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This newsletter is fully dedicated to
the permanent establishment
exposure that certain management
structures create. We hope that you
appreciate the newsletter and please
feel free to provide us with your
comments, observations and
questions via the following email
address:
arthur.pleijsier@euroﬁscus.com

“Price is only ever an issue in
the absence of value”
Joe Plumeri, CEO Willis

Management versus Permanent
Establishment exposure
Introduction
Multinational Enterprises (MNEs) typically have local management
structures with, for example, a country manager and local CFO, apart
from the corporate management of the MNE. Larger MNEs also
implement regional management structures, whereby (for example) the
local country managers of Spain, Portugal and Italy report to the head of
Southern Europe. The latter would report to the CEO, depending on the
size of the company.
Currently managers are not so eager to move to another country with
the entire family because of an organizational change or promotion.
Both partners have a job and changing schools for kids is always
troublesome. This means that management employees travel
frequently. Currently, due to COVID-19, travel has decreased
signiﬁcantly. This didn't result in a decrease in permanent establishment
exposures, however. In this article I will discuss the exact exposure and
I’ll subsequently propose strategies to manage these exposures.
Base case
Let’s construe a base case of the VP Southern Europe of ABC Corp, who
is a tax resident of Italy and has an oﬃce in ABC Italy (Milan), as well as
ABC Spain (Madrid). The level of authorization policy stipulates that the
VP has to sign large sales contracts in the region exceeding a certain
threshold. The country managers of Italy, Spain and Portugal report
directly to the VP. Let’s analyze the PE exposure applied to the base
case.
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Permanent Establishment - FPOB
If the Spanish tax authorities would dive into the base case, they would
ﬁrst have to analyze Spanish tax law to assess if a permanent
establishment exists. Then they will apply the appropriate double
taxation treaty to ﬁnally conclude.
The ﬁrst PE beaken for them conceptually is the ﬁxed place of business
(FPOB) concept. This is what I usually call the Physical PE. According to
the OECD Commentary on this article, this deﬁnition contains the
following conditions:
A.
B.

The existence of a place of business, i.e. a facility such as
premises or, in certain instances, machinery or equipment;
This place of business must be ﬁxed, i.e. it must be established
at a distinct place with a certain degree of permanence;
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C.

The carrying on of the business of the enterprise through this ﬁxed place of business. This
usually means that persons who, in one way or another, are dependent on the enterprise
(personnel) conduct the business of the enterprise in the State in which the ﬁxed place of
business is situated.

The ﬁrst condition (A) is called the Place of Business Test. This test implies that there has to be an actual physical
location. Brick and mortar, so to speak. But this is a very broad term. A certain amount of space which is at the
disposal of a company qualiﬁes for this test. It is also not important whether the premises are owned or rented.
In our example, if our VP has an oﬃce in Madrid at his disposal this test is met. I have seen these kind of
structures in practice where this oﬃces has the name of the VP on the door. In that case, it’s very diﬃcult to
deny that this oﬃce is not at the disposal of the VP.
The second test (B) is clearly met, the Madrid oﬃce is ﬁxed. The last condition (C) basically says that the FPOB
must be used for actually conducting the business of the enterprise. The VP is using the oﬃce to conduct the
business, without a doubt. He/she conducts meetings there with their direct report, but also might meet
customers or service providers at the oﬃce.
Home oﬃce
Let’s brieﬂy move to the COVID-19 reality. Many employees are staying at home and using their home oﬃce to
work. The last couple of years case law emerged dealing with the question if a home oﬃce can lead to a PE. A
2017 decision of the Danish Tax Board (SKM 2017.213.SR) provides guidance on how this is analyzed. The case
related to a Danish sales manager of a German software company who occasionally used his home oﬃce. If the
business of the foreign company is eﬀectively and habitually carried out through the home oﬃce and the work
can’t be qualiﬁed as preparatory or auxiliary by nature, a PE can exist. So if the base case VP is using his home
oﬃce, there is a real PE risk.
Permanent Establishment - Agency PE
Due to BEPS Report Action 7, the PE concept changed. The wording of Art.5(5) OECD Model changed in such a
way that next to the person actually concluding a contract, also the person who “plays the principal role” leading
to the conclusion of contracts that are routinely concluded without material modiﬁcation by the enterprise
meets the Agency PE threshold. Regarding the “principal role”, the OECD Commentary on Art.5(5) states that this
“(...) is aimed at situations where the conclusion of a contract directly results from the actions that the person performs
(...) even though, under the relevant law, the contract is not concluded by that person in that State.”
This means that the base case VP will still create a PE risk, even if he/she would
not sign a local sales contract (because the country manager has the authority
to sign). If the VP would be party to the negotiations and/or has frequent contact
with the contracting party, the risk is there.
How to avoid/minimize the PE exposure
Regarding the physical PE exposure, the VP should not have a designated
oﬃce in any other country than his resident State. If the VP travels to the
Madrid oﬃce he/she can sit in a meeting room which is also used by
other people when the VP is not in the oﬃce. This is a simple way to
minimise this risk. Tax authorities, upon audit, will also look where the
VP’s personal secretary is located. In our base case, the secretary should
be located in Milan, not Madrid.
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Avoiding the Agency PE risk is more diﬃcult. It will be diﬃcult to contest that the VP doesn't play a principal role
leading to the conclusion of contract. Certainly if the VP has a sales related role. The “contracts” referred to here
are contracts which “constitute the business proper of the enterprise” (Par.97 COMM OECD Model). This means
contracts relating to the core activities of the enterprise. Signing a new lease contract for the oﬃce for example
should not pose a risk in that regard.
The guidance provided by the OECD on the concept of the “principal role” is not abundant. We know from BEPS
Action 7 and the OECD Commentary that attending or even participating in negotiations as such is not suﬃcient
to conclude that a person plays a principal role. So then the question remains: what does? The other important
element is that it has to relate to contracts that are “routinely concluded without marginal modiﬁcations by the
enterprise”. So if there is a process in place that contracts will have to approved by someone at the main oﬃce,
and it can be proved that this person does actually exercise his/her authority and rejects certain contracts or
enforces signiﬁcant changes, the PE risk will be signiﬁcantly reduced. This is a matter of setting up a process and
making sure that it is documented properly.
A split payroll is also one of the options to solve this issue. With the VP on the payroll of both ABC Italy and ABC
Spain, it is very diﬃcult for tax authorities to challenge the setup. When the VP concludes a contract in Spain,
he/she would do that in the capacity of an employee of the Spanish entity, resulting in a low PE risk.
Implementation of this split payroll is cumbersome because it has personal income tax implications but also tax
implications (wages tax, social security contributions) for both employers. However, the beneﬁts may outweigh
this extra burden. This solution seriously minimizes the Agency PE risk, and therefore I would recommend
companies who are facing this exposure to go down this road.

Conclusion
International
managers
often
create
a
permanent
establishment risk. Companies, however, can signiﬁcantly
lower that risk by implementing simple processes that ensure
that the manager does not have his own designated oﬃce at
the non-resident company. It is also always a case of managing
expectations. What do tax authorities expect? They expect the
secretary or PA of a manager to be located at the resident
oﬃce of the manager. In our base case, the VP should not have
a secretary at the Spanish oﬃce.

One of the more complex processes or solutions is the split
payroll setup. The whole concept of the Agency PE is diﬃcult
and should be deeply analyzed in each speciﬁc case. The
current guidance on the Agency PE changes due to the BEPS
Project is not abundant. This means that not only taxpayers
but also tax authorities struggle with this. I’m not sure if that
provides any comfort.
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