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There are two common models that software companies have implemented to
deliver software-related services to end users: (i) the center of excellence model; and (ii) a
decentralized model. Companies choose between these two models based on various
factors, which include the location of qualified personnel and their proximity to customers.

Under a center of excellence model, companies establish one or more regional hubs
that provide software-related services to customers located in multiple countries across a
region (e.g., Asia-Pac or Europe). The central hub employs personnel trained to provide
software-related services and those personnel are deployed to customer locations on an “as-
needed” basis. Due to the need for highly skilled workers, many companies have established
their centers of excellence in various OECD Member States, such as the United Kingdom,
France, Germany and Australia.

Under a decentralized service model, software companies maintain localized support
centers in each of their major markets. To the extent possible, personnel employed by the
local entities provide local customers with software-related services. From time to time,
however, personnel may be required to provide cross-border services, either if there is no
local entity in the customer’s country of residence or if there is an imbalance in available
labor, requiring an entity to borrow personnel from another nearby entity. This model
results in a very large number of cross-border relationships, as workloads commonly are
balanced by employing resources from other jurisdictions, and any given project could
involve personnel from multiple entities.

Accordingly, under both service models, the provision of software-related services
by multinational software companies requires a significant amount of cross-border activity in
order to operate efficiently, as personnel are dispatched cross-border from regional or
localized support centers. Currently, companies typically do not have a tracking system in
place to identify and track the deployment of personnel used in the provision of short term
cross-border services.

II. International Consensus on Tax Policy
A. OECD Is a Consensus-Building Organization

The business community has long appreciated the value of the OECD as a forum in
which to achieve international consensus on a wide range of complex international tax
issues. The OECD Model Convention and its Commentary provide both taxpayers and tax
administrators with helpful guidance by establishing an articulated and generally accepted
understanding of international norms, which helps relieve double taxation in the case of
divergent domestic laws. It is this ability to create consensus that is the foundation of the
OECD’s admired position in the world as the body which sets global standards for
international tax principles and practice. The OECD’s leadership role also clearly extends to
non-Member States, largely due to the OECD’s success in setting consistent, clear and
uniform standards.
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B. OECD Should Not Endorse Multiple Standards

Under the current provisions of the OECD Model Tax Convention, the profits from
services performed in the territory of a Contracting State by an enterprise of the other
Contracting State are not taxable in the first-mentioned State, if they are not attributable to a
permanent establishment (“PE”). Based on the Proposed Changes, we understand that the
OECD unequivocally intends to retain the traditional PE rule as the preferred nexus rule for
the taxation of cross-border services. We agree with this view.

Some Member States, however, wish to depart from this current consensus view.
Instead, these States have proposed that the Commentary incorporate alternative provisions
to preserve source taxation rights with respect to the profits from certain cross-border
services.

Anticipating that such alternative provisions may be adopted in bilateral treaty
negotiations, the Proposed Changes seek to establish limits on any source-based taxation of
services absent a PE. We are sympathetic to that goal. We believe, however, that
introducing into the Commentary a deemed PE standard, even subject to the limitations
suggested in the Proposed Changes, may have the unintended consequence of being
interpreted as an OECD endorsement of this minority view. Therefore, we believe that
including the Proposed Changes in the Commentary is counterproductive to the OECD’s
mission of creating consensus and should not be pursued.

We fully appreciate that there are situations where a Member State may not agree
with particular terms of the OECD Model Tax Convention or interpretation contained in the
Commentary. For these situations, Member States may follow the long-established and time-
honored practice of lodging Reservations on the relevant Article or Observations on the
Commentary.! This procedure serves the goals of reducing the risk of international double
taxation by enhancing transparency of each Member State’s views. There is no need to
incorporate a minority approach in the Commentary, leaving taxpayers to wonder which
Member States support the minority rule, when a better process already exists for Member
States to make known their objections to the consensus position.

Despite the fact that the Proposed Changes clearly state that the deemed PE rule for
services would not be effective unless treaty partners specifically agree to it, the mere
incorporation of the Proposed Changes into the Commentary creates a sense of endorsement
by the OECD of this minority position, which would be contrary to the OECD’s mandate to
achieve an international consensus on issues. Instead of building a consensus, the OECD
would be taking a step in the opposite direction by offering a menu of available tax policies.

! For example, 1 43-45.10 of the Commentary on Atrticle 5 provide the Observations on the
Commentary on Article 5 and {1 46-65 of the Commentary on Article 5 provide the Reservations on
Article 5.
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The co-existence of contradictory international tax policies is exactly the situation that could
give rise to double taxation and thus should be discouraged by the OECD.

In the long run, businesses will establish their service centers in jurisdictions which
provide an attractive tax environment. In this case, companies will have an incentive to
establish their service centers in jurisdictions that have preserved the traditional PE rules in
their treaties for services, as those jurisdictions create a more flexible and accommodating
base from which to provide cross-border services.

V. Interpretive Issues
A. Key Interpretive Issues Unaddressed

The Proposed Changes generally propose limiting source-based taxation of services
not performed through a PE in three significant ways:

i. Source taxation should not extend to services performed outside the territory
of a state;

ii. Source taxation should apply only to the profits from the services, rather
than to the gross payments for them; and

iii. Source taxation should only be allowed if there is a minimum level of
presence in a state.

These proposed limitations are sound general principles, and we certainly endorse
them. As a practical matter, however, these rather obvious principles fall short of offering
meaningful guidance as to what detailed rules Member States should adopt in order to
provide useful guidance and to avoid double taxation. If the intention is to provide useful
guidance in this area, the following interpretive issues (at a minimum) must be more
thoroughly addressed.

1. Profit Attribution to the Source State Deemed PE

The principal issue that will require further consideration in order to provide useful
guidance is profit attribution. Merely stating that source state taxation should only apply to
services performed in the state, and that the tax should be imposed on profits rather than on
gross payments, is not very helpful in explaining how enterprises should allocate income and
expenses to the deemed PE to determine the taxable profits derived from activities actually
performed in the source state.

On the income side, it is typically the case that even where some portion of the
service has been provided by personnel crossing a border to a customer location, not all of
the service fee can be regarded as arising from local source. Typically, inputs deployed
outside the source state in the nature of services, equipment, know-how, intangible property
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or other elements contribute to the performance of the service. Customer payments which
compensate the service providing entity for these inputs cannot be regarded as giving rise
entirely to local source income, if the personnel temporarily present in the source state are
only part of a larger service organization.

Similar allocation issues exist on the cost side. Significant costs exist in a service
business beyond the direct compensation, etc. costs of the service providers. For example,
significant costs arise from recruiting, training and covering “bench time” (i.e. periods when
service providers are not fully utilized). These costs would need to be appropriately
allocated to the source state deemed PE. Similarly, sales and marketing, G&A and other
costs must be allocated to the deemed PE income.

2. Determination of Level of Presence

Another crucial interpretive issue is raised by the minimum presence test. An initial
issue that must be addressed is how Member States should count the number of days an
enterprise is present in a country providing services. It would be important to clarify that the
relevant days should be only days during which the employees are actually providing
services for compensation in the country. It would be inappropriate to count days of
physical presence during which personnel of the enterprise are not actually providing
services for compensation. For example, preparatory time (e.g., marketing activities or
preparing options for potential clients) spent in the country, but which are not directly
compensated for by the customer, should not be included in the 183 day minimum threshold.

The term “connected project” requires further elaboration, if this guidance is to be of
value to tax administrations and businesses. Paragraph 42.40 of the Proposed Changes states
that the term “is intended to cover cases where the services are provided in the context of
separate projects carried on by an enterprise but these projects involve the provision of
services of the same or of a similar nature and within the framework of contracts concluded
within the same enterprise or with associated enterprises.” This paragraph implies that there
are two prongs to the “connected project” test: (i) the two engagements must be assessed to
determine how similar in kind the various services are; and (ii) the overall contractual
relationship (“framework™) must be assessed to determine whether the two engagements are
essentially part of a single contractual relationship.

The results produced under the “connected project” test could be vastly different
depending on how narrowly or broadly the term “same or similar nature” will be interpreted.
For most software companies, there are temporal and functional distinctions in the types of
software-related services most companies provide. The life cycle of software services
begins with pre-software license consulting, where the enterprise reviews the customer’s
information technology (“IT”) systems and determines how certain software products could
improve the customer’s operations. Then, after a customer licenses the software product(s),
the service team customizes and/or installs the software product to work within the
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customer’s IT environment. After the software product has been completely installed, the
enterprise may provide training and on-going support of the software program.

The software service life cycle is similar to services rendered with respect to the
acquisition of many other business assets. A prospective purchaser may receive advice from
one service provider on its asset acquisition strategy, may engage a service provider to
deliver and install the asset, and may engage a third service provider to provide warranty
services.

While each of those stages all deal with a single asset — the installed software
product — they each involve different skills, and can be provided by different enterprises.
Accordingly, in the context of software services, the “same or similar nature” test normally
should apply to not aggregate those three types of service.

V. Implications of Paragraph 42.30 of the Proposed Changes — Subcontracting
Example

Paragraph 42.30 of the Proposed Changes, which confirms that Member States
should not deem a PE to exist solely due to services performed by a contractor in that State,
provides useful clarification which is equally applicable to cases where the consensus PE
standard is applied to services. Paragraph 42.30 states, in relevant part:

...if the employees of a separate enterprise (e.g., an enterprise providing
outsourced services) provide services to third parties pursuant to a contract
that the enterprise has concluded with another enterprise, the service
performed through these employees are not performed by the latter enterprise
even if they may provide an economic benefit to the business of that other
enterprise.

This confirmation that contractors do not give rise to a PE of their principal, absent
the application of Article 5(5), would be useful guidance to incorporate into the current
Commentary on Article 5 (Permanent Establishment). We respectfully request the OECD
adopt this principle in the Commentary along the lines suggested in paragraph 42.30.

We found the text of paragraph 42.30 somewhat unclear, however, especially as
regards the contractual relationships which were assumed in that paragraph. Accordingly,
we propose that an example could be included to clearly illustrate the intended effect of this
provision:

For example, assume an enterprise in State 1 enters into a contract for the
supply of services to a customer in State 2. In exchange for such services,
the State 2 customer will pay the State 1 enterprise a service fee. The State 1
enterprise enters into a separate contract with a State 3 service provider,
whereby the State 3 service provider agrees to perform the services to the
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State 2 customer. In exchange for such services, the State 1 enterprise pays
the State 3 service provider an arm’s length service fee. Assume that the
State 3 service provider does not constitute a dependent agent which has and
habitually exercises an authority to conclude contracts in the name of the
State 1 enterprise. Under these facts, the services performed by the State 3
service provider to fulfill the obligations of the State 1 enterprise to the State
2 customer will not give rise to a permanent establishment of the State 1
enterprise in State 3, even if the State 3 service provider conferred an
economic benefit to the State 1 enterprise’s business. The result would be
the same if the customer were located in State 3.

We thank you and the Members of the Working Party for the opportunity to provide
you with our comments to the proposed changes to the OECD Commentary on Article 5
regarding the tax treaty treatment of services. We would be more than happy to elaborate
further on any of our points discussed herein.

Sincerely,

NS

Gary D. Sprague

Sophia J. Kim
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