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With the liberalization of foreign investment
regulations over the last few years, several
Indian software companies seeking expansion have
been making a beeline for the U.S., European, and
Asian Pacific markets. Proximity to the customer
and the market is one of the most important moti-
vations for Indian companies to consider opening
branches or subsidiaries overseas. Even in countries
where Indian software companies don’t have a per-
manent presence through a branch or a subsidiary,
they often execute turnkey contracts for their clients
from those countries (hereinafter referred to as
project countries). Those contracts typically last
from a couple of weeks to a couple of months and
may need to be executed both offshore and onsite.

There are various tax issues involved in executing
those contracts. For instance, depending on the
nature and character of the contract consideration,
the duration for which the contracts are executed
abroad, and whether a permanent establishment is
located in the source country, there may be tax
exposure in the project country. Although tax factors
don’t necessarily make or break the decision to

execute those contracts, they could be crucial; ulti-
mately, every Indian software company is interested
in the net income it can take home after paying
taxes in the project country and in India. The issue
of taxation in the project country is significant,
especially because many Indian software companies
enjoy tax holidays under Indian domestic laws.
Consequently, any taxes in an overseas project coun-
try would increase the cost of operations and reduce
the after-tax cash flows for the Indian company. It is
therefore critical that Indian software companies
arm themselves with basic tax knowledge before
they contract abroad.

This article outlines the potential tax implica-
tions! of executing onsite contracts by an Indian
software company. It also discusses the circum-
stances in which a PE could be established in the
project country. In simple terms, a PE is a fixed
place of business in the project country through
which the business of the Indian software company
is wholly or partly carried on. A PE could arise not
only if the company has a permanent branch or an
office in the project country, but also, in some situ-
ations, if the duration of the presence of the onsite
employees in the project country exceeds a particu-
lar threshold. The specific circumstances under
which a PE could be established for an Indian

IThe detailed tax implications in the project country and
the issues of attribution of profits to a permanent establish-
ment are beyond the scope of this article.
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software company working on an onsite contract in
the project country are detailed in this article.2

Although this article makes reference to Indian
software companies and deals with Indian software
companies executing turnkey contracts abroad,
most of the general principles are ordinarily appli-
cable to any other software company engaged in
offshore software development and onsite installa-
tion and implementation.

I. Broad Fact Pattern

Generally, the software companies that develop
software products and license them to various cli-
ents undertake turnkey projects for “systems sup-
ply.” That means supplying software along with
customization, implementation, installation, and
commissioning and training the client’s personnel in
connection with the sale of software.? Generally,
postinstallation warranty support is also included in
the contract terms. Annual postwarranty mainte-
nance support services may or may not be included
in the initial supply and installation contract. In
other words, the contract is generally comprehen-
sive and commences with the supply of base soft-
ware, and it ends with warranty support on the
successful commissioning of the software. Generally,
the intellectual property rights (IPR) in the software
would lie with the software company, and the end
client is given a license to use the software.

It is critical that Indian software

companies arm themselves with
basic tax knowledge before they
contract abroad.

The contracts have a mix of both offshore and
onsite components. Generally, the software compa-
nies develop or customize the software at their
development centers in India. For that purpose, the
team of software personnel is sent from India to the
client’s site to learn the technical specifications
before the development work commences in India.
The employees are then sent onsite for implementa-
tion, installation, commissioning, and client train-
ing. Their presence in the foreign country through
employees or professionals may last for a few days or
a few months, depending on the nature of the
project, the number of sites involved, the time re-

2Having said that, whether or not a PE is established in
each particular case must be determined based on the specific
facts of each case and based on the relevant tax treaty and the
domestic tax laws.

3Implementation, installation, and the like may not apply
to off-the-shelf software.

quired for installation and implementation, and so
forth. During the duration of the contract, the onsite
employees may stay in the client’s guesthouse or in
hotels, the cost of which could be borne by the client
or by the Indian company, depending on the terms of
commercial engagement. Also, the onsite employees
may be given a particular place within the client’s
premises to perform their functions while they are
onsite.

On installation, the postwarranty support is gen-
erally rendered from offshore through telephone,
Internet, and the like. The employees generally are
not sent to the client’s premises for those purposes.

Sometimes, a software company that doesn’t have
a presence in the overseas country may also appoint
local agents or distributors or may contract with
local software companies to market its products.
Those agents may solicit work and execute sales
contracts for and on behalf of the Indian software
companies. They may or may not provide the tech-
nical support services for the software installation
and commissioning.

II. PEs and Source-Based Taxation

As noted earlier, if there is a PE in the project
country, there may be tax exposure. Substantial
presence in the project country would establish an
economic bond with that country and the company
would no longer be dealing with the foreign country
but in the foreign country. If the company is doing
business in the country, then in addition to residence
country tax, the company may be responsible for the
foreign country tax on the income arising in their
country under the source rule. Source-based taxa-
tion helps prevent the erosion of the tax base of the
foreign country with which the company has signifi-
cant economic bonds.

III. Characterization of Income

The taxability of the income also depends on the
characterization of the income in the project country.

Payments received for the sale of a software
program and its implementation could be regarded
as business income under article 7, or otherwise as
royalties/fees for technical services (FTS) within the
meaning of article 12 of the respective treaty with
the foreign country.4

Generally, if the company is performing a turnkey
contract involving supply, installation, implementa-
tion, commissioning, training, and postinstallation

4The income may also be characterized as income from
independent personnel services under article 14 of the OECD
model tax convention if software services are rendered by an
individual or a firm.
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Contract consideration
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If PE If no PE
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Not royalty/ FTS income

Business
income

Net basis taxation Gross basis taxation

If PE If no PE

Net basis taxation No tax

warranty support, its income is likely to be classified
as business income. Consequently, the company
would be subject to tax on net profits earned in the
foreign country if and only if a PE exists in that
country. If there is no PE, that income may not be
taxable in the project country.

However, the lower tax authorities in the project
country in particular may not be inclined to accept
that stand; they may take a view that each of the
income streams, such as income from supply of
software, technical service, and so forth, must be
determined and taxed separately, especially when
the contract doesn’t provide lump sum composite
contract consideration but separately states the con-
sideration for each part of the income stream. Con-
sequently, they may argue that payments toward
the supply of software are royalties, and payments
toward installation, commissioning, training, and
warranty support are fees for technical services
(FTS). Therefore, they may attempt to tax the in-
come differently for software payments as royalties
at 10 percent to 20 percent on a gross basis. Services
may be taxed as fees for technical services at 10
percent to 20 percent on a gross basis, depending on
the rates specified in the treaty, if there is no PE in
the project country.5 If there is a PE in the project
country, they may try to tax the royalties and fees for
technical services on a net basis in accordance with
the domestic laws of the project country.

5Most of India’s tax treaties provide that income from
royalties or F'TS is taxable on a gross basis in absence of a PE
to which that income could be attributed.

While much would depend on the practices fol-
lowed in different countries, in general and based on
international tax principles, the above-described
stand taken by the lower tax authorities may not
always be tenable in law. Even in that case, it could
be possible to argue at least that the contract con-
sideration attributable to the supply of software
should not be regarded as a royalty, because based
on the above facts, there is only a sale of a copy-
righted program and not the grant of the right to use
the copyright. (See Enclosure 1 for a detailed discus-
sion on why payments for software may not be
regarded as royalties.)

Because the company could be said to be perform-
ing a turnkey contract, its income is likely to be
classified as business income. Consequently, the
company would be subject to tax on net profits
earned in the project country if, and only if, a PE
exists in that country. If there is no PE in that
country, that income is not taxable in the project
country.

The resulting tax implications depending on the
characterization of income and depending on
whether or not a PE is constituted are described in
the diagram above.

As can be seen from the chart, if there is no PE in
the project country, the contract consideration might
escape taxation in the project country if it is not
regarded as a royalty/FTS. However, if a PE exists,
the income in the hands of the company — to the
extent attributable to the project — is taxable on a
net basis as business income. Reporting require-
ments in the project country would apply accord-

ingly.
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Determining whether a PE exists also assumes
significance for other projects undertaken in the
same project country, which don’t on their own cause
a PE exposure. Some treaties have a force of attrac-
tion rule, which provides that income arising from
similar projects is also taxable in the project country
where the PE already exists, even though the PE
may not have played any role in the execution of
those other projects.

Determining whether a PE exists
also assumes significance for
other projects undertaken in the
same project country.

In general, onsite employees may not be taxable if
their stay is less than six months if there is no PE in
the project country.

Consequently, it generally would be desirable for
software companies to plan their affairs in the
project country to avoid a potential PE exposure in
the project country. However, there could be excep-
tions, especially when net basis taxation (that is,
when a PE exists) results in lower tax exposure as
compared with gross basis taxation (that is, when a
PE does not exist and the income is characterized as
royalties/FTS).

IV. When Is a PE Established

As noted above, the characterization of income
and whether a PE is established in the project
country would determine the eventual tax implica-
tions. Therefore, it’s important for software compa-
nies to analyze the circumstances under which a PE
is established.

This article is based on examination of the OECD
and U.N. model tax conventions and commentary
and guidelines on the PE articles for various inter-
pretational issues, and the recent OECD reports
and draft reports on PEs, to the extent relevant. We
also rely on the model commentaries and treatises
on the subject by renowned international authori-
ties.”

SWhile both of these guidelines may not be directly binding
on the project countries, they do tend to have persuasive
value. An analysis of the guidelines is useful in understand-
ing different clauses of respective treaties of India with the
project countries. Having said that, although implied, any
specific article read with the protocol in the respective treaty
may override the general explanation given in the OECD
model.

"Arvid Skaar, Permanent Establishment — Erosion of a
Tax Treaty Principle, Kluwer, 1991; Klaus Vogel, Klaus Vogel

(Footnote continued in next column.)

Article 5 of the OECD and UN models deals with
the definition of a PE. For a better understanding of
circumstances under which a PE could be estab-
lished, different clauses of article 5 of the OECD and
U.N. models are reproduced hereunder. The princi-
pal differences between the OECD and U.N. model
articles are marked in italics for a better under-
standing.®

Under the facts narrated earlier, a PE might be
established, if at all, in any of the following situa-
tions:

e basic rule — fixed place PE (article 5(1) and
5(2));

e installation PE (article 5(3));
e agency PE (article 5(4)); and
e service PE (article 5(3)).

When determining whether a PE exists, it is best
to begin by viewing the case against the background
of the first four paragraphs. If there’s a fixed place of
business in the sense of those rules, there’s no longer
a need to consider paragraphs 5 and 6 that deal with
agency PEs. If, however, application of paragraphs 3
or 4 reveals that no PE exists — say because the
time for which the building site or construction or
assembly project lasted fell short of the minimum
threshold period or because of one of the exceptions
envisaged by paragraph 4 — a dependent agency
relationship within the sense of paragraph 5 can
likewise not lead to a PE. It is only when the first
and second paragraphs reveal the nonexistence of a
PE because of the absence of a fixed place of busi-
ness that paragraphs 5 and 6 should be considered
for an examination of a case under the agency.

A. The Basic Rule
1. Introduction

The employees render implementation services at
the client’s office for a period ranging from a couple
of weeks to a few months. The software company
may have an office or another fixed place at its
disposal at its client’s office during the tenure of the
contract. This clause must be analyzed to determine
whether a fixed place PE could be constituted
through the use of client’s premises.

on Double Taxation Conventions, 3rd ed., Kluwer Law Inter-
national, 1997; Philip Baker, Double Taxation Conventions &
International Tax Law, 2nd ed., Sweet & Maxwell, 1994; J.
Huston and Lee Williams, Permanent Establishments — A
Planning Primer, Kluwer, 1993; IBFD Binder, Taxation of
Permanent Establishments.

81t is pertinent to note that the OECD and U.N. models are
merely model conventions, and the clauses of the relevant
treaty with respective countries must be examined in each
specific case to determine PE exposure.
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OECD MC

UN MC

Permanent Establishment

Permanent Establishment

For the purposes of this Convention, the term “permanent 1. For the purposes of this Convention, the term “permanent

establishment” means a fixed place of business through establishment” means a fixed place of business through

which the business of an enterprise is wholly or partly which the business of an enterprise is wholly or partly

carried on. carried on.

The term “permanent establishment” includes especially: 2. The term “permanent establishment” includes especially:

a) a place of management; a) a place of management;

b) a branch; b) a branch;

¢) an office; ¢) an office;

d) a factory; d) a factory;

e) a workshop; and e) a workshop;

f) a mine, an oil or gas well, a quarry or any other place f)  a mine, an oil or gas well, a quarry or any other place
of extraction of natural resources. of extraction of natural resources.

A building site or construction or installation project 3. The term “permanent establishment” likewise encompasses:

constitutes a “permanent establishment” only if it lasts for

more than 12 months.

a) A building site, a construction, assembly or
installation project or supervisory activities in
connection 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 where activities of that nature continue (for
the same or a connected project) within the country for
a period or periods aggregating more than six months
within any twelve-month period.

Notwithstanding the preceding provisions of this article, 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 storage,
display or delivery of goods or merchandise belonging
to the enterprise;

b) The maintenance of a stock of goods or merchandise
belonging to the enterprise solely for the purpose of
storage, display or delivery;

¢) The maintenance of a stock of goods or merchandise
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 enterprise, any
other activity of a preparatory or auxiliary character;

f)  The maintenance of a fixed place of business solely for
any combination of activities, mentioned in
subparagraphs (a) to (e), provided that the overall
activity of the fixed place of business resulting from
this combination is of a preparatory or auxiliary
character.

the term “permanent establishment” shall be deemed not to
include:

a) The use of facilities solely for the purpose of storage or
display of goods or merchandise belonging to the
enterprise;

b) The maintenance of a stock of goods or merchandise
belonging to the enterprise solely for the purpose of
storage or display;

¢) The maintenance of a stock of goods or merchandise
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 enterprise, any
other activity of a preparatory or auxiliary character;
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e whether the company has any place in the
client’s premises that is continuously at its
disposal;

e the period for which the premises are available
to the company; and

o the time limit for the duration test based on the
domestic law of the foreign country.

c. Execution of warranty/annual maintenance
contract onsite from a fixed place of business:

For major projects, the company may station a
particular employee or a group of employees in the
foreign country to constantly monitor and provide
annual maintenance services and warranty services
for the software sale. It may do so from a small office
or a fixed place in that country. That office can
constitute a fixed-place PE because it carries on part
of its business activity through that fixed place for a
sufficiently long period.

In some cases, the company may not service the
warranty through a fixed place, but it may send
employees for some time. Then, the service PE
clause may get triggered if the services are rendered
through the personnel for a period exceeding the
prescribed time limit laid down in the treaty. That is
discussed later in detail under the service PE clause.

8. Conclusion

Specific situations under which the basic rule PE
may be triggered for Indian software company are:

e a PE through an office, place of management,
branch, or sales outlet;

e the use of the client’s office as a place of
business; and

e execution of warranty/annual maintenance
contract onsite from a fixed place of business.

B. Installation PE (Article 5(3))
1. Introduction

The software company implements and installs
the software program at the site of the client. That
may create an installation PE if the treaty or domes-
tic law so provides. It is therefore pertinent to
examine the possibility of an installation PE for an
Indian software company.

2. Basic principles

The salient features of the installation PE are
noted below:

Meaning. A PE is constituted under this clause if
a building site or construction or installation project
lasts more than the threshold period.4°

40Article 5, para. 16 of the OECD commentary specifies a
period of 12 months. However, the threshold period may be

(Footnote continued in next column.)

The term “installation project” is not restricted to
an installation related to a construction project. The
term also applies to the installation of new equip-
ment, such as a complex machine, in an existing
building or outdoors.#! Under the domestic law and
with specific reference to the PE concept, an instal-
lation project means the putting together or re-
grouping of prefabricated elements, such as the
erection of steel scaffolding or units of production.42

Applicability of installation PE clauses to
onsite software projects. Based on the above
definition of an installation PE, the question that
arises is whether an installation PE could apply to
software projects. One view is that a PE can be
established under this clause only for the construc-
tion and installation of construction-related activi-
ties. It would primarily not relate to nonconstruction
and software-related activities. However, there’s
nothing in the OECD commentaries that expressly
provides nonapplicability to the software sector. As
the software program is to be installed on the hard
disk or in the server, implementation of the soft-
ware, trial runs conducted, and so forth may consti-
tute an installation and implementation as under-
stood in common parlance. The latter view seems to
be more prudent, especially from a planning per-
spective. Having said that, much would depend on
whether implementation and installation of com-
puter software would constitute installation under
the domestic laws of the respective project countries.

Main issues in determining an installation
PE. Presuming that the implementation and instal-
lation of computer software at the client’s site would
constitute installation, the following issues become
important:

e Single vs. unconnected site. An issue that arises
is whether the 12-month test to trigger an
installation PE applies to each individual site
or project. If there are more than one installa-
tion project, the projects/sites would constitute
a single site only if there is a unity of execution.
However, an exception when aggregation must
be done of all sites in the project country is in
the India-U.S. treaty, which provides that
projects/sites must be aggregated whether or
not there is a unity of execution.

However, in general, in determining how long the
site or project has existed, the time previously spent
by the company on other sites or projects that are

different in different countries depending on the terms of the
treaty. The threshold period may vary from 90 days to 12
months.

4IArticle 5, para. 17 of the OECD commentary.

42BFH BStBL. II 527, 528 (1979); BFH IstR 330 (1993) on
the PE concept in German domestic law.
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totally unconnected with it should not be considered.
A building or installation site should be considered a
single unit, even if it is based on several contracts,
provided it forms a coherent whole commercially
and geographically.43

In general, the time taken by subcontractors also
must be included in computing the total time spent
on the project.44

How should the 12-month test be computed (be-
ginning, end, and interruptions)?

e Start date: A site exists from the date on which
the contractor begins his work, including any
preparatory work, in the country where the
construction/installation site is to be estab-
lished, for example, installation of a planning
office for the construction.#> The installation
work need not commence physically. For in-
stance, in many cases, the start of the working
period may be reckoned from the day the first
employee arrives at the installation site or the
date of the initial start-up meeting.

e End date: In general, the site exists until the
work is completed or permanently abandoned.
A site should not be regarded to have ceased to
exist when work is temporarily discontinued.46
The period for a trial run must also be in-
cluded,*” because it is a necessary part of the
delivery of an installation in good working
order.48 Consequently, in many cases, the end of
the working period would be the date of the
project completion certificate.

Temporary interruptions. A temporary inter-
ruption could be caused, for example, by a shortage
of materials or by labor difficulties.4® Usual inter-
ruptions in the normal course of business should be
included in determining the minimum period. Those
interruptions may either be related to personnel (for
example, weekends off work or leave) or of a techni-
cal nature (for example, technical snags and the
resultant halt in work). Long interruptions lead to a
suspension of the minimum time period if continu-

43Article 5, para. 18 of the OECD commentary.

44Article 5, para. 19 of the OECD commentary.

451d.

4814

47Skaar, supra note 7, at 384, cites the decision in the case
of Schieber, Paul Herman, Die Besteuerung von Auslands-
bertribstatten 61 (Cologne, 1979), which explains that the
testing and adjustment of machinery and equipment that
pertain to the construction assignment itself must be in-
cluded. In light of the case cited above, it appears that the test

data run on the systems for the installation of software must
be included.

“8Vogel, supra note 7, at 308.
OArticle 5, para. 19 of the OECD commentary.

ation of work is functionally related to the work
performed before the interruption.’® However,
Skaar thinks that all sorts of interruptions, expected
or unexpected, should be considered, whether or not
the interruptions are caused by the contracting
parties themselves.?! In general, unless the circum-
stances are exceptional, all interruptions in the
regular course of business should be considered for
computing the period.

A question that arises is whether the period
beginning from the return of the company’s person-
nel from the site back to India on successful comple-
tion of the initial meeting until the time the employ-
ees return to the site for implementation or
installation of software needs to be considered when
computing the threshold period. In other words,
whether the period related to offshore customization
needs to be considered in determining whether an
installation PE exists. That issue is a mixed ques-
tion of law and facts, and it must be determined
based on the facts of each contract by using the
interpretation of the domestic law of each project
country.

What business activities constitute installa-
tion? Installation work must be distinguished from
other business activities to decide when the 12-
month test is applicable. Activities related to plan-
ning and so forth that precede installation activity
and follow the actual installation project, as well as
activities performed during the installation project,
must be considered for the application of the 12-
month test.

For the after-sales and warranty services, a dis-
tinction must be made between services that are
sufficiently connected to installation and services
performed following a fully completed installation
project. Consequently, repairs or maintenance done
before the formal acceptance of installation are
included in the calculation of minimum period. How-
ever, services after formal acceptance, such as
postinstallation warranty and annual maintenance
contracts (AMC) that are not connected to the instal-
lation contract, are considered separately.52

No need to satisfy fixed place test. It is a
generally accepted principle that an enterprise
should be treated as having a PE in a country if the
work or the installation site meets the threshold
limit, even though the enterprise may not satisfy all
the conditions in the basic rule. It replaces the
duration test in the basic rule with the threshold
limit in the installation PE subclause.

50Vogel, supra note 7, at 309.
51Skaar, supra note 7, at 390.
52Vogel, supra note 7, at 308.
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No installation PE if the term “installation”
is not in the clause. An installation PE may not be
triggered in some cases. Many treaties provide only
for a building site, construction site, assembly, or
supervisory services in connection with a PE. If the
term “installation” is not included specifically, a PE
will not be established under this clause. For ex-
ample, India’s treaties with the United Arab Emir-
ates, Oman, Qatar, Kenya, and others contain a
clause on a construction PE, but the clause doesn’t
include the term “installation”; therefore, an instal-
lation PE would not exist in that case.

3. Applicability to an Indian software company:

An installation PE may be triggered for an Indian
software company depending on:

e the existence of the term “installation” in the
relevant clause defining PE in the treaty with
the project country;

e the interpretation of “installation” by the do-
mestic law of the host country; and

e the time spent on installation in the project
country, considering the principles laid above.

4. Conclusion

To conclude, an installation PE may be triggered
for an Indian software company provided the pre-
scribed time limit is met.

C. Agency PE (article 5(5))
1. Introduction

In some cases, the software company may not
have a fixed place of business in the foreign country,
but it may have agents or distributors in that
country. Those agents may solicit work, secure the
order, or execute the sales contracts for and on
behalf of the company. Those agents may constitute
an agency PE.

2. Basic tests and general principles

Based on the OECD guidelines, a PE under this
clause will be established if:

e a person other than an agent of an independent
status to whom paragraph 6 applies (indepen-
dence test):53

e has authority to conclude the contract in the
name of the enterprise;5+

¢ habitually exercises that authority;55 and

e the activities are not auxiliary or preparatory
in nature.

Detailed analysis of each of those conditions is
made below:

53Article 5, para. 38 of the OECD commentary.
54Article 5, para. 32.1 of the OECD commentary.
55Article 5, para. 33.1 of the OECD commentary.

Independence test. A person comes within the
scope of paragraph 6 — that is, he will not constitute
a PE of the enterprise on whose behalf he acts —
only if:

¢ he is independent of the enterprise both legally

and economically; and

e he acts in the ordinary course of his business
when acting on behalf of the enterprise.

There are several factors influencing whether a
person is independent or not:5¢

Extent of obligations. Whether a person is
independent of the enterprise represented depends
on the extent of the obligations that the person has
vis-a-vis the enterprise.

Degree of instruction and control. When the
person’s commercial activities for the company are
subject to detailed instructions or to comprehensive
control by it, that person is not regarded as indepen-
dent of the enterprise. An independent agent typi-
cally is responsible to his principal for the results of
his work, but not subject to significant control on the
manner in which the work is carried out. He is not
subject to detailed instructions from the principal as
to the conduct of work. That the principal relies on
the special skill and knowledge of the agent is an
indication of independence.

Degree of reporting. When the degree of infor-
mation and reporting to the principal is very de-
tailed, that person can’t be regarded as independent
of the enterprise. However, it’s also important to
note whether that information is provided with a
view to seek approval or only for the smooth func-
tioning of business. If it is only for the smooth
functioning of the business, it doesn’t make the
agent dependent.

Number of principals. The number of princi-
pals represented by the agent also helps determine
whether the agent is independent. Independent sta-
tus is less likely if the activities of the agent are
performed wholly or almost wholly on behalf of only
one enterprise over the lifetime of the business or a
long period of time.5” However, that is not by itself
determinative. All of the facts and circumstances
must be taken into account.5® Subject to the specific
wording of the treaty, exclusivity is not conclusive
evidence that the agent is dependent. Economic
independence would also exist even if the agent

56Article 5, para. 38 of the OECD commentary.

57Some of India’s tax treaties provide (like the U.N. model)
that if the activities of an agent are wholly or almost wholly
on behalf of the enterprise, he is considered a dependent
agent.

58Article 5, para. 38.6 of the OECD commentary and para.
31 of the U.N. commentary, 2001.
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relies almost wholly on one principal, if he has the
ability to survive economically even if the exclusive
contract with that principal is lost. Judicial cases
and rulings find independent status if it exists
economically and the agent is acting in the ordinary
course of his business, whether or not the agent is
subject to detailed instructions or is loosely super-
vised.?® When an agent acts for several principals in
the ordinary course of his business and none of those
are predominant in terms of the business carried on
by the agent, legal dependence may exist if the
principals act in concert to control the acts of the
agent in the course of his business on their behalf.6°
Another important criterion is whether the entre-
preneurial risk is borne by the person or by the
enterprise the person represents.

Ordinary Course of Business. Persons can’t be
said to act in the ordinary course of their own
business, if, in place of the enterprise, those persons
perform activities that economically belong to the
sphere of the enterprise rather than to that of their
own business operations.

In deciding whether particular activities fall
within or outside the ordinary course of business of
an agent, one must examine the business activities
customarily carried out within the agent’s trade as a
broker, commission agent, or other independent
agent, rather than the other business activities
carried out by that agent.

While the comparison normally should be made
with the activities customary to the agent’s trade,
other complementary tests may in some circum-
stances be used concurrently or alternatively, for
example, when the agent’s activities do not relate to
a common trade.6!

Has authority to conclude the contract in
the name of the enterprise. The person has
sufficient authority to bind the enterprise’s partici-
pation in the business activity in the country con-
cerned.

It does not confine only to an agent who enters
into contracts literally in the name of the enter-
prises, but applies equally to an agent who con-
cludes contracts binding on the enterprise, even if
those contracts are not actually in the name of the
enterprise.

The authority need not be given in writing.
Signing of the contract by “another person” —
that is, a person other than the agent — will not

affect the agency PE if signing the contracts has no
material influence on the obligations under the

59Cited in Huston and William, supra note 7, at 132.
S0Article 5, para. 38.6 of the OECD commentary.
S1Article 5, para. 38.8 of the OECD commentary.

terms negotiated by the agent.62 However, it must be
justifiable to deny an agency PE when the signing by
somebody else constitutes a material right for the
principal to disapprove the contracts.

The place where the contract is signed is not
relevant if the underlying terms confirm that the
core part of the activity is performed by the agent in
the foreign country.

A person authorized to negotiate all elements and
details of a contract in a way binding on the enter-
prise can be said to exercise that authority “in that
State,” even if the contract is signed by another
person in the country in which the enterprise is
situated.

Merely soliciting the contract does not constitute
an agency PE.63 Soliciting the contract and negoti-
ating the contract does not constitute a PE if the
contract is subject to approval of the principal. Also,
when the agent does not have right to price, accept,
or reject the order, it does not constitute an agency
PE.¢4¢ However, an agent habitually securing con-
tracts for and on behalf of the principal may consti-
tute an agency PE if it is so provided in the tax
treaty. Those clauses exist in India’s treaties with
Sudan, Bangladesh, and others.

Habitual exercise of that authority. The mere
existence of authority is not sufficient to constitute a
PE. It is essential that the permanence test also be
met. The authority must be exercised repeatedly
and not merely occasionally.

Participation in making isolated business deci-
sions is not sufficient to make an agent dependent.®>

The extent and frequency of activity necessary to
conclude that the agent is “habitually exercising”
contracting authority depends on the nature of the
contracts and the business of the principal.66

Authority must be exercised for the core
business activity. The authority to conclude con-
tracts must cover contracts on operations that con-
stitute the business of the enterprise and are not
merely auxiliary or preparatory in nature.

No need to satisfy the fixed place test. Gen-
erally, the company should be treated as having a
PE in a country if there is, under some conditions, a

62Skaar, supra note 7, at 489.

63There is a Norwegian pre-OECD example in an unpub-
lished letter of November 3, 1952, from the Ministry of
Finance to the taxpayer’s attorney.

64TRS, LTR 81-31-059.
65Storck; Skaar, supra note 7, at 513.

86Article 5, para. 33.1 of the OECD commentary. However
Skaar, supra note 7, at 469, is of the view that a period of “less
than six months would not normally be enough but 18-24
months will always be sufficient.”

13 ¢ March 20, 2006

Tax Notes International



Special Reports

person acting for it, even though the enterprise may
not have a fixed place of business in that country
within the meaning of paragraphs 1 and 2. It should
be noted that the agency clause replaces the require-
ment of fixed place of business. However, the regu-
larity or frequency test and the requirement of
business activity, especially the exceptions in para-
graph 4, are the same as the basic rule.”

3. Applicability to an Indian software company

An Indian software company may have an agency
PE if it has dependent marketing agents who con-
clude contracts on behalf of the Indian company or if
it has independent agents who act outside the ordi-
nary course of their business. Also, in some of India’s
treaties with countries like Oman, Bangladesh, Por-
tugal, and others, even if the agent does not have
authority to conclude a contract but he stocks the
goods on behalf of the company and delivers those
goods per the instructions of the Indian principal
company, it may constitute an agency PE.

4. Conclusion

To conclude, an agency PE may be triggered by an
Indian software company if:

e the agent is a dependent agent or is an inde-
pendent agent not acting in the ordinary course
of his business;

e he solicits or negotiates orders or concludes
contracts in the name of the company; and

e he exercises such authority habitually; or

e in some cases, stocking the software program
and delivering it on behalf of the company may
also constitute a PE.

D. Service PE (Article 5(3))
1. Introduction

The software company renders onsite implemen-
tation and postinstallation warranty and annual
maintenance support services to its clients in the
foreign country through its employees. That may
trigger the service PE clause.

2. Basic principles

The U.N. model extends the meaning of the term
“permanent establishment” for furnishing services.
A service PE is constituted if the following condi-
tions are satisfied:

e The furnishing of services, including consul-
tancy services. The term “services” is not de-
fined in article 5, paragraph 3 (b) of the U.N.
model, but it specifically includes consultancy
services. To understand what is and what is not

87Skaar, supra note 7, at 469.

a service, the domestic law of the respective
project country governs unless the context oth-
erwise requires.

e The services are performed by an enterprise
through employees or other personnel®® en-
gaged by the enterprise for that purpose.

e Activities of that nature continue (for the same
or connected project) within a contracting state
for a period or periods aggregating more than
six months® within any 12-month period.

e Services are rendered within the contracting
state. That may often be the case when the
customization and other services are performed
offshore in India and then sent to the source
state. It doesn’t constitute “furnishing” a ser-
vice in that source state, because it’s clear that
they are performed elsewhere.

In light of the above, it’s essential to sort out
issues like when the period for service PE com-
mences and when it ends.

Aggregation of period. An enterprise can be
said to have a PE in the source state if the aggregate
period on projects exceeds the threshold period. The
aggregate of the periods in the block of the 12-month
period should be taken into account. If it amounts to
the stipulated period, a PE exists whether or not the
period is broken or continuous.

Single vs. unconnected site. To determine the
total time spent in the foreign country, all projects,
whether connected?® or not, for which the services
are rendered by the enterprise through employees
must be aggregated. However, there are exceptions
in India’s treaty with countries such as the United
Arab Emirates, Indonesia, Namibia, Norway, and so
forth in which, for calculating the threshold period,
the activities or services rendered only for the same
or connected project within the other contracting
state are to be considered.

68The term “personnel” includes employees and other
persons receiving instructions from the enterprise (for ex-
ample, dependent agents), article 5, para. 10 to the U.N.
model commentary.

%9The threshold period specified in the treaty with the
respective country needs to be met. The period of six months
specified in the U.N. model is not applicable to all treaties.

"OIn the technical explanation to the U.S. model and
commentary on OECD guidelines on construction projects,
each site, project, or series of contracts or projects by a
contractor that are interdependent, both commercially and
geographically, must be treated as a single project. While
OECD guidelines clarified that for installation PEs, the same
may also apply to service PEs.
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Calculation of 12 months. The period of thresh-
old limit is to be generally calculated over a 12-
month rolling period. The 12-month rolling”! period
means a period of 12 months from the date the
services were first rendered in that country.

Example: Project A commences on January 12,
2003, and ends on January 12, 2004. Project B
commences on January 1, 2004, and ends on Janu-
ary 6, 2004. The number of days for which services
are provided by the employees of the company in the
foreign country should be reckoned from January
12, 2003, up to January 12, 2004 (excluding the
overlapping period) for both the projects; that is,
time spent on project A and B is aggregated. If that
period exceeds the threshold limit, a service PE shall
be constituted.

The block may not coincide with the calendar or a
fiscal year. (Some exceptions: The India-Singapore
treaty is based on a fiscal year. In the India-U.S.
treaty, the protocol specifies that no PE is estab-
lished if services are rendered for fewer than 30 days
in a tax year even though it provides services for 90
days within any 12-month period).

A month may mean 30 days.”2 A month may also
mean a calendar month.?? In light of the divergent
views, the domestic law of each foreign country must
be reviewed.

Temporary stoppages. Whether temporary
stoppages, gaps, holidays, and weekends are in-
cluded depends on domestic laws. In the OECD
commentary’* and judicial rulings for construction
PEs, it has been held that those are included in
calculation of the threshold period.

Multiple Counting. Multiple counting of com-
mon days would lead to absurd results. For example,
if 20 employees were present in a foreign country for
20 days in one fiscal year, multiple counting would
result in 400 days. There can’t be more than 365
days in a year. Therefore, it’s not the man-months
that are relevant, but the actual period for which the
project exists — that is, the first employee arriving

"1The threshold period is generally over a 12-month rolling
period, but in some cases it’s over a fiscal year. Further, in
case of some treaties, such as the India-Thailand treaty, there
is no mention of 12 months; its period is more than 183 days.
Then, it is arguable whether the period of 183 days is over a
rolling period or fiscal year.

72In the Indian context, as per the decision of the Allaha-
bad High Court mentioned at 97 ITR 285.

73In India, under section 3 (35) of the General Clauses Act,
1897, and decisions mentioned at 106 ITR 846, 124 ITR 485,
155 ITR 422, 159 ITR 988, 70 ITD 55.

"Article 5, para. 19 of the OECD commentary in the
context of installation PEs.

to the last employee leaving the relevant foreign
country for that particular project.”s

Services to the associated enterprises. In
some Indian tax treaties (that is, with Singapore,
Switzerland, and the United Kingdom), services
rendered to an associated or related enterprise are
construed as PE only if they are rendered for a
particular period (generally 30 days). In other trea-
ties (that is, with Australia, Canada, and the United
States), no time criterion is set. In the latter case, if
services are rendered by an enterprise of a contract-
ing state to an associated or related enterprise in
another contracting state even for a day, it is treated
as having a PE in that other state.

Some tax treaties (that is, with China, Indonesia,
Namibia, Nepal, Norway, Sri Lanka, Thailand, and
the United Arab Emirates), however, don’t distin-
guish between services rendered to an unrelated
party and those rendered to an associated or related
enterprises.

No service PE clause in the treaty. Some of
India’s treaties (that is, with Oman, Qatar, Cyprus,
Mauritius, and others) don’t have a clause on service
PEs; therefore, a PE under this clause can’t be
constituted in those countries.

No need to satisfy fixed place test. The physi-
cal presence of employees providing services in ex-
cess of the stipulated period would constitute a PE
even if the fixed place condition were not satisfied.
The principle set by the Indian Authority for Ad-
vance Rulings (AAR) in its ruling on the India-
Singapore tax treaty’® and the India-Netherlands
tax treaty’” is that when activities are specifically
covered by a separate clause under a tax treaty, the
existence of a PE is decided on the basis of that
clause; the conditions of the basic clause need not be
satisfied.”8

75That is based on the view by Mumbai Tribunal in 82 ITD
106 in the case of Clifford chance, United Kingdom v. DCIT.

76In the Indian context, 228 ITR 55.
""In the Indian context, 237 ITR 798.

"8The issue has not been tested in the past, especially
when the service PE article appears under article 5(2), which
deals with positive PE instances. One school of thought
argues that a PE would be established once the time thresh-
old has been met. The other school of thought, and the OECD
guidelines in particular, take the position (although not in the
context of service PE clause) that article 5(2) contains only an
illustrative list of PE situations and that for a PE to be
established, the fixed place PE rule of article 5(1) must be
satisfied independent of article 5(2). In the context of the
service PE clause that sets an objective time frame to trigger
a PE, the former view seems to be the better view, especially
from a planning perspective. Much would depend on the view
taken by the domestic authorities of each project country.
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3. Applicability to an Indian software company

Employees go to the foreign country for imple-
mentation, customization, training, and so forth;
therefore, they render services in that country. If
those services exceed the threshold period, the ques-
tion that arises is whether a service PE is consti-
tuted, presuming that the prescribed time limit for a
service PE is met.

The answer depends on the characterization of
contract consideration in the foreign country. For
instance, if the entire contract is accepted as a
turnkey contract for the supply of a system, the
entire contract consideration would be regarded as
business profits and would be taxable as such if a PE
exists. However, an argument may be made that no
service PE is constituted vis-a-vis the implementa-
tion, customization, training, and so forth, because
the contract is a comprehensive turnkey contract
and not a contract for service as such, which is a
prerequisite to trigger a service PE. However, that
would have to be examined under the domestic tax
laws of the foreign country.

In any case, a service PE may not be triggered
vis-a-vis implementation, customization, training,
and so forth, even if they were regarded as FTS in
some treaties, such as India’s treaties with the
United Kingdom or the United States. Some trea-
ties, like the India-U.K. treaty and the India-U.S.
treaty, contain a clause on service PEs that excludes
services that are classified under article 12, that is,
FTS. If the income is classified as FTS, under that
clause, a PE would not be established because those
services are clearly excluded from the service PE
clause.”™

Postinstallation AMC services may constitute a
PE if the employees or other personnel engaged by
the enterprise for that purpose perform services in
the foreign country for a period exceeding the
threshold period prescribed under the treaty.

4. Conclusion

To conclude, a service PE may be triggered for an
Indian software company if:

e the services are rendered by the company
through its employees or personnel in the
project country for a period exceeding the pre-
scribed threshold;

e the AMC services are not rendered offshore
over the telephone or via e-mail, but are ren-
dered onsite through employees; and

"However, in India’s treaties with, for example, Nepal and
Sri Lanka, in which the service PE clause does not specifically
exclude technical services, tax authorities may try to invoke a
service PE clause for training, installation, and commission-
ing services.

e a service PE may or may not be triggered by
onsite implementation, customization, and so
forth depending on the characterization of con-
tract consideration, the wording used in the
relevant tax treaty, and the interpretation of
the service PE clause under the domestic laws.

V. Concluding Remarks

The characterization of income and whether a PE
exists in the project country is very important for
software companies executing projects abroad. De-
termining whether a PE exists in the project country
is relevant to determining the extent of attribution
of income in the project country to that PE, potential
foreign taxes, and other corporate requirements.
The characterization of income under the domestic
tax laws of the foreign country should be examined,
as that would have a bearing on foreign tax impli-
cations. Even if a PE is not established in the foreign
country, there could be withholding tax exposure if
the contract consideration is characterized as royal-
ties or FTS. How a contract is physically executed
and its terms are significant because of all those
issues.

When planning overseas projects,
the overall business strategy
needs to work in tandem with
international tax planning.

An Indian software company may be exposed to
taxation on the same income on the basis of its
source in project countries and on the basis of
residence in India (subject to corporate tax holidays
the Indian company may enjoy in India). When
planning overseas projects, the overall business
strategy needs to work in tandem with international
tax planning. International tax planning requires
detailed knowledge of tax treaties and a thorough
understanding of the laws and practices in the home
and host countries. There are many permutations
and combinations in the art of international tax
planning. Overall, it is imperative to consider inter-
national tax planning opportunities when executing
the projects abroad to reduce the overall tax costs
and increase the after tax cash flows for the com-
pany. 4

Enclosure 1

Payment for Supply of Software — Royalty
Income or Business Income?

1. Based on the operational model generally fol-
lowed by the Indian software companies and the
facts discussed earlier in the article, these compa-
nies are mainly engaged in the sale of a copyrighted

Tax Notes International

March 20, 2006 « 16



Special Reports

software program to the ultimate customer in the
project country. The intellectual property rights in
the software rest with the software company; it does
not give the customer the right to use the copyright
for exploiting it commercially. It merely grants a
license to the ultimate user to use the copyrighted
program for its own captive purposes.

2. A central issue in those circumstances is
whether payments made by end customers for the
use of copies of software program for merely captive
purposes, compared with commercial exploitation,
could be construed as royalties.

3. To understand whether the income will be
characterized as a royalty, the definition of royalty
in the treaty with the project country must be
analyzed. However, definitions vary across treaties.
For convenience, we discuss the definition in the
OECD®° and U.N. models.8? An extract from the
definition of royalty in the OECD model on income
and capital is reproduced below:

(2) The term “royalties” as used in this article
means payments of any kind received as a
consideration for the use of, or the right to use,
any copyright of a literary, artistic or scientific
work, including cinematograph films or work
on films, tape or other means of reproduction
for use in connection with radio or television
broadcasting, any patent, trademark, design or
model, plan, secret formula or process, or for
information concerning industrial, commercial
or scientific experience.

Article 12, paragraph 12 to 17.4 in the OECD
model discusses the royalty characterization issue
for software payments. The commentary points out
that the copyright law of most OECD member coun-
tries recognizes a distinction between the copyright
in the program and software that incorporates a
copy of the copyrighted program. Further, para-
graph 14 states that rights obtained in the acts of
copying, which do no more than enable the effective
operation of the program by the user, should be
disregarded in analyzing the character of the trans-
action for tax purposes. Hence, payments in these
types of transactions would not be payments for
copyright and would be considered commercial in-
come in accordance with article 7.

For further details, please refer to appendix below
for the text of paragraphs 12 to 17.4 of the OECD
commentary to article 12.

80India is not a member of the OECD.

81While those guidelines may not be directly binding on
project countries, they do tend to have persuasive value. The
royalty definitions in most of India’s tax treaties are modeled
on similar lines.

We also need to analyze the definition in the U.N.
model to see if there is any major divergence from
the OECD model. The relevant extract of the defini-
tion of royalty in the U.N. model (2001) is as follows:

(3) The term “royalties” as used in this article
means payments of any kind received as a
consideration for the use of, or the right to use,
any copyright of a literary, artistic or scientific
work, including cinematograph films or work
on films, tape or other means of reproduction
for use in connection with radio or television
broadcasting, any patent, trademark, design or
model, plan, secret formula or process, or for
the use of or the right to use, industrial, com-
mercial or scientific equipment or for informa-
tion concerning industrial, commercial or sci-
entific experience.

Considering the analysis above and commentary
at paragraph 13 of UN model commentary, the sale
of a copyrighted program is taxed as business in-
come and not as royalty income. However, the do-
mestic laws of each of the project countries must be
considered before a conclusion is reached, as the
OECD and the U.N. models only have a persuasive
value, as noted above.

4. Further, there is a controversy surrounding
income characterization and consequent tax impli-
cations from software and e-commerce related pay-
ments. Various articles on the subject have been
published by several trade blocks and organizations.
The OECD has issued a paper on the subject titled
“Treaty Characterisation Issues Arising from
E-commerce.”82 In this report, as the definition of
royalties applies to “payments for” the various items
listed in the definition, the OECD technical advisory
group that drafted the report concluded that in any
given transaction, the main question is the identifi-
cation of the consideration for the payment. A dis-
tinction was made between payments for the use of
copyright and payments for the use of copyrighted
articles. The report concluded that transactions that
permit the customer to electronically download digi-
tal products on the customer’s hard disk or any other
nontemporary media would be characterized as
business profits rather than royalties. It would be
wise to consider the relevant copyright legislation of
a country in characterizing payments made for a

82The Technical Advisory Group (TAG) was set up by the
OECD Committee on Fiscal Affairs in January 1999 with the
general mandate to examine various types of electronic com-
merce payments under tax conventions to provide necessary
clarifications in the commentary. The TAG analyzed treaty
characterization issues arising from those payments. The
TAG’s final recommendations and report were released in
February 2001; the report contained analyses and comments
on 28 types of e-commerce-related payments.
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software purchase. In some countries, transactions
that permit the customer to electronically download
computer programs or other digital content may give
rise to the use of a copyright by the customer, for
example, because a right to make one or more copies
of the digital content is granted under the contract.
When the essential consideration is for something
other than the use of, or right to use, rights in the
copyright (such as to acquire other types of contrac-
tual rights, data, or services), and thus the use of
copyright is limited to the rights required to enable
downloading, storage, and operation of customer’s
computer, network, or other storage, performance,
or display device, that use of the copyright should be
disregarded in determining the character of the
payment for treaty purposes. An example is consid-
eration for downloading and operating a copy of a
computer program.

The report concluded that payments made for
importing software would be characterized as busi-
ness income rather than as royalty.

5. Apart from international commentaries, vari-
ous foreign courts have taken a similar view and
have made a clear distinction between payment for a
copyrighted article and the use of a right in the
copyright. The analogy adopted is the same; that is,
sale of a music cassette is different from the sale of
the copyright in the music.

6. It may be possible to successfully argue that
the payment for the supply of software by Indian
software companies does not constitute royalties,
but that it is business income within the meaning of
the treaty.

Appendix to Enclosure 1

OECD Commentary on Software Payments
Under Article 12

12. If payments received as consideration for
computer software may be classified as royalties
poses difficult problems, but is a matter of consider-
able importance in view of the rapid development of
computer technology and the extent of transfers of
that technology across national borders. In 1992, the
commentary was amended to describe the principles
by which that classification should be made. Para-
graphs 12 to 17 were further amended in 2000 to
refine the analysis by which business profits are
distinguished from royalties in computer software
transactions. In most cases, the revised analysis
does not result in a different outcome.

12.1 Software may be defined as a program, or
series of programs, containing instructions for a
computer required either for the operational pro-
cesses of the computer itself (operational software)
or for the accomplishment of other tasks (application
software). It can be transferred through a variety of
media, for example, in writing or electronically, on a

magnetic tape or disk, or on a laser disk or CD-ROM.
It may be standardized with a wide range of appli-
cations or be tailor-made for single users. It can be
transferred as an integral part of computer hard-
ware or in an independent form available for use on
a variety of hardware.

12.2 The character of payments received for the
transfer of computer software depends on the nature
of the rights that the transferee acquires under the
arrangement on the use and exploitation of the
program. Rights in computer programs are a form of
intellectual property. Research into the practices of
OECD member countries has established that all
but one protect rights in computer programs either
explicitly or implicitly under copyright law. Al-
though the term “computer software” is commonly
used to describe both the program in which the
intellectual property rights (copyright) subsist and
the medium on which it is embodied, the copyright
law of most OECD member countries recognizes a
distinction between the copyright in the program
and software that incorporates a copy of the copy-
righted program. Transfers of rights in software
occur in many different ways, ranging from the
alienation of the entire rights in the copyright in a
program to the sale of a product that is subject to
restrictions on the use to which it is put. The
consideration paid can also take numerous forms.
Those factors may make it difficult to determine
where the boundary lies between software payments
that are royalties and other types of payment. The
difficulty is compounded by the ease of reproduction
of computer software and that software acquisition
frequently entails the acquirer making a copy to
make possible the operation of the software.

13. The transferee’s rights in most cases consist
of partial rights or complete rights in the underlying
copyright (see paragraphs 13.1 and 15 below), or
they may be (or be equivalent to) partial or complete
rights in a copy of the program (the “program copy”),
whether or not the copy is embodied in a material
medium or provided electronically (see paragraphs
14 to 14.2 below). In unusual cases, the transaction
may represent a transfer of “know-how” or a secret
formula (paragraph 14.3).

13.1 Payments made for acquiring partial rights
in the copyright (without the transferor fully alien-
ating the copyright rights) represent a royalty when
the consideration is for granting rights to use the
program in a manner that would, without that
license, constitute copyright infringement. Ex-
amples of those arrangements include licenses to
reproduce and distribute to the public software
incorporating the copyrighted program, or modify-
ing and publicly displaying the program. In those
circumstances, the payments are for the right to use
the copyright in the program (that is, to exploit the
rights that would otherwise be the sole prerogative
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of the copyright holder). When a software payment
is properly considered a royalty there may be diffi-
culties in applying the copyright provisions of the
article to software payments because paragraph 2
requires that software be classified as a literary,
artistic, or scientific work. None of these categories
seems entirely apt. The copyright laws of many
countries deal with that problem by specifically
classifying software as a literary or scientific work.
In other countries, treatment as a scientific work
might be the most realistic approach. Countries for
which it is not possible to attach software to any of
those categories might be justified in adopting in
their bilateral treaties an amended version of para-
graph 2, which either omits all references to the
nature of the copyright or refers specifically to
software.

14. In other types of transactions, the rights
acquired in the copyright are limited to those neces-
sary to enable the user to operate the program, for
example, when the transferee is granted limited
rights to reproduce the program. That is the com-
mon situation in transactions for the acquisition of a
program copy. The rights transferred in those cases
are specific to the nature of computer program. They
allow the user to copy the program, for example,
onto the user’s computer hard drive or for archival
purposes. The protection afforded to computer pro-
grams under copyright law may differ from country
to country. In some countries, the act of copying the
program onto the hard drive or random access
memory of a computer would, without a license,
constitute a breach of copyright. However, the copy-
right laws of many countries automatically grant
that right to the owner of software that incorporates
a computer program. Regardless of whether that
right is granted under law or under a license agree-
ment with the copyright holder, copying the program
onto the computer’s hard drive or random access
memory or making an archival copy is an essential
step in using the program. Therefore, rights to these
acts of copying, when they do no more than enable
the effective operation of the program by the user,
should be disregarded in analyzing the character of
the transaction for tax purposes. Payments in those
types of transactions are commercial income in
accordance with article 7.

14.1 The method of transferring the computer
program to the transferee is not relevant. For ex-
ample, it does not matter whether the transferee
acquires a computer disk containing a copy of the
program or directly receives a copy on the hard disk
of her computer via a modem connection. It is also of
no relevance that there may be restrictions on the
use to which the transferee can put the software.

14.2 The ease of reproducing computer programs
has resulted in distribution arrangements in which
the transferee obtains rights to make multiple cop-

ies of the program for operation only within its own
business. Those arrangements are commonly re-
ferred to as “site licenses,” “enterprise licenses,” or
“network licenses.” Although those arrangements
permit making multiple copies of the program, those
rights are generally limited to those necessary to
enable the operation of the program on the licensee’s
computers or network; reproduction for any other
purpose is not permitted under the license. Pay-
ments for those arrangements in most cases are
business profits in accordance with article 7.

14.3 Another type of transaction involving trans-
ferring computer software is more unusual. A soft-
ware house or computer programmer agrees to sup-
ply information about the ideas and principles
underlying the program, such as logic, algorithms,
or programming languages or techniques. In those
cases, the payments may be characterized as royal-
ties to the extent they represent consideration for
the use of, or the right to use, secret formulas, or for
information on industrial, commercial, or scientific
experience that cannot be separately copyrighted.
That contrasts with the ordinary case in which a
program copy is acquired for operation by the end
user.

15. When consideration is paid for the transfer of
the full ownership of the rights in the copyright, the
payment is not a royalty and the provisions of the
article are not applicable. Difficulties can arise when
there is extensive, partial alienation of rights involv-
ing:

e exclusive right of use during a specific period or
in a limited geographical area;

e additional consideration related to usage;
and/or

e consideration in the form of a substantial lump
sum payment.

16. Each case depends on its particular facts; but,
in general, those payments are likely to be commer-
cial income within article 7 or capital gains within
article 13, rather than royalties within article 12.
When the ownership of rights has been alienated in
full or in part, the consideration cannot be for the
use of the rights. The essential character of the
transaction as alienation cannot be altered by the
form of the consideration, the payment of the con-
sideration in installments, or, in the view of most
countries, that the payments are related to a contin-
gency.

17. Software payments may be made under
mixed contracts. Examples of those contracts in-
clude sales of computer hardware with built-in soft-
ware and concessions of the right to use software
combined with the provision of services. The meth-
ods set out in paragraph 11 above for dealing with
similar problems for patent royalties and know-how
are equally applicable to computer software. When
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necessary, the total amount of the consideration
payable under a contract should be broken down on
the basis of the information contained in the con-
tract or by a reasonable apportionment with the
appropriate tax treatment being applied to each
apportioned part.

17.1 The principles expressed above for software
payments are also applicable to transactions con-
cerning other types of digital products, such as
images, sounds, or text. The development of elec-
tronic commerce has multiplied the number of those
transactions. In deciding whether payments arising
in those transactions constitute royalties, the main
question is the identification of that for which the
payment is essentially made.

17.2 In some countries, transactions that permit
the customer to electronically download digital prod-
ucts may give rise to use of copyright by the cus-
tomer, for example, because a right to make one or
more copies of the digital content is granted under
the contract. When consideration is essentially for
something other than for the use of, or right to use,
rights in the copyright (such as, to acquire other
types of contractual rights, data, or services), and
the use of the copyright is limited to rights required
to enable downloading, storage, and operation on
the customer’s computer, network, or other storage,
performance, or display device, that use of the
copyright should not affect the analysis of the char-
acter of the payment for applying the definition of
“royalties.”

17.3 This is true for transactions that permit the
customer (which may be an enterprise) to electroni-
cally download digital products (such as software,
images, sounds, or text) for that customer’s own use

or enjoyment. In those transactions, the payment is
essentially for the acquisition of data transmitted in
the form of a digital signal; therefore, it does not
constitute royalties, but falls within article 7 or
article 13, as the case may be. To the extent that the
act of copying the digital signal onto the customer’s
hard disk or other nontemporary media involves the
use of a copyright by the customer under the rel-
evant law and contractual arrangements, that copy-
ing is merely the means by which the digital signal
is captured and stored. That use of the copyright is
not important for classification purposes, because it
does not correspond to what the payment is essen-
tially in consideration for (that is, to acquire data
transmitted in the form of a digital signal), the
determining factor for the definition of royalty.
There also would be no basis to classify those trans-
actions as ‘royalties’ if, under the relevant law and
contractual arrangements, the creation of a copy is
regarded as a use of copyright by the provider rather
than by the customer.

17.4 By contrast, when the essential consider-
ation for the payment is for the right to use a
copyright in a digital product that is electronically
downloaded for that purpose, royalties will arise.
That would be the case, for example, of a book
publisher who would pay to acquire the right to
reproduce a copyrighted picture that it electronically
downloads to include on the cover of a book. In this
transaction, the essential consideration for the pay-
ment is the acquisition of rights to use the copyright
in the digital product, that is, the right to reproduce
and distribute the picture, not merely for the acqui-
sition of the digital content.
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