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Introduction. The article considers modern developments of the concept of permanent establishment in the context of taxation of
cross-border activities. The concept which was developed in 1920s has remained virtually unchanged since the early 1960s, despite
the huge changes in the way that international business is conducted since then. However, as nowadays acknowledged, digitalization
of business creates tax challenges, in particular, in a way taxing rights are distributed between the states. These challenges also
raise questions regarding the ability of the existing international tax framework to determine where economic activities are carried
out and value is created for corporate tax purposes.

The purpose of the paper is to consider the developments around the concept of permanent establishment to address tax
challenges of the digital economy, in particular, a new nexus for permanent establishment related to digital activities.

Results. The purpose of the international taxation system’s design is to ensure fair allocation of taxing rights between different
Jjurisdictions. While the general consensus is that taxation should take place where the value is created the current tax framework
lack mechanisms which would ensure such taxation. This issue has been raised in research papers and addressed by the
Organization for Economic Cooperation and Development. Although the BEPS Final Report identified tax challenges created, inter
alia, by outdated concept of permanent establishment no common consensus was reached regarding measures to be taken to address
those challenges. However, as a result of further work the concept of a new nexus was proposed and is being currently discussed.

Conclusion. Introduction of the new nexus on an international level will provide the basis for fair allocation of taxing rights
between states and will help to prevent unilateral measures taken by different countries to ensure taxation of digital activities within
their jurisdictions that may create further distortions.
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Bemyn. Cmamms posenadac cyyacHuii po3eumox KOHYyenyii nocmiiiHoeo npedcmaenuymea, wjo 3’asunaca y 1920-x pp. i
Gakmuuno 3anuwanacs wesminnoio 3 1960-x pp., He36adcaioyu Ha 6eaudesHi 3MIHU, SKUX 3A3HAIU CROCOOU 8E0eHH s 20CNO00APCLKOL
OiAbHOCMI, 30KpeMa, ma eKoHomika 3azanom. Ilpome cyyacna Oidocumanizayis 6i3Hecy cmagumv HU3KY Rumaune y cghepi
0NoO0amKY8anHs, 30Kpemd, CIMCOOBHO CNPOMOINCHOCHI ICHYIOU020 MIJHCHAPOOHO20 NOOAMKOB020 3AKOHOOABCMEA GUIHAYAMU, Oe
30IUCHIOEMbCST eKOHOMIYHA OIANbHICMb, O0e CMBOPIOEMbC 6apmicmb 05 Yineli ONOOAmKY8aHHA NOOAMKOM HA NPUOYMOK, i
8I0N0BIOHO 3a0e3neyysamu Cnpagednusull pO3nodil NOOAMKOBUX NPAS MidiC PIZHUMU IOPUCOUKYIAMU.

Mema. Y cmammi 00CnioxNCyilombCsi HANPAMKU OUCKYCIT CMOCOBHO HEOOXIOHOCMI GHECEHHsI 3MIH 00 ICHYIOY020 GU3HAUEHHS.
NOCMItIHO20 NPeOCMASHUYMEA Ol BUPIUEHHS BUWEBKAZAHUX NUMAHb, 30KPeMA, NPONOHY8AHHA HOBUX KPUMEPIie 83A€MO36 A3KY
NIONPUEMCINBA 3 NEGHOI0 NOOAMKOBOI0 IOPUCOUKYIEIO OJiA Yinell ON0OAmMKY8aHHs NOOAMKOM HA NPUOYMOK.

Pesynomamu. Memoio midcHapoOHoi cucmemu onooamKy8anHs € Cnpageonue po3nooileHHs nOOAmKOGUX NPaAg Midic DIZHUMU
ropucouryismuy. Xoua 3a2anbHONPUUHATMUM € NO2TA0, WO ONOOAMKYBAHHA MAE 8i00Y8AMUC MAM, Oe CMBOPIOEMbCA 8APMICHb,
CYYacHOMY NOOAMKOBOMY pecyNI08aAHHIO He 8UCAYac MeXanizmis, AKi 6 3abe3neuysanu maxe onooamxysanns. Hapasi na posensoi
Yb020 numarHs 30cepeddcena ysaza Opeauizayii eKOHOMIUHO20 cniepobimHuymea i pozeumky. Xouva @inarvnuti 36im OECP 3
npobrem BEPS 6useus no0amko8i SUKIUKU, NOG’SI3aHi, 30Kpema, i3 3acmapiniol0 KOHYenyi€lo NOCMIlHO20 NpeocmasHuymsed,
00HO3HAYHOT 3200U NPO Me, AKUMU 3ACOOaMU MONICHA NOOOIAMU Yi BUKIUKY, 0ocaenymo He Oyno. IIlpome poboma OECP y yvomy
HANPSIMKY RPO00BAHCYEMBCSL, I 002080PIOIOMbCSL HOBL NPONO3UYIL.

Bucnosku. Onosnenns Konyenyii nOCmMitiHo20 npeodcmasHUuymea Ha MIJCHAPOOHOMY Di6HI cmMEeopums nioIpyHMs 0Jisl CRPAseoIu-
68020 pO3NOOITY NOOAMKOBUX NPAB MIdHC IOPUCOUKYIAMU | O0NOMOdCe NONnepeoumu 00HOCMOPOHHI 3aX00U, WO 8HCUBATOMBCS PISHUMU
Kpainamu 3a01s 3a6e3ne4ents ono0amKy8anHs Yu@hposoi OisibHocmi 8 ix 10pUCOUKYISIX.
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INTRODUCTION including by Peter Hongler, Pasquale Pistone and Arthur
Cockfield. It was also outlined in Action 1 of BEPS Final
Report prepared by the OECD to tackle tax-avoidance
strategies that exploit gaps and mismatches in tax rules.
Even though digital activities do not constitute harmful
tax practices within the meaning of BEPS the current
international taxation rules, in fact, contribute to stripping
off the tax base of source countries. Although Action 1
does not offer any specific solution to the issue the

Concept of permanent establishment (PE) was intro-
uced in order to give a state the possibility to tax income
of non-resident enterprises sourced in that state. Ho-
wever, given the wide-spreading role of e-commerce and
opportunities that it offers for cross-border services
without actual presence in a country requires that the
existing concept of permanent establishment be reviewed.

This issue has been discussed in research papers,
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subsequent work of the OECD in this area focuses on
introducing new nexus for PE to ensure fair allocation of
taxing rights.

The PURPOSE of the paper is to consider the modern
developments around the concept of permanent estab-
lishment within the context of international direct taxation.

RESULTS

International taxation is essentially based on two prin-
ciples which are commonly used to determine the extent
of a country’s tax jurisdiction: residence and source. The
PE concept evolved in 1920s as a compromise that strikes
a balance between the taxing rights of the state of re-
sidence of the enterprise and the right of the source
country to have a fair share of taxes in respect of business
activities that are located on its territory. According to
that concept a foreign enterprise should reach certain le-
vel of presence in the other state for taxing rights of that
state to be triggered. As soon as it is identified that a per-
manent establishment exists in that other state a PE will
be deemed as a separate legal entity for tax purposes and
such state may tax part of the profit of a foreign
enterprise attributable to that permanent establishment.
This is sometimes referred to as ‘nexus’ rule which im-
plies sufficient economic ties of an enterprise with a
certain jurisdiction for that jurisdiction to be able to tax
this particular enterprise.

According to international practice laid down in the
model tax conventions there are several types of PE
which are based on different thresholds, namely: (1)
actual PE when a foreign enterprise is deemed to have a
fixed place of business in another state through which the
business of an enterprise is wholly or partly carried on;
(2) agency PE when a dependent agent of a foreign enter-
prise carries business in another state in behalf of that
enterprise; and (3) service PE when a foreign enterprise
provides services to customers in another state for a
certain period via personnel employed for this purposes.
The last type of PE is only provided by UN model tax
convention between developed and developing countries
[1] which is designed to impart more taxing rights to
developing states as opposed to the OECD model tax
convention [2] which does not have this provision.

In all of the above cases of PE the taxable presence is
dependent on physical presence in either form in a source
jurisdiction: through a fixed place of business, or depen-
dent agents, or employees.

In relation to e-commerce activities in its commentary
to the Model Tax Convention OECD stated that the level
of presence for a foreign enterprise to constitute actual PE
may be reached when the server is located on the territory
of another country [2, commentary on Article 5, para-
graph 123]. Such rule is, in particular, found in the Ukrai-
nian tax law [3, article 14.1.193]. Even though many
countries have decided not to track down servers owned
by foreign firms that are located in their territories to
establish their taxable presence, in particular, in view of
the problem of discovery [4, p. 245], there still a require-
ment for an actual piece of machinery to constitute a PE.

It has become evident though that in the era of digital
economy emerging as a result of wide-spreading of infor-
mation and communication technology a lot of operations
do not create a fixed place of business and therefore do

not constitute a PE or, in other words, as it was said, “the
notion of a fixed place of business hardly ever applies in
the digital economy” [5, P. 12].

Outlining tax challenges raised by changing environ-
ment the OECD notes in 2015 BEPS Final Report on
Action 1 ‘Addressing the Tax Challenges of the Digital
Economy’ that the evolution of business models in gene-
ral and the growth of the digital economy, in particular,
have resulted in non-resident companies operating in a
market jurisdiction in a fundamentally different manner
today that at the time international tax rules were
designed [6, para. 246]. Thus, many functions that pre-
viously required local presence can be managed centrally.
Besides, customer and market data has become a valuable
asset that can be used to generate profits.

Thus, the degree of physical presence in the customer
country is no longer a good proxy for the extent business
being done in that country [4, P. 290]. Furthermore, gro-
wing reliance in certain business models on data raises
questions regarding whether collection of data from users
located in a jurisdiction should give raise to taxable pre-
sence in that jurisdiction and whether the income gene-
rated from the use of these data should be attributed to
such nexus.

The reliance on server location within the existing
definition of PE to establish taxable presence does not
provide adequate tool for such business models. Cock-
field asserts that this rule is even misguided because it fo-
cuses on the software function within the servers (which
can be easily shifted across a border) instead of empha-
sizing the physical world factors that lead to the gene-
ration of the cross-border profits [7, P. 938].

The 2015 BEPS Final Report on Action 1 concludes
that the traditional concept of the PE may no longer be a
good basis for dividing taxing rights between states over
the business profit of an enterprise. As Miller and Oats
put it, it fails to award a ‘reasonable share of the taxing
rights’ over business profits of non-residents, even where
there is no overt tax avoidance [4, P. 289].

Although the existing concept of PE has become
obsolete, as argued by Hongler and Pistone, the theore-
tical framework behind this concept allows for an exer-
cise of taxing powers on business income that achieves a
fair balance between taxing rights and the services and/or
infrastructure provided by each state, including the one
whose market is being exploited. The introduction of a
new PE nexus is still in line with the general principles of
international taxation [5, P. 23].

Accordingly, the question was raised in the BEPS
Final Report whether in the circumstances of evolving
ways of doing business and increasing role of e-com-
merce the current nexus rules that rely on physical pre-
sence, are still appropriate and whether allocation of
taxing powers between states on income generated from
cross-border activities is fair [6, para. 378].

Even though at that stage no specific solution was
recommended the OECD underpinned that the location of
taxable profits should be aligned with the location where
economic activities and value creation take place.

At that time the OECD more specifically addressed
and subsequent international measures, in particular,
within the EU, were focused on the collection of VAT on
sales of electronic goods and services by non-residents.
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However, such approach shifts the burden of taxation
directly and completely on to customers, i.e. residents of
the customer state (as opposed to indirectly and incomp-
letely which is likely to be the case with income tax on
the profits of non-resident). This leaves the customer state
without any share of tax on the business profits of the
non-resident.

Therefore, in practical terms, the development of a
new PE nexus is required not dependent on physical pre-
sence in a country, but related to digital presence which
gives rise to value creation.

On 31 May 2019, the OECD/G20 Inclusive Frame-
work on BEPS published update on its further work in the
direction of addressing tax challenges related to digitali-
zation explaining that it would explore the development
of a concept of remote taxable presence along with a new
concept of taxable income derived from a jurisdiction. It
was also noted that new rules may either lead to amend-
ments of the PE definition in Article 5 of the Model Con-
vention (and potentially Article 7), or to development of a
standalone rule establishing a new and separate nexus
either through a new taxable presence or a concept of
source [8, paras. 39, 40].

Addressing the above issues (so-called Pillar One) on
9 October 2019 the OECD released for public a consul-
tation document which outlines a “Unified Approach” for
nexus and profit allocation rules. Admitting that certain
aspects require further work the OECD proposes a new
nexus based on sales whereby a company is taxable in a
jurisdiction where its sales exceed a certain threshold
even if it is not physically present in that market. At this,
only ‘highly digital business models as well as consumer-
facing businesses’ are suggested to be covered by this
threshold. It is suggested that revenue threshold would
also take into account certain activities such as online ad-
vertising services, that it would also apply to groups that
sell in a market through a distributor, and that this new
nexus would be introduced as a standalone rule, on top of
the PE rule [9, paras 22, 23]. This concept has already
been named as ‘Quantitative Economic Presence Perma-
nent Establishment’ by some researchers [10].

Despite the OECD sought to establish “the simplest
way of operating the new rule” it still may be difficult for
many authorities to enforce, especially in case of busi-
ness-to-customer transactions. Number of public com-
ments that have been provided as a response to the “Uni-
fied Approach” raise concerns as to cost of imple-
mentation as well as administrability of this model [11].

On the other hand, it should be noted that cross-
border business-to-customer transactions involving inter-
national e-commerce activities have already been subject
to international direct taxation, and similar approach, inc-
luding one-stop-shop, seems to be a reasonable approach.
Necessary reporting can also be integrated with the tax
disclosures required under BEPS Action 13 regarding
country-by-country reporting within transfer pricing rules.

Although the consensus on the above matters as well
as other matters in connection with the development of
the new concept is yet to be reached, it should be remem-
bered that the issues related to tax challenges of digitali-
zation and, in particular, nexus issue, are addressed by in-
dividual countries which aim at protecting or expanding

source taxation of online business activities. This results
in measures which were named by the OECD as “uncoor-
dinated and unilateral’ including introducing withholding
and turnover taxes as well as specific regimes targeting
large MNEs [12, para. 342]. As such measures can poten-
tially create further distortions in international tax system
development of new international rules is of top priority
and in case such rules are introduced, cancellation of
those measures is to be considered.

CONCLUSION

The new concept is gradually formed to allow taxa-
tion of cross-border profits in the digital economy. Its de-
tails as well as implementation mechanism is yet to be
developed and international consensus is yet to be re-
ached. Still, in the world divided by state frontiers
unification in the area of taxation should be welcome
because it will prevent unilateral measures which have
already been ta-ken by some states to protect their taxing
rights, that could potentially create distortions and allow for
new ways of tax avoidance. At the same time, unified
measures in a long run will contribute to neutral tax
environment and as a result to fairer distribution of taxing
rights between the states.
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