Non binding translation


ZIMMER LIMITED
[TRANSLATION]
Decision from the Administrative Court of Appeal, Paris (2nd Chamber B) [Hearing on 19 January 2007; Reading on 2 February 2007]

Mr. Estève, Presiding Judge

Mr. Dalle, Judge in charge of Legal Enquiry

Mr. Bataille, Commissaire du Gouvernement (Expert in Administrative Law at the Conseil d’Etat) 

Having regard to the appeal, recorded on 15 June 2005 and presented on behalf of the company ZIMMER LIMITED, based at The Courtyard, Lancaster Place, South Marston Park,  Swindon SN3 4UQ, Wiltshire (United Kingdom), by Me Schiele, lawyer; the company ZIMMER LIMITED requests that the Court:
1°) 
overrule Judgement No. 02-1167/3 of 27 January 2005 wherein the Administrative Tribunal in Melun dismissed its application for exoneration from additional corporation taxes and the 10% surcharge for which it was liable for fiscal years 1995 and 1996;

2°) 
exonerate the company from those taxes and the accompanying penalties;

3°) 

charge to the State the sum of €4 573 under Article L. 761-1 of the Code of Administrative Law;
Having regard to the other documents in the case;

Having regard to the UK/France Double Taxation Convention of 22 May 1968;

Having regard to the General Tax Code and the Guide to Tax Procedures;

Having regard to the Code of Administrative Law;

The parties having been duly informed of the date of the hearing;

Having heard during the public hearing on 19 January 2007:

- 
the report by Mr. Dalle, Rapporteur (Judge in charge of Legal Enquiry);

-
the comments by Me Schiele, on behalf of ZIMMER LIMITED,

- 
the conclusions of Mr. Bataille, Commissaire du Gouvernement (Expert in Administrative Law at the Conseil d’Etat);

Having read in deliberation the note presented on 22 January 2007 on behalf of ZIMMER LIMITED,

Considering that the UK company ZIMMER LIMITED specialises in the commerce of orthopaedic products; that, until 1995, it marketed its products in France via its distributor in that country, the company Zimmer SAS; that, under a commission agency contract which came into force on 27 March 1995, the two companies agreed that Zimmer SAS would continue to market in France the products of ZIMMER LIMITED as a commission agent and no longer as a distributor; that both companies were subject to a tax audit, following which the French Tax Authorities ordered ZIMMER LIMITED to pay, for fiscal years 1995 and 1996, corporation taxes and a 10 % surcharge; that the Tax Authorities deemed that ZIMMER LIMITED had a permanent establishment in France and that the portion of that company’s profits attributable to the said permanent establishment should be taxed in France; that ZIMMER LIMITED contested the tax payments for which it was thus liable; and that it argued that it did not have a permanent establishment in France;
On the validity of the tax assessments at issue:
Considering that under Article 209 of the General Tax Code: "I. Subject to the provisions of
this section, the profits liable for corporation tax shall be determined according to the rules set out in Articles 34 to 45, 53 A to 57 and 302 (7 septies A bis) and taking solely into account the profits made in enterprises operating in France and those liable to tax in France under a Double Taxation Convention"; that Article 6 of the abovementioned UK/France Double Taxation Convention of 22 May 1968 specifies that: 
"1. The industrial or commercial profits of an enterprise of a Contracting State shall be taxable only in that State unless the enterprise carries on business in the other Contracting State through a permanent establishment situated therein... ";
 that under Article 4 of the same Convention: 
" 1. For the purposes of this Convention, the term “permanent establishment” means a fixed place of business in which the business of the enterprise is wholly or partly carried on. 2. The term “permanent establishment” shall include especially:
 a. a place of management;
 b. a branch; 
 c. an office (…)
4. A person acting in a Contracting State on behalf of an enterprise of the other Contracting State – other than an agent of an independent status to whom paragraph (5) applies – shall be deemed to be a permanent establishment in the first-mentioned State if he has, and habitually exercises in that State, an authority to conclude contracts in the name of the enterprise, unless his activities are limited to the purchase of goods or merchandise for the enterprise. 
5. An enterprise of a Contracting State shall not be deemed to have a permanent establishment in the other Contracting State, merely because it carries on business in that other State through a broker, general commission agent  or any other agent of an independent status, where such persons are acting in the ordinary course of their business";
Considering that it results from these provisions that, to have a permanent establishment in one of the Contracting States, an enterprise must either have a fixed place of business in which it carries out all or some of its business, or have recourse to a person habitually exercising in that State a legal or de facto authority to bind the enterprise in commercial transactions pertaining to the company’s own activities; that in the latter case, however, the establishment is permanent only if that person is not of an independent status vis-à-vis the enterprise;
Considering that ZIMMER LIMITED contests having had a fixed place of business in France, within the meaning specified above under Article 4 of the UK/France Double Taxation Convention;  that it has not emerged from the enquiry that the applicant had such a place of business in France; that the Tax Authorities could therefore not tax the applicant company on the grounds that it had a fixed place of business in France; that, however, the Tax Authorities maintain that the profits made by the applicant were in any event taxable in France since Zimmer SAS constituted a permanent establishment of ZIMMER LIMITED;

Considering that under Articles 2.3 and 2.2 of the abovementioned agency contract, the commission agent could "accept orders, display quotes and documents in tender offers and conclude sales contracts on behalf of ZIMMER without its prior approval" and that it could "engage in price negotiations, grant discounts or terms of payment with current or new customers without specific prior approval by ZIMMER"; that it results therefore from the terms of the contract itself that Zimmer SAS had the power to bind ZIMMER LIMITED; that the circumstance whereby Zimmer SAS, owing to its status as commission agent, acted in its own name and could not therefore effectively conclude contracts in the name of its principal is without effect on the power of that company to bind its principal in commercial transactions pertaining to the said principal’s own activities, by virtue of the principle set out above;

Considering moreover, that Zimmer SAS, as we have just said, had the authority to bind ZIMMER LIMITED; that according to Articles 2.1 and 5.4 of the commission agency contract it was subject to the instructions of ZIMMER LIMITED, or under its control, with regard to terms of sale and the realisation of advertising projects and new brochures; that the risks stemming from the execution of products sales contracts were borne by ZIMMER LIMITED; and that the enquiry had found that Zimmer SAS acted solely on behalf of ZIMMER LIMITED; that Zimmer SAS cannot therefore be deemed to have an “independent status” within the meaning of Article 4 (4) and (5) of the abovementioned Convention;

Considering that the result of the above is that Zimmer SAS constituted a permanent establishment of ZIMMER LIMITED, which justified the taxation in France of the profits it had made in France; that ZIMMER LIMITED accordingly has no grounds for maintaining that the Administrative Tribunal in Melun was wrong, in its judgement, to have dismissed its application for exoneration;

On the penalties:

Considering that the provisions of Article 1728 make the penalty proportional to the seriousness of the taxpayer’s behaviour by providing a sliding scale of penalty rates adjusted according to whether the failure to submit a tax return in time was recorded without the taxpayer being given notice to pay, or after the taxpayer had failed to respond to one or two notices to pay; that the tax judge, after fully investigating the facts and the assessment made by the Tax Authorities, decides, in each case, depending on the findings of the investigation, to maintain the penalty rate set by the Tax Authorities, to apply a lower rate on the sliding scale set out in the legislation if legally warranted, or to order the taxpayer to pay only the penalty interest, if the taxpayer is deemed not to have failed to submit a tax return or a document within the legal time limit; that thus, and contrary to the applicant’s claim, the judge has full authority under the provisions of Article 6 §1 of the European Convention for the Protection of Human  Rights and Fundamental Freedoms, which do not imply that the judge may adjust the application of the scale based on Article 1728;
On legal costs (frais irrépétibles):

Considering that the provisions of Article L. 761-1 of the Code of Administrative Law do not allow for the State, which is not in this instance the losing party, to be charged with the sum that ZIMMER LIMITED is requesting in costs other than those included under the heading dépens;

DECIDES:

Article 1: The appeal by the company ZIMMER LIMITED is dismissed.

Conclusions by Mr Frédérik Bataille, Commissionaire du Gouvernement (Expert in Administrative Law at the Conseil d’Etat)

Case: Can a French company acting as commission agent for a UK company be a permanent business establishment, making the UK company liable for corporation tax in France?  
Reading on 2 February 2007

The UK company Zimmer Ltd, specialising in orthopaedic products as part of the US group Zimmer and its parent company Zimmer Holdings, used to export products to France by selling them, until 1995, to a French distributor, Zimmer SAS, which in turn marketed them in France.  On 27 March 1995, the French company signed a commission agency contract with Zimmer Ltd and thenceforth began marketing Zimmer products in France as a commission agent, which is defined under Article L 132-1 of the French Code of Commerce thus: “A commission agent acts in its own name or under a corporate name on behalf of a principal”.
Following tax audits of the French company for fiscal years 1994, 1995 and 1996, and of the UK company for fiscal years 1995 and 1996, the Tax Authorities decided that Zimmer SAS constituted a permanent establishment in France of the enterprise Zimmer Ltd, and that the latter was therefore liable for company tax in France, owing to its activities in France, under Article 209 of the General Tax Code and Articles 6 and 4 of the UK/France Double Taxation Convention of 22 May 1968, § 4 and 5 of which define what does and does not constitute a permanent establishment. 
The Tax Authorities therefore ordered the company ZIMMER Ltd to file tax returns and, when the company replied on 27 November 1998 that it was not required to do so as it had no permanent establishments in France, it was ordered to pay €1 784 265.59 in tax and €962 679.55 in penalties relating to corporation tax and the 10% surtax for the two years in question.  In respect of corporation tax and in addition to the penalty interest, a 40% penalty was imposed for failing to have filed a tax return under Article 1728 of the General Tax Code. 
The case having been referred to the Administrative Court in Melun, the application by Zimmer Ltd was dismissed in a decision on 27 January 2005, against which the company has duly appealed.
1 Substance
The question raised by this case is whether Zimmer Ltd has a permanent establishment in France.

The company maintains that the status of commission agent should not be confused with that of broker or commercial agent.  A commission agent sells – on behalf of a principal but in its own name and therefore to its own customers who are unaware of the agency contract – goods belonging to the principal, who retains ownership of them (since the goods are consigned to the commission agent) and subsequently receives the profits of the sale from the commission agent. The commission agent is thus economically independent vis-à-vis the principal.

That being so, the company claims that commission agents do not fall within the scope of Article 4 (4) of the Tax Convention, which specifies that contracts of sale to final customers are concluded in the principal’s name, which is not the case here, nor do they fall within the scope of Article 4 (5) which considers as permanent establishments intermediaries who have independent status but are not acting within the ordinary course of their business.  
The Tax Authorities claim that Zimmer Ltd has a permanent establishment in France as it has a fixed place of business there, as specified under Article 4 of the bilateral Convention.  But the “fixed place of business” criterion is physical, not legal: there must be premises, or offices, and the Tax Authorities are not seriously contesting the claim by Zimmer Ltd that it itself has no facilities in France, as Zimmer SAS is opaque on the subject.  That criterion cannot therefore be retained.

More importantly, the Tax Authorities claim that Zimmer SAS itself constitutes the permanent establishment. The fact that Zimmer SA is a corporate entity in France does not prevent it from being a permanent establishment of the UK company – see the example of a subsidiary (CE Min versus Interhome AG of 26 June 2003 No. 224407 RJF 10/03 No. 1147 Chronique L. Olléon p. 751 conclusions S. Austry BDCF 10/03 No. 130) and the application to companies with no legal link between them (CAA Paris 26 November 2003 No. 00-134 Sté Intercontainer RJF 4/04 No. 404).

To be called a permanent establishment, a subsidiary or legally foreign enterprise must meet both of the following criteria: 

· The French company must appear as a dependent agent of the foreign company.
· The French company must be able to bind the foreign company in commercial transactions pertaining to that company’s ordinary course of business.  And the Conseil d’Etat has made it clear that this power need not necessarily be the result of legal agreements: it may be simply a de facto situation.
 1°  The first criterion has been met in this case 
The dependency criteria are found in the OECD Commentaries on Model Tax Conventions.  An enterprise will be considered to be dependant and subsequently permanent if it:

· has and habitually exercises substantial authority to bind the foreign company on whose behalf it is acting. This criterion is apparently paradoxical for, if the enterprise has substantial authority, it is “independent”.  But the criteria governing independence and the authority to bind a principal are closely linked:  the more authority an agent has to bind an enterprise, the more dependent (or “incorporated”) it is vis-à-vis the enterprise.
In this particular case, the agency contract enables Zimmer SAS to bind Zimmer Ltd. 

· for its commercial activities, is subject to detailed instructions from, and the general control of, the foreign company.
In this case, the contract stipulates that the terms of sale must be established on the instructions of Zimmer Ltd (Article 2.1), that the agent must obtain the approval of Zimmer Ltd for advertising projects and any new brochures (Article 5.4), that the agent must draw up an annual promotional programme (Article 5.5) and that it 
· does not itself bear the risks stemming from the execution of contracts with French customers.

In fact the contract stipulates (Article 1.1) that sales are “at the risk of Zimmer Ltd”.
· performs its activities wholly or almost wholly on behalf of the foreign company. 
In fact Zimmer SAS sells only Zimmer products and a clause in the contract (1.3) stipulates that the principal can object to the sale of similar competing products. 

· is in strict terms economically dependent on the foreign company, for instance because it receives balancing subsidies from it, the only criterion not actually proven in this case but obviously amply met
This is a straightforward case of dependency.  The Tax Authorities could thus tax the profits made in France in 1995 and 1996 by Zimmer Ltd.

2° The second criterion has been met in this case

Under Articles 2.3 and 2.2 of the agency contract, the commission agent can conclude sales contracts, engage in price negotiations and grant discounts or terms of payment on behalf of Zimmer without its prior approval.  

The applicant claims, as we have seen, that Zimmer SAS – owing to its legal status as commission agent – does not conclude contracts on behalf of Zimmer Ltd, but in its own name.

The commission agent is indeed “independent” vis-à-vis its principal in that it acts in its own name.  However, for the purposes of Article 4 (4) of the bilateral Convention, Zimmer SAS acts “in the name of” its principal since the term should not be taken literally but merely means that Zimmer SAS can bind Zimmer Ltd for activities specific to that company.

This is the interpretation of the OECD Committee on Fiscal Affairs with regard to the provisions of the OECD Model Tax Conventions, to which France’s Conseil d’Etat (CE) refers in its Interhome AG judgement. Referring to the OECD Commentaries, the CE explains that a company resident in France should have the capacity to “bind” the foreign enterprise.  It does not use the terms of the Convention, namely “be able to conclude contracts in the name of”.  Furthermore, it emerges from Austry’s conclusions on the Interhome case that the OECD Committee on Fiscal Affairs has made a specific statement on this issue, in its commentary on subsequent conventions: “the phrase ‘authority to conclude contracts in the name of the enterprise’ does not confine the application of the paragraph to an agent who enters into contracts literally in the name of the enterprise; the paragraph applies equally to an agent who concludes contracts which are binding on the enterprise even if those contracts are not actually in the name of the enterprise” (§32.1 of Commentary on Article 5).
II Penalties 
The applicant contests the 40% penalty imposed under Article 1728 of the General Tax Code, for failing to have submitted a tax return.  It claims that this penalty is contrary to Article 6 of the European Convention for the Protection of Human Rights and Fundamental Freedoms, as it is applied automatically, without regard for the taxpayer’s behaviour.

You should set aside this argument. CE 8 March 2002 No. 224304 SARL Clinique médicale de Mazargues RJF 6/02 No  671.

For those reasons, the appeal should be dismissed, including the conclusions setting legal costs at €4 573. 
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