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The Permanent Establishment: risk of 

fragmentation of a “cohesive business 

operation” within the OECD MC. 

In a globalized and modern world, it is common for a 
large number of enterprises to operate in more than one 
country. In case of cross-border activities, it is relevant to 
understand which State has the right to tax the profits 
produced by the operating enterprises.  

The concept of Permanent Establishment (PE) is the tool 
through which States may tax business profits earned by 
resident of other contracting State, thanks to its function 
of allocation of profits given by art. 7, par. 1, of the 
OECD MC.  

In accordance to art. 5, par. 1, OECD MC, a PE is a “fixed 

place of business through which the business of an 

enterprise is wholly or partly carried on”. And, as said 
before, art. 7, par. 1, OECD MC establishes that 
contracting State cannot tax the profits of an enterprise of 
the other contracting State “unless it carries on business 

…through a PE situated therein”. It is also relevant to 
underline that what is necessary for having a PE is the 
creation of value through a fixed place of business; it is 
not important the human presence. 

In order to find a just balance between the State’s right to 
tax and the freedom to organize the business in other 
jurisdiction, paragraph 4 of art. 5 OECD MC, establishes 
that many activities, even if conducted  
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through a fixed place of business, are excluded from the definition of 
PE because of their preparatory or auxiliary character. 

The list of exceptions to the existence of a PE is not that short, so it 
is easy to understand why the par. 4.1. provides a rule to avoid the 
abuse of “PE fragmentation”.  As it can be read in the OECD 
commentary, the purpose of par. 4.1. is to “prevent an enterprise or a 

group of closely related enterprises from fragmenting a cohesive 

business operation into several small operations in order to argue 

that each is merely engaged in a preparatory or auxiliary activity”. 
So, if the activities carried on constitute complementary functions 
that are part of a cohesive business operation, the exceptions of par. 
4 do not apply, and the activities of that place of business (its profits) 
will be taxed in accordance to the ordinary PE rule.  

In a more specific way, par. 4.1. of art. 5 OECD MC, establishes that 
par. 4 (preparatory or auxiliary activities) shall not apply to a fixed 
place of business if: 

1. First condition 

1a) the fixed place of business is used or maintained by an enterprise 
and 

1b) the same enterprise or a closely related enterprise carries on 
business activities at the same place or at another place in the same 
Contracting State. 

2. Second condition 

2a) that place of business or other place constitutes a PE for the 
enterprise or the closely related enterprise or 

2b) the overall activity resulting from the combination of the 
activities carried on by the two enterprises at the same place, or by 
the same enterprise or closely related enterprises at the two places, is 
not of a preparatory or auxiliary character, provided that the business 



 

35137 PADOVA - Passeggiata del Carmine n. 2 - Tel. 049  8757011  
00197 ROMA - Via Antonio Bertoloni n. 44 – Tel. 06 811 56 482 

37122 VERONA - Piazza Cittadella n. 6 - Tel. 045 8030550  
info@studiomoschetti.com  www.studiomoschetti.com 

 
 

 

 
activities constitute complementary functions that are part of a 
cohesive business operation. 

An example may help the understanding of this fundamental rule. 

STATE A 

    

 

STATE B              

                                                       

         

 

 

 

 

 

In this case, we have a fragmented business in which different types 
of activities are performed by different subjects, in order to make 
possible to declare that the office of RCO has only an auxiliary and 
preparatory role.  
Par. 4.1 does not accept that construction. 
As a matter of fact, par. 4.1 obliges to consider the “whole picture” 
of the operations.  “Branches of RCO” constitute a PE in B; the 
business activities of “Office of RCO” and “branches of RCO” 
constitute complementary functions which are part of a cohesive 
business operation. 
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RCO (A BANK 
RESIDENT IN A) HEAD 

QUARTER 

BRANCHES OF RCO 
Here decisions on loan are taken 

and application of them are 
made; they constitute PEs. 

OFFICE OF RCO 
Here employees verify 

information provided by clients 
who made application for the 

loans at the different branches; 
the results are sent to the 

headquarters in RCO; other 
employees analyse the 
information in the loan 

application and report to the 
branches where the decisions to 

grant the loan are made. 


