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We refer to our meeting earlier today with John Viverito, Jane McBride and Darren Delage in which we discussed the potential tax, corporate and regulatory issues which would arise if Enron North America ("ENA") commenced derivatives trading operations in Japan.  

The purpose of this memorandum is to summarize the principal tax and corporate issues.  Our conclusion is that if ENA wishes, in substance, to conduct derivatives trading operations in Japan, it will need to establish a legal presence (branch) in Japan.  This branch will constitute a permanent establishment, and ENA will be required to pay Japanese tax on income attributable to the activities of this permanent establishment.  

We also attach a copy of the memorandum prepared by Yukinori Watanabe and Ed Whatley on June 23, 2000 which addresses substantially the same issues.

Factual Background

Ideally, ENA will place a trader, Darren Delage ("DD"), in Tokyo for a six month period.  DD will be granted a limited trading authority.  Specifically DD will be permitted, subject to certain parameters set by ENA, to enter into derivatives transactions in Japan.  DD will also be responsible for marketing and negotiating these agreements.  DD will be physically located within the premises of Enron, Japan.  




1.	Use of an ENA Presence in Japan

1.1	Commercial Registration.  If DD is an employee of ENA and is based in Japan, ENA will be regarded as having a presence in Japan.  If this presence conducts commercial activities, it must be registered as a branch. To avoid commercial registration, it would be necessary to ensure that the presence did not conduct commercial activities.  Non-commercial activities are generally defined as being liaison activities where the presence in Japan merely provides information regarding Japanese markets and does not actively engage in trading activities.  

1.1	Taxation.  If DD is an employee of ENA and is based in Japan, ENA will be regarded as having a fixed place of business in Japan.  A fixed place of business constitutes a permanent establishment under both domestic Japanese tax laws and under the US-Japan tax treaty[footnoteRef:3]. [3:  It is important to note that since DD is an employee of ENA, his activities in Japan would be regarded as being activities of ENA, and the issue of whether or not DD is an agent of ENA would not arise.
] 


If the activities performed by this fixed place of business are merely "preparatory or auxiliary" the activities of the permanent establishment will not be taxable in Japan.  As with the commercial law issues discussed above, pure liaison activities in which a representative simply gathers and disseminates information are generally regarded as being preparatory or auxiliary.  However, if the representative engages in trading or marketing activities, these may be considered to be more than merely preparatory or auxiliary activities and the permanent establishment will be taxable in Japan on income derived by ENA which is attributable to that permanent establishment.

It may be possible to argue that the issue of the level of income that will be attributable to the permanent establishment is essentially a transfer pricing issue (the alternative being that the tax authorities would argue that all of the income from these trading activities should be taxed in Japan).  If the Japanese tax authorities can be persuaded to adopt transfer pricing analysis, and depending on the anticipated level of activities that ENA will conduct in Japan, ENA may wish to consider entering into an advanced pricing agreement with the Japanese taxation authorities.

2.	Use of Enron Japan or Other Affiliates in Japan

2.1 	Structure:  It would also be possible for DD to transfer to Enron Japan or another Enron affiliate in Japan (collectively “EJ”) and for EJ to provide services to ENA through this arrangement.  Since Enron Japan is already registered in Japan as a corporation, no further corporate registration issues will arise[footnoteRef:4].  With this structure, an issue will arise as to whether EJ constitutes a permanent establishment for ENA. [4:  It would be necessary to confirm that the proposed activities are within the scope of the EJ corporate purposes in its Articles of Incorporation.] 


2.2	Domestic PE Rules:  Under Japanese domestic law, a foreign company will have a permanent establishment in Japan if its agent, amongst other things, habitually exercises an authority to conclude contracts for or on behalf of a foreign corporation in connection with its business.

	Under Japanese law, the phrase "conclude contracts" is interpreted to include the negotiation of "important" contract terms.  Thus, an agent may "conclude" a contract even if it is signed by others.    

2.3	Tax Treaty PE Rules:  The US-Japan Tax Treaty provides some relief from the application of these domestic rules.  However, even under the treaty, an agent who habitually exercises authority to conclude contracts in the name of a foreign company is a permanent establishment of the foreign company, unless the agent has an independent status.  

The Japanese authorities interpret the meaning of "conclusion of a contract" broadly.  As mentioned in the discussion of domestic law above, they do not limit to the provision to final execution of the contract, but rather interpret the clause to include the negotiation of the principal elements of the contract.  

2.4	Independent Agent: If EJ is regarded as being a contract concluding agent for ENA, it will still be possible to avoid the conclusion that EJ is a permanent establishment if ENA is able to show that EJ is an independent agent.  This "independence" requirement comes from the US-Japan Treaty, which provides that:

Article 9(5) A resident of a Contracting State shall not be deemed to have a permanent establishment in the other Contracting State merely because such resident engages in industrial or commercial activity in that other Contracting State through a broker, general commission agent, or any other agent of an independent status, where such broker or agent is acting in the ordinary course of his business.

For an agent to be independent, it must be independent of the principal both legally and economically.  The agent must also be acting in the ordinary course of its (own) business when acting on behalf of the principal.  A Japanese trading company such as Itochu is the typical independent agent.  It enters into commission agreements with a number of different principals and is dependent on none.  The commission income it earns is in the ordinary course of its trading business.  A Japanese trading company, therefore, is the model of an independent commission agent.

2.5	Application of Contract Concluding Agent Principles: To ensure that the activities of EJ do not amount to contract concluding activities it would be necessary to show that, as a matter of substantive fact:

(a)	EJ does not have the authority to execute contracts on behalf of ENA; 

	(b)	all transaction documents are executed by ENA outside Japan;

(c)	decisions in relation to important matters (including credit and pricing decisions) are made outside Japan; and

(d)	the role of EJ in relation to important matters is limited to that of a “conduit” (i.e., EJ simply passes information back and forth between ENA and the Japanese counterparty).

As a practical matter, given that DD has indicated that he will need the authority to enter into contracts in the Japanese time zone, it may not be possible to satisfy these conditions.

2.6	Application of the Independent Agent Principles:  In this case, it is our understanding that EJ does not currently perform activities similar to those it performs for ENA for other third parties.  Overall, our view is that there is a substantial risk that the tax authorities might treat EJ as a dependent agent.  
	
2.7	Other Factors:  Although not technically relevant to a technical discussion of the issue of whether a permanent establishment exists, the level of remuneration derived by EJ will have some bearing on the approach that the Japanese tax authorities adopt.  Thus, if the tax authorities accept that the level of remuneration derived by EJ is equivalent to an arm’s length allocation of the profit arising from transactions having regard to the functions performed by EJ, the tax authorities are less likely to try to argue that ENA has a taxable permanent establishment in Japan.

2.8	Service Fee:  Whether or not these conditions are satisfied, an issue will also arise as to the level of fee to be paid by ENA to EJ for the provision of these services.  Since EJ and ENA are related, this fee must be set at an arm’s length price under the Japanese transfer pricing rules.  The level of this arm’s length price will, again, depend on the functions and activities performed by EJ.  However, if the level of services is relatively low, it may be possible to set the fee on a “cost-plus” basis.

We note that this memorandum raises a number of complex issues that warrant further discussion before a final decision is made.  Please let us know if you need further information on these issues at this stage.

Best regards


