activities? If
the agent does not bear the business risk of its own
activities because the principal bears the business
risk, the agent is economically dependent on the
principal.

s Does the agent have an exclusive business relation-
ship with the principal? The existence of an exclu-
sive relationship may be an indication that the
principal has economic control over the agent, es-
pecially if the business activities of the agent are
limited in scope and the agent has only the one
source of income.
If SP and FCo were related, it would be necessary to

examine whether SP was nonetheless legally and eco-
nomically independent.

F. Significance if SP is instead an individual

With respect to qualification as a Swiss PE of FCo, the
same rules will apply whether SP is an individual or a
corporation. In either case, a fixed place of business is
required.
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II. Application of general principles to specific fact
scenarios

A. SP is hired by FCo: (1) to help customers in
Switzerland set up Product and get it operational; and
(2) to perform warranty services with respect to Product

1.Swiss domestic law

SP has no authority to conclude contracts with the
customers either in the name of FCo, or in its own
name but for the sole risk and account of FCo. Hence,
it may be assumed that SP does not qualify as a depen-
dent agent or a commissionaire of FCo. Consequently,
SP does not constitute a Swiss PE of FCo.

2. Swiss tax treaty

SP has no authority to conclude contracts with the
customers in the name of FCo. Hence, it may be as-
sumed that FCo does not qualify as a dependent agent
of FCo. SP therefore does not constitute a Swiss PE of
FCo.

3. Circumstances, if any, in which SP would be
considered an agent of FCo

SP would be considered a dependent agent of FCo if
SP had, and regularly exercised, the authority to con-
clude contracts on behalf of FCo. To give rise to a PE
of FCo, the contracts to be concluded on behalf of FCo
would have to relate to the essential business opera-
tions of FCo and not only to ancillary activities. SP
would be characterised as a PE of FCo only to the
extent SP carried on its activities through a fixed place
of business in Switzerland.

If the activities of SP were to give rise to a Swiss PE
of FCo, the Swiss tax authorities would apply the
direct method for the attribution of income (the ‘‘ob-
jective method’’), under which the Swiss PE would be
treated like an independent enterprise.

B. SP is a contract manufacturer in Switzerland hired by
FCo to manufacture Product in Switzerland for the Swiss
market. Customers in Switzerland will deal only with
FCo but SP will ship Product directly to customers
in Switzerland, pursuant to FCo’s instructions

1.Swiss domestic law

SP has no authority to conclude contracts with the
customers either in the name of FCo, or in its own
name but for the sole risk and account of FCo. Hence,
it may be assumed that SP does not qualify as a depen-
dent agent or a commissionaire of FCo. Consequently,
SP does not constitute a PE of FCo.

2. Swiss tax treaty

SP has no authority to conclude contracts with the
customers in the name of FCo. Hence, it may be as-
sumed that FCo does not qualify as a dependent agent
of FCo. SP therefore does not constitute a PE of FCo.

3. Circumstances, if any, in which SP would be
considered an agent of FCo

SP would be considered a dependent agent of FCo if
SP had and regularly exercised the authority to con-
clude contracts on behalf of FCo. To give rise to a PE,
the contracts to be concluded on behalf of FCo would
have to relate to the essential business operations of
FCo and not only to its ancillary activities. SP would
be characterised as a PE of FCo only to the extent SP
carried on its activities through a fixed place of busi-
ness in Switzerland.

If the activities of SP were give rise to a Swiss PE of
FCo, the Swiss tax authorities would apply the direct
method for the attribution of income (the ‘‘objective
method’’), under which the Swiss PE would be treated
like an independent enterprise.

C. SP is hired by FCo to promote sales of Product in
Switzerland through marketing, exhibitions and
meetings with potential customers. However, to
purchase Product, a customer will deal directly with FCo

1. Swiss domestic law

SP has no authority to conclude contracts with the
customers either in the name of FCo, or in its own
name but for the sole risk and account of FCo. Hence,
it may be assumed that SP does not qualify as a depen-
dent agent or a commissionaire of FCo. Consequently,
SP does not constitute a PE of FCo.

2. Swiss tax treaty

SP has no authority to conclude contracts with the
customers in the name of FCo. Hence, it may be as-
sumed that FCo does not qualify as a dependent agent
of FCo. SP therefore does not constitute a PE of FCo.

3. Circumstances, if any, in which SP would be
considered an agent of FCo

SP would be considered a dependent agent of FCo if
SP had and regularly exercised the authority to con-
clude contracts on behalf of FCo. To give rise to a PE,
the contracts to be concluded on behalf of FCo would
have to relate to the essential business operations of
FCo and not only to its ancillary activities. SP would
be characterised as a PE of FCo only to the extent SP
carried on its activities through a fixed place of busi-
ness in Switzerland.

If the activities of SP were to give rise to a PE of
FCo, the Swiss tax authorities would apply the direct
method for the attribution of income (the ‘‘objective
method’’), under which the Swiss PE would be treated
like an independent enterprise.

III. Withholding and reporting obligations of FCo
with respect to its payment of compensation to SP

FCo has no withholding or reporting obligations
under Swiss law with respect to the compensation it
pays to SP. FCo does not have to obtain a Swiss tax-
payer identification number or open a Swiss bank ac-
count.
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NOTES
1 Federal Direct Tax Act of Dec. 14, 1990, as amended
(FDTA), Art. 4, para. 2 and Art. 51, para. 2.
2 Federal Tax Harmonisation Act of Dec. 14, 1990, as
amended.
3 See BGE 95 I 435, BGE 110 Ia 190.
4 See BGE 29 I 8.
5 Para. 2 of Commentary on OECD Model Convention,
Art. 5.
6 Para. 6.3 of Commentary on OECD Model Convention,
Art. 5.

7 Para. 2 of Commentary on OECD Model Convention,
Art. 5.
8 Para. 24 of Commentary on OECD Model Convention,
Art. 5.
9 BGE 102 Ia 264.
10 OECD Model Convention, Art. 5(5).
11 Para. 32 of Commentary on OECD Model Convention,
Art. 5.
12 OECD Model Convention, Art. 5(6).
13 As defined in OECD Model Convention, Art. 5(6).
14 OECD Model Convention, Art. 5(7).
15 OECD Model Convention, Art. 5(7).
16 FDTA, Art. 6, para. 4 and Art. 52, para. 4.
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Host Country
UNITED KINGDOM
James Ross
McDermott Will & Emery UK LLP, London

A ssuming HC is the United Kingdom, FCo, a
company resident outside the United King-
dom, is selling Product to customers in the

United Kingdom and, prior to engaging SP, has no
employees, office, or other presence in the United
Kingdom. For both FC and U.K. tax purposes, FCo is
treated as resident in FC, and SP is treated as resident
in the United Kingdom.

I. General principles concerning U.K. taxation of
nonresident companies

A. U.K. domestic law

1. Outline of structure of charging provisions

There are two separate taxes imposed on income in
the United Kingdom: income tax and corporation tax.
Companies resident in the United Kingdom, and com-
panies resident outside the United Kingdom which
carry on a trade1 in the United Kingdom through a
permanent establishment (PE) are subject to corpora-
tion tax.2 Income tax in principle applies both to indi-
viduals and companies: however companies within
the charge to corporation tax are excluded from the
charge to income tax.3 A non-U.K. resident company
without a U.K. PE still needs to consider the possibil-
ity of a charge to income tax4 if it is carrying on a
trade wholly or partly in the United Kingdom,5 al-
though, as explained below, there is normally rela-
tively little risk of exposure to such a charge.

2. Trading in the United Kingdom

a. Case law

For there to be a charge to either corporation tax or
income tax, the company in question must carry on a
trade in the United Kingdom. If no trade is carried on,
then there is no charge to tax, regardless of whether
the company has a PE in the United Kingdom.

This test can be broken down further into two
limbs: whether a company is carrying on a trade at all;
and whether it is doing so in the United Kingdom. It is
beyond the scope of this article to consider in detail
the question of whether a company is carrying on a

‘‘trade’’ (as opposed to an investment business), save
to say that a number of reported decisions have estab-
lished that it is a question of fact, and in a great many
cases should be readily apparent without the need for
detailed consideration.6 It is, however, worth noting
that a trade is defined as including ‘‘any venture in the
nature of trade,’’7 which can include isolated or specu-
lative transactions, provided they generate profits of
an income rather than a capital nature.8

The question of whether a trade is being carried on
in the United Kingdom was considered in a number of
cases in the late nineteenth century, but has been rela-
tively infrequently addressed since then. An 1860
case9 held that the mere purchase of goods in the
United Kingdom did not amount to trading in the
United Kingdom. Subsequent cases10 emphasised the
distinction between trading in the United Kingdom
and trading with the United Kingdom. The courts
took the view that the profits of businesses derived
from the making of contracts, and therefore held that
the principal factor in determining whether a com-
pany was trading in the United Kingdom was whether
it was concluding contracts in the United Kingdom.11

Contracts under English law are generally treated
as being concluded where acceptance of a contractual
offer is received. HM Revenue and Customs (HMRC)
takes the view that acceptance of an offer normally
comes from the seller, and therefore that the contract
will be treated as concluded where the buyer is when
he receives the acceptance (except where acceptance
takes place by way of post, in which case acceptance
takes place at the place the acceptance is posted).12

Subsequent cases have taken a broader view of
what constitutes trading in the United Kingdom
whilst still recognising the importance of the place of
contract. The 1921 House of Lords decision in Smidth
v Greenwood13 held:

It (the place of contract) is obviously a very important
element in the enquiry and if it is the only element the
assessments are clearly bad. The contracts in this case
were made abroad. But I am not prepared to hold that
this test is decisive. I can imagine cases where a con-
tract of resale is made abroad, and yet the manufac-
ture of the goods, some negotiation of the terms, and
complete execution of the contract take place here
under such circumstances that the trade was in truth
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exercised here. I think that the question is, where do
the operations take place from which the profits in
substance arise?

The test in Smidth was reaffirmed in 1957 in Fir-
estone v Lewellin,14 in which the House of Lords held
that ‘‘the place of sale will not be the determining
factor if there are other circumstances present that
outweigh its importance or unless there are no other
circumstances that can.’’

It is therefore necessary to ascertain what the essen-
tial profit-making operations are in determining
whether a company is trading in the United Kingdom.
For example, where consultancy or services are pro-
vided in the United Kingdom, HMRC takes the view
that the company will be regarded as trading in the
United Kingdom even where contracts were con-
cluded outside the United Kingdom.15 Similarly,
where a contract is concluded in the United Kingdom
(that is, where acceptance of a contractual offer takes
place) there may be no trading in the United Kingdom
if there is no other U.K. nexus to the transaction.16 If
there is no formal acceptance of an offer constituting
conclusion of a contract, then HMRC guidance states
that the place of delivery (being the point at which
title to the goods passes) will be an important factor in
determining where the contract is concluded (and
therefore in determining whether there is trading in
the United Kingdom).

b. Activities of an agent

The term ‘‘agent’’ has no special meaning for the pur-
poses of U.K. tax law. Under English law, an agent is a
person with authority to act on behalf of another
person (the principal) such that he can affect the prin-
cipal’s legal relations with third parties.

It is thus a general principle of English common law
that the actions of an agent are binding on the princi-
pal: thus if an agent of a nonresident company con-
cludes contracts on behalf of the company in the
United Kingdom, this will potentially be sufficient to
bring the nonresident company within the charge to
income tax (even if it does not give rise to a PE). Part
14, Chapters 2B and 2C of the ITA also contain ma-
chinery enabling an income tax charge imposed on a
nonresident company to be enforced on a U.K. branch
or agency of the nonresident, although there are ex-
clusions for independent brokers17 and investment
managers,18 and for agents not acting in the course of
a regular agency.19 These provisions will, in practice,
exclude many independent agents from liability in re-
spect of the profits of a nonresident company.

A nonresident company without a PE or branch or
agency may still be liable to income tax. HMRC con-
siders such situations ‘‘unusual,’’ but that they can
arise ‘‘if a non-resident trader was active in the United
Kingdom for a short time with no intention of more
than a short duration and/or carried on an itinerant
trade with no fixed place of business.’’20 It also notes
that a tax charge under these provisions is likely to be
difficult to apply in the absence of any machinery to
collect the tax.

c. Measure of profit

A nonresident within the charge to income tax on
trading income will be taxed on the profits from the
whole trade if the trade is carried on wholly within the
United Kingdom. If the trade is carried on partly in
the United Kingdom and partly elsewhere, only the
profits attributable to the part of the trade carried on
in the United Kingdom will be taxed in the United
Kingdom.21

The income tax code does not contain any explicit
rules for calculating the profits that are taxable in the
United Kingdom, in contrast to the corporation tax
rules (which are outlined below). HMRC, however, ap-
plies transfer pricing principles in both cases and
takes the view that it would be ‘‘unusual’’ for the quan-
tum of taxable profit to differ as between the two
codes.22 It acknowledges two possible exceptions:
non-U.K. source interest and royalty income attribut-
able to a U.K. PE would fall within the corporation tax
charge (unless excluded by virtue of a treaty), whereas
such income would not be chargeable to income tax,
and the income tax rules (unlike the corporation tax
rules) contain no capital attribution rules.23

An independent agent of a nonresident company
would normally be expected to receive an arm’s length
return for his services (and would be taxed accord-
ingly). Even if the independent agent does create a
theoretical taxable presence of the nonresident for
income tax purposes under the principles outlined
above, it is hard to see how any additional profit
would fall to be taxed as a result.

3. Permanent establishment

a. Definition

A company which is trading in the United Kingdom
will be subject to corporation tax rather than income
tax if it does so through a PE in the United Kingdom.

The PE concept was introduced into U.K. domestic
law in 2003 and cleaves24 very closely to the definition
found in Article 5 of the OECD Model Convention. As
in the OECD Model Convention, a PE is constituted by
a fixed place of business or dependent agent of a non-
resident company. There are two principal distinc-
tions between U.K. domestic law and the OECD
Model Convention:
s there is no minimum time requirement in U.K. do-

mestic law before a building site can constitute a PE
(the OECD Model Convention stipulates 12
months); and

s the definition of a ‘‘dependent agent’’ under U.K. do-
mestic law is (at least on its face) drawn more
widely than that in the OECD Model Convention,
encompassing a person who ‘‘has and habitually ex-
ercises authority to do business on behalf of the
company,’’ not merely a person with authority to
conclude contracts on its behalf.
The PE definition carries the normal exclusion for

agents of independent status found in the OECD
Model Convention, which should have the effect of en-
suring that it is not possible for a person to constitute
a PE of a party to which it is not related where it is
acting as an agent in the normal course of its business.
The definition also contains exclusions for indepen-
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dent brokers and investment managers similar to
those applying for the purposes of income tax.

The PE test does not distinguish between individual
and corporate agents. In practice, an employee or a re-
lated company will normally be capable of constitut-
ing a dependent agent, whilst an unrelated company
will generally not. An individual acting as a self-
employed contractor rather than an employee will not
normally be a dependent agent, but it can be difficult
to determine whether an individual is employed or
self-employed. An individual’s residence will generally
not be capable of being a ‘‘fixed place of business’’ for
the purposes of the PE test.

b. Measure of profit

The rules governing the attribution of profits to PEs
for corporation tax purposes similarly follow OECD
principles.25 A PE is required to be treated as a dis-
tinct and separate enterprise dealing with other parts
of the entity of which it forms a part on arm’s length
terms. The PE is deemed to have the same credit
rating as the entity of which it forms part, and an ap-
propriate amount of loan and equity capital should be
attributed to the PE. No deductions are permitted for
interest and royalties paid to other parts of the enter-
prise.

B. Application of tax treaties

The United Kingdom’s tax treaties for the most part
follow the OECD Model Convention. This has the
effect of excluding a foreign company resident in a
treaty jurisdiction from the charge to income tax and
of limiting the scope of any corporation tax charge
(insofar as it extends further than is permitted by the
treaty concerned).

C. Enforcement and machinery for collection of tax
liabilities

For income tax purposes, a branch or agency of a non-
resident person trading in the United Kingdom will be
treated as the ‘‘U.K. representative’’ of the nonresi-
dent. In broad terms, the U.K. representative will be
liable to account for any tax liabilities of the nonresi-
dent and to comply with the filing obligations of the
nonresident.26 As indicated in I.A.2.b., above, inde-
pendent brokers and investment managers will not be
regarded as U.K. representatives provided certain
conditions are satisfied: similarly agents who do not
act in the course of a regular agency.

II. Application of general principles to specific fact
scenarios

If the principles described above are followed, it
seems highly possible that the sale of Product to a
U.K. customer (if governed by English law) will be
treated as taking place in the United Kingdom, par-
ticularly if contracts are concluded over the telephone
or by email, or if FCo is responsible for delivery of the
goods and title passes in the United Kingdom. How-
ever, if FCo has no presence at all in the United King-
dom, it seems unlikely that the mere conclusion of
contracts in the United Kingdom will be sufficient to
result in FCo being viewed as trading in the United

Kingdom. The scenarios below are considered on the
basis of that assumption.

A. SP is hired by FCo: (1) to help customers in the
United Kingdom set up Product and get it operational;
and (2) to perform warranty services with respect to
Product

1. U.K. domestic law

These activities do not involve SP entering into con-
tracts on behalf of FCo. Whilst it may be performing
services in the United Kingdom on behalf of FCo,
FCo’s profits do not substantially arise from these ser-
vices: they arise from the sale of Product itself — the
services provided by SP represent a cost to FCo. As
such, FCo is unlikely to be treated as trading in the
United Kingdom as a result of SP’s activities in the
United Kingdom.

Even if FCo is treated as trading in the United King-
dom, this may have little practical effect once the tax
treatment of SP is taken into account. SP will, of
course, be taxed on income it receives from FCo in re-
spect of the services it provides. Assuming SP is inde-
pendent of FCo, this income will represent an arm’s
length return and it is hard to see how any additional
profit could be attributed to FCo over and above the
profits taxed in the hands of SP (bearing in mind that
the United Kingdom does not apply a ‘‘force of attrac-
tion’’ principle under domestic law when attributing
profits to a U.K. taxable presence). This will also be
the case if SP is related to FCo: although it is possible
that the profits taxable in the hands of SP may be in-
creased by means of a transfer pricing adjustment if it
is concluded that the actual arrangements do not pro-
vide SP with an arm’s length return.

2. U.K. tax treaty

As this situation should not result in FCo being tax-
able in the United Kingdom under domestic law, the
existence of a tax treaty between FC and the United
Kingdom will not affect the analysis.

B. SP is a contract manufacturer in the United Kingdom
hired by FCo to manufacture Product in the United
Kingdom for the U.K. market. Customers in the United
Kingdom will deal only with FCo but SP will ship Product
directly to customers in the United Kingdom pursuant
to FCo’s instructions

1. U.K. domestic law

Once again, it seems unlikely that the activities of the
manufacturer will result in FCo being treated as trad-
ing in the United Kingdom. FCo’s profits arise from
the sale of Product in the United Kingdom, and the
fact pattern suggests that contracts will not be con-
cluded in the United Kingdom, nor will other activi-
ties which substantially give rise to the profit be
carried on in the United Kingdom.

The contract manufacturing activity will give rise to
profit in the hands of SP and, if FCo and SP are con-
nected, SP’s profit from its manufacturing activities
will be policed by the U.K. tax authorities through the
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transfer pricing rules: but this will merely have the
effect of altering the profit on which SP is taxable: it
will not bring FCo within the U.K. tax net.

In line with the OECD Model Convention, U.K. do-
mestic law excludes facilities used for the purposes of
storage, display and delivery of merchandise from
constituting a PE.27

A factory may constitute a fixed place of business
and therefore a PE of FCo for corporation tax pur-
poses.28 In this case, SP’s factory will only constitute a
PE of FCo if it is ‘‘at the disposal’’ of FCo (in line with
the requirements stipulated at paragraph 4.1 et seq. of
the OECD Commentary on Article 5 of the Model Con-
vention). If FCo does not have any employees based at
SP’s factory with any degree of permanence, then the
factory will not constitute a PE under U.K. domestic
law. If FCo employees are based at the factory, a PE
may exist: but this is immaterial if FCo does not carry
on a trade in the United Kingdom.

If, however, FCo were to go one step further and to
base sales representatives at SP’s factory with author-
ity to conclude sales on behalf of FCo, that would in
all likelihood result in FCo being regarded as carrying
on a trade in the United Kingdom through a PE.

2. U.K. tax treaty

The same principles apply as set out above. If FCo is
not trading in the United Kingdom for domestic law
purposes, then the existence of a treaty between FCo
and the United Kingdom will not change the analysis.

If FCo is regarded as trading in the United King-
dom, then a tax treaty will ensure that FCo is only tax-
able in the United Kingdom if it has a PE in the United
Kingdom (thus excluding the income tax charge). As
the U.K. domestic law definition of establishment PE
is virtually identical to the definition found in most of
the United Kingdom’s treaties, if FCo is trading in the
United Kingdom and is doing so through a domestic
law PE, the U.K. corporation tax charge will probably
be unaffected by the existence of a treaty.

C. SP is hired by FCo to promote sales of Product in HC
through marketing, exhibitions and meetings with
potential customers. However, to purchase Product, a
customer will deal directly with FCo

1. U.K. domestic law

Whether this will result in FCo trading in the United
Kingdom will very much be a question of fact and
degree. Whilst, on its face, this scenario may or may
not involve the conclusion of contracts in the United
Kingdom, a more important question relates to the
role of SP employees. If they are, in essence, negotiat-
ing and concluding sales of Product and FCo employ-
ees in FC are doing nothing more than confirming and
rubber-stamping deals that have already been done,
then HMRC may well take the view that FCo is trad-
ing in the United Kingdom.

This would be sufficient, in principle, to give rise to
an income tax charge, regardless of whether SP is an
agent of FCo or whether it is connected to FCo. How-
ever, unless SP is a U.K. representative of FCo, there
will be no machinery to collect the tax and it is un-
likely to be enforced.

The practical liability of FCo is therefore likely to
turn on whether it has a PE in the United Kingdom. If
SP’s employees have and habitually exercise authority
to ‘‘do business’’ on behalf of FCo, there will be such a
PE.

2. U.K. tax treaty

HMRC guidance states that the domestic law test is
wider in scope than the OECD Model Convention test
(which looks to authority to conclude contracts).29 It
is not clear that this was the Government’s intended
result when the domestic law definition was first legis-
lated in 2003: the minister sponsoring the legislation
stated that its intention was to ensure that the domes-
tic law definition was in line with the Model Conven-
tion as interpreted by the OECD Commentary, which
encompassed undisclosed agents, and that simply leg-
islating the OECD Model Convention wording would
not have achieved this.30 In practice, there is unlikely
to be little difference between the two tests, and if in
substance the U.K.-based employees of SP are con-
cluding deals with customers, a PE is likely to arise
both for the purposes of domestic law and for the pur-
poses of any applicable treaty that adopts the OECD
Model Convention definition of a PE.

III. Withholding and reporting obligations of FCo
with respect to its payment of compensation to SP

FCo will not be obliged to make any withholdings in
the United Kingdom in respect of payments made to
SP in the United Kingdom, nor will it be obliged to
make any specific reports to HMRC in respect of
them. FCo will only face obligations in respect of U.K.
tax if it becomes liable to tax in the United Kingdom
on its trading profits.

If a company comes within the charge to corpora-
tion tax (for example, by starting to carry on a trade in
the United Kingdom through a PE), it is obliged to
give written notice of the fact to HMRC within three
months of doing so.31 There is a separate duty on a
company to give notice that it is chargeable to tax
within 12 months of the end of the relevant account-
ing period, if it has not received a notice to deliver a
tax return for that accounting period.32

Similarly, persons chargeable to income tax for any
year of assessment are required to give notice to
HMRC within six months of the end of the year of as-
sessment if they have not received a notice requiring a
return.33 Income tax is charged by reference to the tax
year, which ends on 5 April, although the trading prof-
its taxed in any given year of assessment will normally
be the profits of the accounting period ending in that
year of assessment. This means that any notice under
these provisions must be delivered to HMRC by Octo-
ber 5.

NOTES
1 NB: ‘‘trade’’, not ‘‘trade or business.’’ The term ‘‘business’’
for U.K. tax purposes is regarded as being wider than a
‘‘trade’’ and may include essentially passive activities
(though the case law is unclear on this point and each
case will turn on its own facts and circumstances). How-
ever, a company carrying on a business that does not con-
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stitute a trade will not be taxable on the profits of that
business, except to the extent that it suffers deduction at
source.
2 Corporation Tax Act 2009 (CTA 2009), sec. 5.
3 CTA 2009, sec. 5; Income Tax Act 2007 (ITA), sec. 5.
4 At the basic rate of 20%; the main corporation tax rate
for the 2012-13 financial year is 24%.
5 Income Tax (Trading and Other Income) Act 2005
(ITTOIA), sec. 6.
6 See HMRC Business Income Manual para. BIM 20055:
‘‘There is usually no dispute that the activities carried on
by a particular taxpayer do amount to a trade: the
butcher, the baker and the candlestick maker all know,
without getting into semantics, that they are carrying on
a ’trade’.’’
7 ITA, sec. 989; CTA 2010, sec. 1119.
8 HMRC Business Income Manual para. BIM 20065.
9 Sulley v Attorney-General 2 TC 149.
10 Erichsen v Last 4 TC 422; Grainger v Gough 3 TC 462.
11 It is worth noting that the presence of someone who
concludes contracts in the United Kingdom on behalf of
a company will potentially give rise to a PE (see I.A.3.).
This reinforces the conclusion that the circumstances in
which an income tax charge can arise (i.e., where there is
trading in the United Kingdom without a PE) are rela-
tively unusual.

12 HMRC International Manual para. 263050.
13 8 TC 193.
14 37 TC 111.
15 HMRC International Manual para. INTM 263050.
16 HMRC International Manual para. INTM 263060.
17 ITA, secs. 835H, 835L.
18 ITA, secs. 835I, 835M.
19 ITA, sec. 835G.
20 HMRC International Manual para. INTM264020.
21 ITTOIA, sec. 6.
22 HMRC International Manual para. INTM 267020.
23 HMRC International Manual para. INTM 267030.
24 CTA 2010, Part 24, Chapter 2.
25 CTA 2009, Part 2, Chapter 4.
26 ITA 2007, sec. 835U.
27 CTA 2010, sec. 1143.
28 CTA 2010, sec. 1141(2)(d).
29 HMRC International Manual para. INTM 264070.
30 HC Finance Bill Standing Committee Debates May 20,
2003 (per Dawn Primarolo MP).
31 Finance Act 2004, sec. 55.
32 Finance Act 1998, Schedule 18 para. 2.
33 Taxes Management Act 1970, sec. 7(1).
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Host Country
UNITED STATES
Herman B. Bouma
Buchanan Ingersoll & Rooney PC, Washington, DC

A ssuming HC is the United States, FCo is sell-
ing Product to customers in the United States
and, prior to engaging SP, has no employees,

office or other presence in the United States. For both
FC and U.S. income tax purposes, FCo is treated as an
FC corporation and SP as a U.S. corporation.

I. General principles concerning U.S. income
taxation of a foreign corporation

A. U.S. internal law

1. In general

Under the U.S. Internal Revenue Code of 1986, as
amended (the Code),1 a foreign corporation is gener-
ally subject to U.S. income tax on: (1) its taxable
income effectively connected with the conduct of a
trade or business in the United States (ECI); and (2)
its U.S.-source ‘‘fixed or determinable annual or peri-
odical’’ gross income (FDAP income) that is not effec-
tively connected with the conduct of a trade or
business in the United States.2 ECI is taxed at normal
corporate rates (generally 35 percent) and U.S.-source
FDAP income that is not ECI is taxed on a gross basis
at 30 percent. (A trade or business in the United States
carried on by a foreign corporation is often referred to
as a U.S. ‘‘branch’’ of the foreign corporation.3 A
‘‘trade or business in the United States’’ is sometimes
referred to herein as a ‘‘U.S. trade or business.’’4)

If a foreign corporation is engaged in a U.S. trade or
business, then it is necessary to compute its ECI. De-
tailed rules for determining what gross income of a
foreign corporation is considered effectively con-
nected with a U.S. trade or business are set forth in
§ 864(c). Generally, the following types of gross
income are considered effectively connected with a
U.S. trade or business: (1) U.S.-source FDAP income
and U.S.-source capital gain income if: (a) the income
is derived from an asset used in or held for use in the
conduct of the U.S. trade or business;5 or (b) the ac-
tivities of the U.S. trade or business were a material
factor in the realisation of the income;6 (2) all other
U.S.-source gross income;7 and (3) certain foreign-
source gross income.8 (In applying the asset and ac-
tivities tests with respect to the first category of

income, ‘‘due regard’’ must be given to ‘‘whether or not
such asset or such income . . . was accounted for
through such trade or business.’’9) Since the base of
ECI is taxable income, deductions that are properly
allocable or apportionable to effectively connected
gross income are allowed.10

The source of income realised on the sale of inven-
tory depends on whether the seller purchased the in-
ventory or manufactured it. (As used herein, the term
‘‘manufactured’’ includes produced, created, fabri-
cated, extracted, processed, cured or aged.11) If the
seller purchased the inventory, then, generally speak-
ing, the source of the income is the place of sale.12 The
regulations generally interpret this as meaning the
place where the ‘‘rights, title, and interest’’ in the in-
ventory pass to the buyer (the ‘‘title passage’’ rule).13 If
the seller manufactured the inventory, then the
income realised on the sale of the inventory is divided
into two components: (1) the ‘‘manufacturing’’ com-
ponent; and (2) the ‘‘sales’’ component. There are
three basic methods under the regulations for deter-
mining the amount of each component: (1) the 50/50
split method; (2) the independent factory or produc-
tion price method; and (3) the book method.14 The
amount of the manufacturing component is generally
sourced on the basis of the location of the manufac-
turing and the amount of the sales component is gen-
erally sourced under the title passage rule described
above.

A major exception to the sourcing of the sales com-
ponent applies if a foreign corporation has an office or
other fixed place of business (FPB) in the United
States to which the sale of the inventory is attribut-
able.15 In that case, the source of the sales component
is the United States unless: (1) the inventory is sold for
use, disposition or consumption outside the United
States; and (2) a foreign FPB of the foreign corpora-
tion materially participated in the sale.16 Since
income realised on the sale of inventory is not FDAP
income or capital gain, U.S.-source inventory income
is automatically treated as effectively connected gross
income if the foreign corporation realising the income
is engaged in a U.S. trade or business.17 Pursuant to
§ 865(e)(3), the rules of § 864(c)(5) (pertaining to
whether foreign-source income is effectively con-
nected with a U.S. trade or business) apply in deter-
mining if a sale of inventory is attributable to an FPB.
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Under the regulations under § 864(c)(5), a sale of in-
ventory is considered attributable to an FPB only if:
(1) the FPB was a material factor in the realisation of
the income from the sale; and (2) the income was re-
alised in the ordinary course of the trade or business
carried on through the FPB.18 Where an FPB has re-
ceived a sales order, the regulations state that the FPB
is considered a material factor in the realisation of the
income from the order unless: (1) the order was re-
ceived unsolicited; and (2) the FPB is not held out to
potential customers as the place to which sales orders
should be sent.19

It is assumed herein that FCo always arranges its
sales to U.S. customers in such a way that the sales
give rise to foreign-source income under the title pas-
sage rule.

2. Determination if a foreign corporation is
engaged in a U.S. trade or business

a. In general

As stated by Katz, Plambeck, and Ring, ‘‘Whether a
foreign corporation is engaged in a U.S. trade or busi-
ness depends on the facts and circumstances of each
particular case.’’20 Because of this, the Internal Rev-
enue Service (IRS) normally will not issue a private
letter ruling to a foreign corporation as to whether it
is engaged in a U.S. trade or business.21 However, the
Large Business and International Division (LB&I) of
the IRS has indicated that such an issue may be suit-
able for a pre-filing agreement (PFA) with the IRS.22

In the past, the conventional wisdom, based on cer-
tain court decisions,23 was that the activity in the
United States had to be ‘‘regular, continuous, and con-
siderable’’ in order to constitute the conduct of a trade
or business in the United States. However, now the
better understanding is that these decisions were
really focusing on what is needed to have a trade or
business (anywhere) and not on what type of activity
was necessary in the United States in order for a for-
eign corporation to be considered engaged in a trade
or business in the United States. Thus, even minimal
activities of an employee in the United States can
result in his foreign employer being considered en-
gaged in a trade or business in the United States, as
long as that foreign employer is in fact carrying on a
trade or business (somewhere) and the employee’s ac-
tivities in the United States are part of that trade or
business.24 As stated by Polito:

. . . The thesis advanced by this article is that, if a
person does engage in a trade or business somewhere
in the world, its U.S. activity does not itself need to be
regular, continuous, and considerable to bring it into
the United States. Notwithstanding language in re-
ported court opinions to the contrary, the authorities
are better reconciled as requiring a qualitative, and
not a quantitative, analysis to decide whether a foreign
trade or business has been brought into the United
States.25

Thus, generally speaking, whether a foreign corpo-
ration is considered engaged in a U.S. trade or busi-
ness depends upon whether the foreign corporation is
performing activities in the United States as part of a
trade or business carried on by the foreign corpora-
tion somewhere.

However, Polito does go on to point out that even
though there is no minimum quantum of activity nec-
essary for a foreign corporation to be engaged in a
U.S. trade or business, ‘‘it is not the case that any con-
nection to the United States is sufficient to bring a for-
eign trade or business into the United States.’’26

Ancillary and clerical activities in the United States,
even though they are part of a trade or business, are
not sufficient to cause a foreign corporation to be con-
sidered engaged in a trade or business in the United
States. For example, delivering goods, handling paper-
work, and collecting payments in the United States do
not constitute the conduct of a trade or business in the
United States.27 Moreover, investigating a business
opportunity in the United States is generally not con-
sidered the conduct of a trade or business in the
United States.28 In addition, purchasing goods in the
United States for resale abroad generally does not
constitute the conduct of a trade or business in the
United States, provided such is not done through a
U.S. office.29 In summary, as stated by Polito:

. . . Activity of an ancillary nature will not bring a for-
eign trade or business into the United States, regard-
less of how regular, continuous and considerable it is.
On the other hand, U.S. activity that is not ancillary
will serve to bring a foreign trade or business into the
United States even if it is sporadic, discontinuous, and
minimal. 30

b. Imputation to a foreign corporation of the activities
of another

(i) Activities of an employee

Generally speaking, the activities of an employee of a
corporation are imputed to the corporation, assuming
the activities are performed by the employee within
the scope of his employment. Thus, if an employee of
a foreign corporation is in the United States carrying
on a trade or business on behalf of the foreign corpo-
ration, the foreign corporation will be considered en-
gaged in a U.S. trade or business (unless the activities
of the employee are of an ancillary or clerical nature,
or relate to the purchase of goods for resale abroad).

(ii) Activities of an agent

Generally speaking, an agent is a person who repre-
sents another person in dealings with third parties.31

For U.S. income tax purposes, in determining
whether the activities of an agent in the United States
on behalf of a foreign corporation should be imputed
to the foreign corporation, it may be significant
whether the agent is a ‘‘dependent’’ agent or an ‘‘inde-
pendent’’ agent. For this purpose, an ‘‘independent
agent’’ should be considered to be ‘‘a general commis-
sion agent, broker, or other agent of an independent
status acting in the ordinary course of his business in
that capacity’’ and a ‘‘dependent agent’’ should be con-
sidered an agent other than an independent agent.32

In summarising the law in this area, Katz, Plambeck,
and Ring provide as follows:

Under common law principles of agency, a foreign
corporation may be engaged in a U.S. trade or busi-
ness through the activities of its agents in the United
States. The standards governing the existence of an
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agency relationship and the circumstances under
which imputation from an agent is appropriate, how-
ever, can be difficult to ascertain from the case law. It
seems clear from the cases that activities of persons
subject to a high degree of control by the corporation,
such as employees and ‘‘dependent’’ agents acting ex-
clusively or almost exclusively for the corporation, are
properly imputed to the corporation. . . .

Much less clear from the case law, however, is when
and whether activities of . . . ‘‘independent’’ agents can
be imputed to a foreign person.33 [Footnotes omitted.]

(iii) Activities of a dependent agent

For U.S. income tax purposes, the activities of a de-
pendent agent are generally imputed to the principal
if the agent is acting exclusively, or almost exclusively,
for the principal.34 Given that the activities of an inde-
pendent agent may be imputed to a foreign corpora-
tion if the agent works for the foreign corporation
with some degree of regularity (discussed below), it is
logical to conclude that the activities of a dependent
agent may also be imputed to a foreign corporation if
it works for the foreign corporation with some degree
of regularity (even if not exclusively, or almost exclu-
sively, for the foreign corporation).

(iv) Activities of an independent agent

Whether the activities of an independent agent are im-
puted to a foreign corporation is not always clear. An
important factor is whether the independent agent
works for the principal with some degree of regularity.
As stated by Katz, Plambeck, and Ring:

Courts have in many cases taken an expansive view,
frequently imputing the activities of independent
agents to foreign persons for purposes of determining
whether those persons are engaged in a U.S. trade or
business when the relationship between the indepen-
dent agent and the foreign person is characterised by
some degree of ‘‘regularity.’’ In de Amodio v. Comr., for
example, the court held that the purchase and man-
agement of real estate by independent real estate
agents on behalf of a foreign taxpayer caused the tax-
payer to be engaged in a U.S. trade or business. . . .

The Service, too, has imputed the activities of inde-
pendent agents to foreign persons. For example, in
Rev. Rul. 55–617 the Service held that ‘‘extensive’’ U.S.
sales by a nonresident through an (apparently) inde-
pendent commission agent were attributable to the
nonresident. . . .

On other occasions, however, the Service and the
courts have seemed reluctant to impute activity from
truly independent agents. These cases are difficult to
reconcile with de Amodio and the others discussed
above, although it appears that activities of indepen-
dent agents are less likely to be imputed to foreign per-
sons when the relationship between agent and
principal is ‘‘casual’’ rather than ‘‘regular’’ or ‘‘continu-
ous.’’35 [Footnotes omitted.]

One case held that substantial sales through a U.S.
distributor on behalf of a foreign person were attrib-
utable to that foreign person.36 However, that result
was apparently due to the fact that the sales were ‘‘on
behalf of’’ the foreign person. As stated by Polito, ‘‘If a
foreign person sells goods to a U.S. person for inde-
pendent resale, the U.S. purchaser is not the agent of

the foreign person.’’37 Polito further comments, ‘‘An
important element of this distinction is the economic
independence of the two legs of the transactions, in-
cluding that a genuine purchaser takes on the eco-
nomic risk of loss of the goods.’’38 [Footnote omitted.]
If a distributor is operating independently of a foreign
corporation, developing its own customers and simply
buying product from the foreign corporation, the ac-
tivities of the distributor should not be imputed to the
foreign corporation and thus should not cause the for-
eign corporation to be considered engaged in a U.S.
trade or business.39

(v) Activities of a contract manufacturer

One might have thought that only the activities of an
employee or an agent could be imputed to a foreign
corporation. However, as stated by Fuller et al., ‘‘In
many different situations involving taxes and other
matters, activities of a contract manufacturer have
been attributed to [the hiring party].’’40 In discussing
the treatment of contract manufacturing activity for
purposes of determining if a controlled foreign corpo-
ration (CFC)41 has foreign base company sales in-
come,42 Yoder states that ‘‘authorities in other areas
where the Code and regulations are silent generally
treat the hiring party as the manufacturer where such
person supervises and controls the manufacturing
process, provides the manufacturing intangibles, and
takes the entrepreneurial risks and benefits.’’43

[Footnote omitted.] Based on rulings issued by the
IRS over a 20-year period with respect to the issue of
whether a CFC has foreign base company sales
income, Yoder sets forth the following list of charac-
teristics of the hiring party that suggest the manufac-
turing activities of its contract manufacturer should
be attributed to the hiring party:
s purchases raw materials and components to be pro-

cessed;

s maintains an inventory and owns the materials to
be used in the manufacturing process (i.e., the raw
materials, components and work-in-process);

s holds title to the finished goods;

s bears the economic risk of loss with respect to the
raw materials, work-in-process and finished goods
during the manufacturing process;

s controls the design of the products;

s provides product specifications, designs, know-how
and related technology;

s provides intangibles related to the production of the
products;

s specifies the manufacturing process;

s controls and supervises the manufacturing process;

s controls the quality of the products;

s conducts product testing;

s determines the time and quantity of products
manufactured;

s conducts inspections of manufacturing facilities;

s all goods in process, as well as finished products
awaiting delivery, are situated in designated areas
clearly demarcated as belonging to the hiring CFC
and are kept separate and apart from any goods be-
longing to the contract manufacturer;

s has the right and obligation to take all finished
products;
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s pays a conversion fee to the contract manufacturer
(e.g., cost plus);

s negotiates and sells the products; and

s derives any profits or assumes any loss with respect
to product sales.44

With respect to these factors, Yoder notes the fol-
lowing:

. . . Not all of the above factors are necessary to at-
tribute the manufacturing activities to a hiring CFC,
and some factors are more important than others
(e.g., controlling the manufacturing process, provid-
ing manufacturing know-how and assuming the eco-
nomic benefits and risks of loss).

Most of the IRS rulings involve circumstances
where the hiring CFC owns the raw materials, work-
in-process and finished goods throughout the manu-
facturing process. Nevertheless, the IRS has also ruled
that the activities of a contract manufacturer may be
attributed to a hiring CFC where the contract manu-
facturer owns the raw materials and work-in-process.
In these circumstances, the CFC assumed the risk of
loss with respect to the raw materials and work-in-
process, as well as with respect to the finished prod-
ucts.

45
[Footnotes omitted.]

Although in Rev. Rul. 97-4846 the IRS changed its
position and no longer holds that the manufacturing
activities of a contract manufacturer can be attributed
to a CFC for purposes of determining if the CFC has
foreign base company sales income,47 the law outside
of this context presumably has not changed. Thus, de-
pending on the nature of the relationship between a
foreign corporation and its contract manufacturer,
the manufacturing activities of the contract manufac-
turer may be attributed to the foreign corporation.

If the manufacturing activities of a contract manu-
facturer operating in the United States are attributed
to a foreign corporation, then the question arises as to
whether the foreign corporation should be considered
engaged in a U.S. trade or business since the foreign
corporation would certainly be considered engaged in
a U.S. trade or business if it were engaged in manufac-
turing in the United States directly through its own
employees. Given their reaction to the issuance of Rev.
Rul. 97-48,48 some commentators in the United States
apparently would argue that the imputation of the
manufacturing activities of a contract manufacturer
to a foreign corporation does not entail the foreign
corporation being engaged in a U.S. trade or business.

Rev. Rul. 97-48 applied elementary logic to the fol-
lowing basic proposition, which was taken as a given
by the IRS: if the activities of a contract manufacturer
are imputed to the hiring party, then the hiring party
is engaged in a trade or business (‘‘has a branch’’49) in
the country in which the contract manufacturer is car-
rying on those activities. This proposition is in the
form ‘‘If p, then q.’’ The contrapositive, in the form ‘‘If
~q, then ~p,’’ is the following: if the hiring party is not
engaged in a trade or business in the country in which
its contract manufacturer is carrying on manufactur-
ing activities on its behalf, then those manufacturing
activities are not imputed to the hiring party. The IRS
opted to acquiesce to the decisions in Ashland Oil50

and Vetco,51 which had held that a hiring party was
not engaged in a trade or business (‘‘did not have a
branch’’) in the country in which its contract manu-

facturer was carrying on manufacturing activities on
its behalf.52 Since the IRS adopted ~q, it was logically
compelled to adopt ~p, i.e., the manufacturing activi-
ties of the contract manufacturer are not imputed to
the hiring party.

However, a number of commentators challenged
the basic proposition set forth above, i.e., if the activi-
ties of a contract manufacturer are imputed to the
hiring party, then the hiring party is considered en-
gaged in a trade or business in the country in which
the contract manufacturer is carrying on those activi-
ties. Some argued that the issue of whether the hiring
party is engaged in manufacturing and the issue of
whether the hiring party is engaged in a trade or busi-
ness (‘‘has a branch’’) are two unrelated prongs.53 This
is difficult to understand. If the activities of a contract
manufacturer are imputed to the hiring party, then it
is as though the hiring party had an employee in that
country performing those activities and, if it did, it
would be considered to be engaged in a trade or busi-
ness in that country. One commentator stated that the
‘‘symmetry issue’’ is beyond the scope of the discus-
sion.54 However, the symmetry issue is at the heart of
the matter since the two issues, the manufacturing
issue and the trade or business issue, are logically
locked together.

Thus, if one takes the position that, depending on
the nature of the relationship between the hiring party
and the contract manufacturer, the activities of the
contract manufacturer could be imputed to the hiring
party (even though the contract manufacturer is not
an agent of the hiring party), then, where the hiring
party is a foreign corporation and the contract manu-
facturer is in the United States, the use of the contract
manufacturer by the foreign corporation could result
in the foreign corporation being considered engaged
in a U.S. trade or business.

3. Determination if a foreign corporation has a
U.S. FPB

As discussed above, if a foreign corporation has a U.S.
FPB (i.e., a U.S. office or other fixed place of business)
to which the sale of inventory is attributable, that can,
depending on the circumstances, convert what would
otherwise be foreign-source inventory income into
U.S.-source inventory income.

a. In general

Under the regulations, an FPB is generally ‘‘a fixed fa-
cility, that is, a place, site, structure, or other similar
facility.’’55 It includes ‘‘a factory; a store or other sales
outlet; a workshop; or a mine, quarry, or other place of
extraction of natural resources.’’56 The regulations
note that a fixed facility may be considered an FPB
whether or not it is used continuously by a foreign cor-
poration.57

b. Imputation to a foreign corporation of the U.S. FPB
of another

Where a foreign corporation is using another person’s
U.S. FPB, that FPB is generally considered an FPB of
the foreign corporation unless the trade or business
activities of the foreign corporation carried out in that
FPB are ‘‘relatively sporadic or infrequent, taking into
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account the overall needs and conduct of that trade or
business.’’58 In addition, even where a foreign corpo-
ration is not actually using a U.S. FPB of another, a
U.S. FPB of another is imputed to a foreign corpora-
tion in the circumstances discussed below.

(i) U.S. FPB of an employee

If an employee is considered an agent of his foreign
corporation employer, a U.S. FPB of the employee, for
example, a home office, would be imputed to the for-
eign corporation only under the rules discussed below
for agents.59 Since an employee who is not an agent of
his foreign corporation employer is less closely identi-
fied with his employer than is an employee who is an
agent of his employer, a U.S. FPB of an employee who
is not an agent should not be imputed to a foreign cor-
poration.

(ii) U.S. FPB of an Agent

Whether or not a U.S. FPB of an agent is imputed to a
foreign corporation depends on whether the agent is a
dependent or an independent agent. Section
864(c)(5)(A) provides as follows:

[I]n determining whether a . . . foreign corporation
has an office or other fixed place of business, an office
or other fixed place of business of an agent shall be
disregarded unless such agent (i) has the authority to
negotiate and conclude contracts in the name of the
. . . foreign corporation and regularly exercises that
authority or has a stock of merchandise from which
he regularly fills orders on behalf of such . . . foreign
corporation, and (ii) is not a general commission
agent, broker, or other agent of independent status
acting in the ordinary course of his business . . . .

As indicated by the preceding, an ‘‘independent
agent’’ for this purpose is ‘‘a general commission
agent, broker, or other agent of independent status
acting in the ordinary course of his business’’ and a
‘‘dependent agent’’ is an agent that is not an indepen-
dent agent.60 However, the regulations provide that
‘‘[w]here an agent who is otherwise an independent
agent . . . acts in such capacity exclusively, or almost
exclusively, for one principal . . ., the facts and circum-
stances of a particular case shall be taken into account
in determining whether the agent, while acting in that
capacity, may be classified as an independent
agent.’’61

(iii) U.S. FPB of a dependent agent

If an agent is a dependent agent of a foreign corpora-
tion, a U.S. FPB of the agent is imputed to the foreign
corporation only if the agent: (1) has the authority to
negotiate and conclude contracts in the name of the
foreign corporation and regularly exercises that au-
thority; or (2) has a stock of merchandise from which
it regularly fills orders on behalf of the foreign corpo-
ration.62

(iv) U.S. FPB of an independent agent

If an agent is an independent agent of a foreign corpo-
ration, a U.S. FPB of the agent is never imputed to the
foreign corporation.63

(v) U.S. FPB of a contract manufacturer

Assuming a contract manufacturer is not an agent of
a foreign corporation, a U.S. FPB of the contract
manufacturer should not be imputed to the foreign
corporation.

B. U.S. Income tax treaty

1. In general

An income tax treaty to which the United States is a
party could affect the discussion set forth above. Al-
though U.S. income tax treaties do vary a fair amount
in their content, they are fairly uniform with respect
to the issues under consideration here and do not di-
verge radically from the provisions in the 2006 United
States Model Tax Convention on Income, issued by
the U.S. Department of the Treasury on November 15,
2006 (the ‘‘U.S. Model’’). Thus, for purposes of the dis-
cussion here, the focus will be on the provisions of the
U.S. Model.

Under the U.S. Model, a foreign corporation is gen-
erally subject to U.S. income tax on: (1) its business
profits attributable to a U.S. trade or business carried
on through a permanent establishment (PE) in the
United States (PE trade or business) (such business
profits will be referred to herein as PE profits); and (2)
its gross income, not attributable to a PE trade or
business, that may be taxed by the United States
under the treaty.64 Article 5 (Permanent Establish-
ment) of the U.S. Model sets forth rules for determin-
ing whether a foreign corporation has a PE trade or
business, and Article 7 (Business Profits) sets forth
rules for determining PE profits. PE profits are taxed
at normal corporate rates (generally 35 percent) and
gross income not attributable to a PE trade or busi-
ness that may be taxed under the treaty is generally
taxed on a gross basis at a rate less than 30 percent.65

Since the base of PE profits is taxable income, deduc-
tions are allowed.66

Under Article 7 (Business Profits) of the U.S. Model,
PE profits are the profits attributable to a PE trade or
business,67 and such profits ‘‘shall include only the
profits derived from the assets used, risks assumed
and activities performed by‘‘ the PE trade or busi-
ness.68 Article 7(2) of the U.S. Model states that PE
profits are to be determined by treating the PE trade
or business as ’’if it were a distinct and independent
enterprise engaged in the same or similar activities
under the same or similar conditions.‘‘ The Technical
Explanation for the U.S. Model makes clear that PE
profits are determined by treating the PE trade or
business as though it were ’’dealing wholly indepen-
dently with the enterprise of which it is a permanent
establishment,‘‘69 i.e., dealing at arm’s length with the
other offices and branches of the foreign corporation
of which it is a part.

The ‘‘attributable to’’ concept is similar to, but not
identical to, the ‘‘effectively connected’’ concept.

70
The

main differences are: (1) the ‘‘attributable to’’ standard
does not include a ‘‘force of attraction’’ rule for U.S-
source income that is not FDAP income or capital
gain (generally income from the sale of inventory);
and (2) with respect to foreign-source income, it does
not apply the specific rules found in § 864(c)(4) and

09/12 Tax Management International Forum BNA ISSN 0143-7941 93



(5). Under the ‘‘attributable to’’ standard, the United
States may only tax profits that are actually derived
from assets used, risks assumed, or activities per-
formed by the PE trade or business.

The rules that apply under U.S. internal law in de-
termining if U.S.-source FDAP income and U.S.-
source capital gain are effectively connected with a
U.S. trade or business, i.e., the asset test and the ac-
tivities test, are very similar to the rules under the ‘‘at-
tributable to’’ standard in the treaty context, and thus
the IRS would probably use the U.S. internal rules in
that context also.

Generally speaking, an income tax treaty cannot
produce a worse tax result (for the taxpayer) than
what would be obtained under internal law.71

2. Determination if a foreign corporation is
engaged in a U.S. trade or business

If a foreign corporation is not engaged in a U.S. trade
or business, then there is no need to determine if it has
a PE in the United States since it cannot have a PE
trade or business if it does not have a U.S. trade or
business. Generally speaking, whether a foreign cor-
poration is considered engaged in a U.S. trade or busi-
ness for purposes of an income tax treaty is
determined in the same way as it is for purposes of
U.S. internal law.

3. Imputation to a foreign corporation of the PE
of Another

A U.S. income tax treaty generally does not provide
special rules with respect to the imputation to a for-
eign corporation of the PE of another. Thus, the rules
under U.S. internal law for imputing the U.S. FPB of
another to a foreign corporation should generally
apply in this context.72 (See the rules discussed in
I.A.3., above.) It should be noted that the Technical
Explanation for the U.S. Model does not refer to the
concept of ‘‘at the disposal of,’’ which is found in the
Commentary on the OECD Model Tax Convention on
Income and on Capital (the ‘‘OECD Model’’).73

4. Creation of a PE as a result of the activity of
another

Notwithstanding the general focus of Article 5 of the
U.S. Model on the notion of a PE as a ‘‘fixed place of
business,’’ there are circumstances in which the activ-
ity of another can create a PE for a foreign corpora-
tion. Under Article 5(5) of the U.S. Model, if a person,
including an employee, has, and habitually exercises
in the United States, an authority to conclude con-
tracts that are binding on a foreign corporation,74

then, unless the person is an independent agent, such
activity creates a PE for the foreign corporation.75 The
Technical Explanation clarifies, however, that the con-
tracts referred to are those relating to the essential
business operations of the principal, and not to ancil-
lary activities. By way of example, the Technical Ex-
planation states that ‘‘if the person has no authority to
conclude contracts in the name of [the principal] with
its customers for, say, the sale of the goods produced
by [the principal], but it can enter into service con-
tracts in the name of [the principal] for [the princi-
pal’s] business equipment, this contracting authority

would not fall within the scope of the paragraph, even
if exercised regularly.’’76

For this purpose, the Technical Explanation pro-
vides a definition of ‘‘independent agent’’ that is some-
what different from that discussed above with respect
to U.S. internal law. Under the definition of ‘‘indepen-
dent agent’’ under U.S. internal law (with respect to
the imputation of an FPB of an agent to the principal),
an independent agent is generally a general commis-
sion agent, broker, or other agent of an independent
status acting in the ordinary course of its business in
that capacity. However, under the Technical Explana-
tion, an independent agent is an agent that is both le-
gally and economically independent of the
principal.77 The Technical Explanation states that
whether the agent and the principal

. . . are independent is a factual determination. Among
the questions to be considered are the extent to which
the agent operates on the basis of instructions from
the enterprise. An agent that is subject to detailed in-
structions regarding the conduct of its operations or
comprehensive control by the [principal] is not legally
independent.78

In determining whether the agent is economically
independent, relevant factors are the extent to which
the agent bears business risk (referring primarily to
risk of loss) and whether the agent acts exclusively or
nearly exclusively for the principal. However, the
Technical Explanation states that ‘‘exclusivity is not in
itself a conclusive test; an agent may be economically
independent notwithstanding an exclusive relation-
ship with the principal if it has the capacity to diver-
sify and acquire other clients without substantial
modifications to its current business and without sub-
stantial harm to its business profits.’’79

C. Significance if SP is related or is instead an
individual

Under both U.S. internal law and a U.S. income tax
treaty, it should make no difference whether SP is re-
lated to FCo. Under § 482 of the Code, related parties
are expected to deal with each other on an arm’s-
length basis.80

If SP were an individual, then the issue would arise
as to whether SP was in fact an independent contrac-
tor for FCo or in substance an employee of FCo. If he
were an employee, then, as noted above, his activities
would be imputed to FCo.

II.Application of general principles to the specific
fact scenarios

In all of the specific fact scenarios, it is assumed that
FCo is not sending any employees to the United States
to meet with SP and/or supervise SP’s work for FCo.81

A. SP is hired by FCo: (1) to help customers in the
United States set up Product and get it operational; and
(2) to perform warranty services with respect to Product

1. U.S. internal law

Since SP would not meet the definition of an ‘‘agent’’
(it is not representing FCo in dealings with third par-
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ties), its activities should not be imputed to FCo. Thus,
FCo should not be considered engaged in a U.S. trade
or business.

2. U.S. income tax treaty

The same result would obtain if a U.S. income tax
treaty applied (and thus it would not be necessary to
determine whether FCo had a PE in the United
States).

B. SP is a contract manufacturer in the United States
hired by FCo to manufacture Product in the United States
for the U.S. market. Customers in the United States will
deal only with FCo but SP will ship Product directly to
customers in the United States, pursuant to FCo’s
instructions

1. U.S. internal law

It could be argued that, as long as SP is not an agent
of FCo, its activities should not be imputed to FCo.
However, if special rules with respect to contract
manufacturers are considered to apply, then, depend-
ing on the particular facts, the manufacturing activi-
ties of SP might be imputed to FCo. If they are, then
FCo might be considered engaged in a U.S. trade or
business. However, FCo would not have its own U.S.
FPB, nor (presumably) would it be using SP’s U.S.
FPB, nor would the U.S. FPB of SP (which is not an
agent of FCo) be imputed to FCo. Therefore, FCo’s
income on the sale of Product produced by SP should
not be included in ECI in any event.

2. U.S. income tax treaty

Under a U.S. income tax treaty, a PE of SP would not
be imputed to FCo because SP is not an agent of FCo.
(It is not representing FCo in dealings with third par-
ties.) Moreover, the activities of SP would not create a
PE for FCo because SP does not have the authority to
conclude contracts that are binding on FCo. Thus,
since FCo would not have a PE in the United States, it
would not have a PE trade or business and thus its
income from the sale of Product produced by SP
would not be subject to U.S. income tax.

C. SP is hired by FCo to promote sales of Product in the
United States through marketing, exhibitions, and
meetings with potential customers.However, to purchase
Product, a customer will deal directly with FCo

1. U.S. internal law

Since SP would not meet the definition of an ‘‘agent’’
(it is not representing FCo in dealings with third par-
ties), its activities should not be imputed to FCo. Thus,
FCo should not be considered engaged in a U.S. trade
or business.

2. U.S. income tax treaty

The same result would obtain if a U.S. income tax
treaty applied (and thus it would not be necessary to
determine whether FCo had a PE in the United
States).

III. Withholding and reporting obligations of FCo
with respect to its payment of compensation to SP

A. U.S. internal law

Since SP is a U.S. corporation, FCo has no withhold-
ing or reporting obligations with respect to its pay-
ment of compensation to SP. It also has no obligation
to obtain a U.S. taxpayer identification number (as-
suming it is not engaged in a U.S. trade or business)
and no obligation to have a bank account in the
United States.

Even if SP were a U.S. individual rather than a U.S.
corporation, FCo would not be required to report on a
Form 1099 its payment of compensation to SP, assum-
ing FCo is not engaged in a U.S. trade or business.82

B. U.S. income tax treaty

The same results would obtain if a U.S. income tax
treaty applied.

NOTES
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beck, and Ring, 908-2nd (Bloomberg BNA Tax & Ac-
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12 §§ 861(a)(6), 862(a)(6); Regs. § 1.861-7(a).
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14 Regs. § 1.863-3(b).
15 § 865(e)(2)(A).
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corporate reorganisation and transfer pricing, and thus has 
significant experience in international tax planning, cross-border 
restructuring, and supply chain projects for both Italian and 
foreign multinationals. He is a member of IFA, of the Executive 
Committee of the Chartered Institute of Taxation – European 
Branch, and of the International Tax Technical Committee of 
Bocconi University, Milan. A regular contributor to Italian and 
foreign tax law journals, he is also a frequent lecturer in the field 
of international, comparative, and European Community tax law.

JAPAN

Yuko Miyazaki* 
Nagashima Ohno and Tsunematsu, Tokyo

Yuko Miyazaki is a partner of Nagashima Ohno & Tsunematsu, 
a law firm in Tokyo, Japan. She holds an LLB degree from the 
University of Tokyo and an LLM degree from Harvard Law School. 
She was admitted to the Japanese Bar in 1979, and is a member 
of the Dai-ichi Tokyo Bar Association and IFA.

Eiichiro Nakatani* 
Anderson Mōri & Tomotsune, Tokyo

Eiichiro Nakatani is a partner of Anderson Mōri & Tomotsune, a 
law firm in Tokyo. He holds an LLB degree from the University 
of Tokyo and was admitted to the Japanese Bar in 1984. He is a 
member of the Dai-ichi Tokyo Bar Association and IFA.

Akira Tanaka 
Anderson Mōri & Tomotsune

Akira Tanaka is an associate of Anderson Mōri & Tomotsune. 
He holds an LL.B. degree from the University of Tokyo. He was 

admitted to the Japanese Bar in 2008. Mr. Tanaka is a member of 
the Daini Tokyo Bar Association.

MEXICO

Terri Grosselin* 
Ernst & Young LLP, Miami, Florida

Terri Grosselin is a director in Ernst & Young LLP’s Latin America 
Business Center in Miami. She transferred to Miami after 
working for three years in the New York office and five years in 
the Mexico City office of another Big Four professional services 
firm. She has been named one of the leading Latin American tax 
advisors in International Tax Review’s annual survey of Latin 
American advisors. Since graduating magna cum laude from 
West Virginia University, she has more than 15 years of advisory 
services in financial and strategic acquisitions and dispositions, 
particularly in the Latin America markets. She co-authored Tax 
Management Portfolio — Doing Business in Mexico, and is a 
frequent contributor to Tax Notes International and other major tax 
publications. She is fluent in both English and Spanish.

José Carlos Silva* 
Chevez, Ruiz, Zamarripa y Cia., S.C., Mexico City

José Carlos Silva is a partner in Chevez, Ruiz, Zamarripa y Cia., 
S.C., a tax firm based in Mexico. He is a graduate of the Instituto 
Tecnológico Autónomo de México (ITAM) where he obtained his 
degree in Public Accounting in 1990. He has taken graduate 
Diploma courses at ITAM in business law and international 
taxation. He has been a member of the faculty at the School of 
Administration and Finance of the Universidad Panamericana. 
He is the author of numerous articles on taxation, including the 
General Report on the IFA’s 2011 Paris Congress “Cross-Border 
Business Restructuring” published in Cahiers de Droit Fiscal 
International. He sits on the Board of Directors and is a member 
of the Executive Committee of IFA, Grupo Mexicano, A.C., an 
organisation composed of Mexican experts in international 
taxation, the Mexican Branch of the International Fiscal 
Association. He presided over the Mexican Branch from 2002-2006 
and has spoken at several IFA Annual Congresses. He is a member 
of the Nominations Committee of IFA.

Enrique Pérez Grovas M. 
Chevez, Ruiz, Zamarripa y Cia., S.C., Mexico City

Enrique Pérez Grovas Margarit is a partner of Chevez, Ruiz, 
Zamarripa y Cia., S.C. in Mexico City. He specializes in Federal 
taxation matters in Mexico, with emphasis in tax consolidation, 
international transactions, M&A and tax treaty practice. Enrique 
has a degree in public accounting from Instituto Tecnológico 
Autónomo de Mexico (ITAM) in Mexico City, where he has taken a 
diploma course in International Taxation. He has a Master’s degree 
in Fiscal Law from the Universidad Panamericana and is also a 
certified tax specialist. He is an active member of the International 
Fiscal Association (IFA).

THE NETHERLANDS 

Martijn Juddu* 
Loyens & Loeff, Amsterdam

Martijn Juddu is a senior associate at Loyens & Loeff based 
in their Amsterdam office. He graduated in tax law and notarial 
law at the University of Leiden and has a post-graduate degree 
in European tax law from the European Fiscal Studies Institute, 
Rotterdam. He has been practicing Dutch and international 
tax law since 1996 with Loyens & Loeff, concentrating on 
corporate and international taxation. He advises domestic 
businesses and multinationals on setting up and maintaining 
domestic structures and international inbound and outbound 
structures, mergers and acquisitions, group reorganisations and 
joint ventures. He also advises businesses in the structuring 
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of international activities in the oil and gas industry. He is a 
contributing author to a Dutch weekly professional journal on 
topical tax matters and teaches tax law for the law firm school.

Maarten J. C. Merkus* 
KPMG Meijburg & Co., Amsterdam

Maarten J. C. Merkus is a tax partner at KPMG Meijburg & Co, 
Amsterdam. He graduated in civil law and tax law at the University 
of Leiden, and has a European tax law degree from the European 
Fiscal Studies Institute, Rotterdam. Since joining KPMG Meijburg 
& Co., he has practiced in the area of international taxation with 
a focus on M&A /corporate reorganisations and the real estate 
sector. He regularly advises on the structuring of cross border 
real estate investments and the establishment of real estate 
investment funds. Among his clients are Dutch, Japanese, UK and 
US (quoted) property investment groups as well as large privately 
held Spanish and Swedish property investment groups. He also 
taught commercial law at the University of Leiden.

SPAIN 

Luis F. Briones* 
Baker & McKenzie Madrid SLP

Luis Briones is a tax partner with Baker & McKenzie, Madrid. He 
obtained a degree in law from Deusto University, Bilbao, Spain 
in 1976. He also holds a degree in business sciences from ICAI-
ICADE (Madrid, Spain) and has completed the Master of Laws 
and the International Tax Programme at Harvard University. His 
previous professional posts in Spain include inspector of finances 
at the Ministry of Finance, and executive adviser for International 
Tax Affairs to the Secretary of State. He has been a member of 
the Taxpayer Defence Council (Ministry of Economy and Finance). 
A professor since 1981 at several public and private institutions, 
he has written numerous articles and addressed the subject of 
taxation at various seminars.

Eduardo Martínez-Matosas* 
Gómez-Acebo & Pombo SLP, Barcelona

Eduardo Martínez-Matosas is an attorney at Gómez-Acebo & 
Pombo, Barcelona. He obtained a Law Degree from ESADE and 
a master of Business Law (Taxation) from ESADE. He advises 
multinational, venture capital and private equity entities on 
their acquisitions, investments, divestitures or restructurings 
in Spain and abroad. He has wide experience in LBO and MBO 
transactions, his areas of expertise are international and EU tax, 
international mergers and acquisitions, cross border investments 
and M&A, financing and joint ventures, international corporate 
restructurings, transfer pricing, optimisation of multinational’s 
global tax burden, tax controversy and litigation, and private 
equity. He is a frequent speaker for the IBA and other international 
forums and conferences, and regularly writes articles in 
specialised law journals and in major Spanish newspapers. He is 
a recommended tax lawyer by several International law directories 
and considered to be one of the key tax lawyers in Spain by Who’s 
Who Legal. He is also a member of the tax advisory committee 
of the American Chamber of Commerce in Spain. He has taught 
international taxation for the LLM in International Law at the 
Superior Institute of Law and Economy (ISDE).

SWITZERLAND

Walter H. Boss* 
Poledna Boss Kurer AG, Zürich

Walter H. Boss is a graduate of the University of Bern and New 
York University School of Law with a Master of Laws (Tax) Degree. 
He was admitted to the bar in 1980. Until 1984 he served in the 
Federal Tax Administration (International Tax Law Division) as 
legal counsel; he was also a delegate at the OECD Committee 
on Fiscal Affairs. He was then an international tax attorney with 

major firms in Lugano and Zürich. In 1988, he became a partner 
at Ernst & Young’s International Services Office in New York. After 
having joined a major law firm in Zürich in 1991, he headed the 
tax and corporate department of another well-known firm in Zürich 
from 2001 to 2008. On July 1, 2008 he became one of the founding 
partners the law firm Poledna Boss Kurer AG, Zürich, where he is 
the head of the tax and corporate department.

Dr. Silvia Zimmermann* 
Pestalozzi Rechtsanwälte AG, Zürich

Silvia Zimmermann is a partner and member of Pestalozzi’s Tax 
and Private Clients group in Zürich. Her practice area is tax law, 
mainly international taxation; inbound and outbound tax planning 
for multinationals, as well as for individuals; tax issues relating to 
reorganisations, mergers and acquisitions, financial structuring 
and the taxation of financial instruments. She graduated from 
the University of Zürich in 1976 and was admitted to the bar in 
Switzerland in 1978. In 1980, she earned a doctorate in law from 
the University of Zürich. In 1981-82, she held a scholarship at the 
International Law Institute of Georgetown University Law Center, 
studying at Georgetown University, where she obtained an LL.M. 
degree. She is chair of the tax group of the Zürich Bar Association, 
and chair or a member of other tax groups; a board member of 
some local companies which are members of foreign multinational 
groups; a member of the Swiss Bar Association, the International 
Bar Association, IFA, and the American Bar Association. She is 
fluent in German, English and French.

Stefanie Monge 
Poledna Boss Kurer AG, Lugano

Stefanie M. Monge is a graduate of the University of Zürich (1998) 
and of the University of Michigan Law School with a Master of 
Laws Degree (2004). Mrs. Monge was admitted to the Zürich bar 
in 2001 and the New York bar in 2005. From 1998 until 1999 she 
served as a judicial clerk with the District Court of Uster (ZH). 
She then was a legal trainee and associate with a Zürich law firm. 
In 2004, she joined Greenberg Traurig, LLP, Chicago, as a law 
clerk. From 2005 to 2008 she was part of the corporate and tax 
department of a well-known law firm in Zürich. On July 1, 2008, 
she joined the law firm Poledna Boss Kurer AG as an international 
tax attorney.

UNITED KINGDOM 

Liesl Fichardt* 
Berwin Leighton Paisner LLP, London

Liesl Fichardt is a partner in Berwin Leighton Paisner LLP, 
practicing from their London office. She advises on all areas 
of international tax including the EU treaty, double taxation 
conventions and EC directives in relation to direct tax and VAT. 
She has extensive experience in contentious tax matters and tax 
litigation in the Tribunal, the High Court and the Court of Appeal, 
the Supreme Court and the European Court of Justice. She advises 
multi-nationals, corporates and high net worth individuals on 
contentious issues relating to corporation tax, income tax and VAT. 
She is dual qualified as Solicitor and Solicitor-Advocate (England 
and Wales). She previously acted as a Judge in the High Court of 
South Africa and is qualified in that country as a Barrister. She 
is honorary secretary of the British branch of IFA and sits on the 
International Taxes Committee of the Law Society of England and 
Wales.

James Ross* 
McDermott, Will & Emery UK LLP, London

James Ross is a partner in the law firm of McDermott Will & Emery 
UK LLP, based in its London office. His practice focuses on a broad 
range of international and domestic corporate/commercial tax 
issues, including corporate restructuring, transfer pricing and thin 
capitalisation, double tax treaty issues, corporate and structured 
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finance projects, mergers and acquisitions and management 
buyouts. He is a graduate of Jesus College, Oxford and the College 
of Law, London.

UNITED STATES 

Patricia R. Lesser* 
Buchanan Ingersoll & Rooney PC, Washington, D.C.

Patricia R. Lesser is associated with the Washington, D.C. office of 
the law firm Buchanan Ingersoll & Rooney PC. She holds a licence 
en droit, a maitrise en droit, a DESS in European Community 
Law from the University of Paris, and an MCL from the George 
Washington University in Washington, D.C. She is a member of the 
District of Columbia Bar.

Herman B. Bouma* 
Buchanan Ingersoll & Rooney PC, Washington, D.C.

Herman B. Bouma is Counsel with the Washington, D.C. office 
of Buchanan Ingersoll & Rooney PC. He has over 25 years’ 

experience in US taxation of income earned in international 
operations, assisting major US companies and financial 
institutions with tax planning and analysis and advising on 
such matters as the structuring of billion-dollar international 
financial transactions, the creditability of foreign taxes, Subpart F 
issues, transfer pricing, and foreign acquisitions, reorganisations 
and restructurings. He was counsel to the taxpayer in Exxon 
Corporation v. Comr., 113 T.C. 338 (1999) (creditability of the 
UK Petroleum Revenue Tax under sections 901/903), and in The 
Coca-Cola Company v. Comr., 106 T.C. 1 (1996) (computation of 
combined taxable income for a possession product under section 
936). He began his legal career as an attorney-advisor in the 
IRS Office of Chief Counsel, Legislation and Regulations Division 
(International Branch) in Washington, D.C. He was the principal 
author of the final foreign tax credit regulations under sections 
901/903, and participated in income tax treaty negotiations with 
Sweden, Denmark, and the Netherlands Antilles. He is a graduate 
of Calvin College and the University of Texas at Austin School of 
Law.

* Permanent Members
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Second Annual

International Taxation of 
Intellectual Property
November 15 & 16, 2012, Amsterdam
Hotel De L’Europe, Nieuwe Doelenstraat 2-14

Save
the Date!

16 CPE/CLE
Credits Available

CO-CHAIRS:
Machiel Lambooij
Freshfields Bruckhaus 
Deringer LLP
Amsterdam

Paulus Merks
DLA Piper
Amsterdam

EARLY BIRD 
SPECIAL!
Register up to one month before 
program and Save €200

From our Experienced and Expert Faculty 
You Will Learn How to…

•	Devise tax planning techniques to maximize the value and 
potential of your intellectual property assets

•	Understand the increasing importance of IP-related tax issues

•	Handle internal IP restructuring and types of IP migration possible 
to tax advantaged countries

•	Utilize beneficial transfer pricing strategies in relation to IP licensing

•	Structure tax planning strategies for licensing IP to JVs and M&A 
tax planning in regard to IP assets

•	Optimize effective tax rates utilizing US cost sharing and its 
impact in European context

•	Deal effectively with IP tax challenges by the tax authorities

•	Hear about the latest developments on the OECD’s intangibles project

•	Hear from industry panel on IP tax planning strategies and challenges

•	Understand IP legal considerations to IP tax planning

•	Network with other professionals to improve tax strategies and 
maximize benefits from your intellectual property assets

•	And much more!

  Discover
All credit cards will be processed at current U.S. conversion rates

1. Web: citeusa.org
2. E-Mail: info@citeusa.org
3. Telephone: 914.328.5656

4. Facsimile: 914.328.5757
5. Mail: Bloomberg BNA | CITE 

P.O. Box 1012, White Plains, NY, 10602 USA

Five Easy  
Ways to Register:
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