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INTRODUCTION 

 

The digitalisation of the economy results in the simplification of information exchange 
by using the network for interaction between entities and customers, the dematerialisation and 

increased circulation speed of goods.  

From the perspective of the development of economic activity, digitalisation ensures 

better access to customers, improved quality of existing products, and lower entry barriers to the 

market.1 The digitalisation is also beneficial to States since it has the potential to increase the GDP 

by up to 42%/2 Such technological development, new materials and the efficiency of means for 

revenue generation are referred to as the new Revolution.3 

However, while new technologies are being created to benefit humanity unconstrained 

by a need to generate financial returns,4 digitalisation brings more flexibility to international 

taxation. The concepts of residence and source have been used since the beginning of the 20th 

century as cornerstones to allocate the portion of profit generated by entities involved in cross-

border commercial activity to source States. 5 Nowadays, the digitalisation of relations has reached 

a level when the old concepts cannot ensure the proper functioning of the international tax system, 

which is evidenced by the concept of a permanent establishment, the existence of which is a ground 

for granting a source State taxing rights over the part of the profit, generated in its territory, 

requiring the human presence in its location to attribute such profit. The permanent establishment 

concept became archaic6 since it has no capacity to capture the revenue generated in purely digital 

relations. 

Digitalisation also changes the ways revenue is generated. Information collection, the 

interaction of customers with an online advertisement, and the potential value of information have 

not been classified, per se, to grant taxing rights over such profit. Additionally, the problem of 

complex Internet interaction having no primary aim to generate revenue arose, such as CAPTCHA, 

preventing non-human access to websites, which ensures the collecting of information, forming a 

 
1 Luca Dedola et al., “Digitalisation and the Economy,” Discussion Papers (Frankfurt am Main: European Central 

Bank, 2023), 10–23, https://doi.org/10.2866/93858%0A. 
2 Anca Antoaneta Vărzaru et al., “Digital Revolution, Sustainability, and Government Revenues: a Transversal 

Analysis of How Digital Transformation and Sustainable Practices Impact Sustainable Government Revenues,” 

Systems 11, no. 11 (2023): 11, https://doi.org/10.3390/systems11110546. 
3 Klaus Schwab, The Fourth Industrial Revolution (UK: Penguin, 2017), 13. 
4 “Introducing OpenAI,” accessed 8 May 2024, https://openai.com/index/introducing-openai. 
5 Stjepan Gadžo, Nexus Requirements for Taxation of Non-Residents’ Business Income: A Normative Evaluation in 

the Context of the Global Economy, vol. 41, IBFD Doctoral Series (Amsterdam: IBFD, 2018), 

https://doi.org/10.59403/emy4w5. 
6 Atanas Atanasov, “Permanent Establishment 2.0 - Is It Time for an Update?” SSRN Electronic Journal, 2017, 24, 

https://doi.org/10.2139/ssrn.3017892. 
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database of inputs for artificial intelligence training.7 Existing value-creation objects are also 

affected by digitalisation, such as intellectual property involved in the complex transfer of 

ownership rights in the Patent Box.8 

Bearing in mind the archaic nature of the regulation of international taxation and the 

absence of categorisation of new concepts and methods of revenue generation, multinational 

enterprises obtain more options with regard to tax planning, which might be perceived as tax 

avoidance under certain conditions. The International Community recognised the consequences of 

the digitalisation of taxation, which led to the 2015 BEPS Action 1 Report on Addressing the Tax 

Challenges of the Digital Economy.9 

However, at the time of the study, no single approach to tackle such challenges has been 

identified. Under the auspice of the Organisation for Economic Co-operation and Development, 

the Amount A Pillar One proposal is the primary means to solve the problem of multinational 

enterprises and digitalisation. The European Union offered the establishment of a digital services 

tax and significant digital presence, giving the rights to source states to tax the profit generated in 

their fiscal territory, but neither was adopted. Certain States have opted for unilateral initiatives, 

establishing digital service taxes, such as China10, Italy11 or expanding the concept of PE, such as 

Slovakia12 India.13 Another group of States refused to introduce novelties in order to remain 

attractive to multinational enterprises both for economic activity and establishment. 

In addition to this, the parallelly ongoing problems of taxation, such as the transformation 

of State aid and reduction of tax rates, only add to the complexity of regulation, given the need to 

reach a consensus on a universal level. 

The new approach for taxation of cross-border digital commercial activity shall respect 

the cornerstones of international taxation by the International Community in the 1998 Ottawa 

Taxation Framework Conditions, such as neutrality, efficiency, certainty, simplicity, effectiveness 

and fairness.14 

 
7 “How Google Trains AI with Your Help through CAPTCHA,” Medium (blog), 8 May 2024, 

https://medium.com/@yennhi95zz/how-google-trains-ai-with-your-help-through-captcha-876cb4eb4d01. 
8 Hugh J Ault, Wolfgang Schön, and Stephen E Shay, “Base Erosion and Profit Shifting: A Roadmap for Reform,” 

Bulletin for International Taxation 68, no. 6/7 (2014): 276, https://doi.org/10.59403/1qdwj12. 
9 OECD, “Addressing the Tax Challenges of the Digital Economy, Action 1 - 2015 Final Report,” OECD/G20 Base 

Erosion and Profit Shifting Project, (Paris: OECD Publishing, 2015), https://doi.org/10.1787/9789264241046-en. 
10 Akiko Terada-Hagiwara, Kathrina Gonzales, and Jie Wang, “Taxation Challenges in a Digital Economy: The Case 

of the People’s Republic of China,” ADB Briefs, 0 ed., ADB Briefs (Manila, Philippines: Asian Development Bank, 

2019), 2, https://doi.org/10.22617/BRF190151-2. 
11 Law no.160/2019, Official Gazette no. 304 of 30 December 2019 
12 Tomáš Cibuľa and Matej Kačaljak, “Tax Treaty Override in Slovakia - Digital Platform Permanent Establishment,” 

Bratislava Law Review 2, no. 1 (2018): 82, https://doi.org/10.46282/blr.2018.2.1.95. 
13 Anandapadmanabhan Unnikrishnan and Meyyappan Nagappan, “Virtual Permanent Establishments: Indian Law 

and Practice,” Intertax 46, no. 6 & 7 (2018), https://doi.org/10.54648/taxi2018054. 
14 “Implementation of the Ottawa Taxation Framework Conditions” (OECD, 2003). 
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Research problems: 

1. What are the effects of digitalisation on cross-border digital commercial activity? 

2. Why does the concept of permanent establishment lack efficiency in addressing the 

impact of digitalisation? 

3. Can the existing proposals ensure the proper functioning of the international 

taxation system, taking into account the principles identified in the 1998 Ottawa 

Taxation Framework Conditions? 

Relevance of the final thesis. The proper functioning of the international taxation system 

is a condition for economic growth, especially for developing states. The impossibility of the 

current system to capture the profit generated from digital transactions requires reconsideration of 

the rules for the allocation of profit between residence and source States. While existing proposals 

try to ensure this, they have been criticised both in doctrine and practice due to their discriminatory 

nature15 and complexity.16 The current state of development of international taxation lacks 

scientific knowledge on the objects which generate revenue in digital commercial relations without 

financial transactions. Moreover, the proposals, both coordinated and unilateral, lack a unified 

approach, resulting in the possibility of distortion of taxation and inconsistency with the principle 

of tax certainty. 

Scientific novelty and overview of the research on the selected topic. The research of 

the final thesis includes the analysis of the consistency of the existing proposal for taxation of 

cross-border digital commercial activity with the principle of taxation identified in the 1998 

Ottawa Taxation Framework Condition. While significant research has been undertaken on the 

inefficiency of the permanent establishment to capture the value created from transactions without 

physical elements in the works of Hentschel,17 Reimer,18 Pistone,19 and Ditz,20 the doctrine lacks 

the analysis of the irrationality of the concept of permanent establishment due to the presumption 

of separate legal personality and attribution of profit to it. This thesis concludes that taxation with 

 
15 Lorraine Eden, “Winners and Losers: U.S. Country and Industry Estimates of Pillar One Amount A,” Tax 

Management International Journal 50, no. 5 (2021): 3. 
16 General Secretariat of the Council of the European Union (Brussels: Council of the European Union, 2018), 9, 

https://data.consilium.europa.eu/doc/document/ST-11484-2018-INIT/EN/pdf. 
17 Sven Hentschel, The Taxation of Permanent Establishments: A Critical Analysis of the Authorised OECD Approach 

and Its Implementation in German Tax Law under Specific Consideration of the Challenges Imposed to the PE 

Concept by the Digitalisation of the Economy, vol. 37, Hallesche Schriften Zur Betriebswirtschaft (Wiesbaden: 

Springer Fachmedien Wiesbaden, 2021), https://doi.org/10.1007/978-3-658-34000-1. 
18 Ekkehart Reimer, Stefan Schmid, and Marianne Orell, Permanent Establishments: A Domestic Taxation, Bilateral 

Tax Treaty and OECD Perspective, 6th ed. (Alphen aan den Rijn: Kluwer Law International B.V., 2018). 
19 Pasquale Pistone et al., “Abuse, Shell Entities and Right of Establishment: A Plea for Refocusing Current Proposals 

and Achieving Deeper Coordination within the Internal Market,” World Tax Journal 14, no. 2 (2022), 

https://doi.org/10.59403/prmqsg. 
20 Xaver Ditz and Carsten Quilitzsch, “The Definition of Permanent Establishment: Current OECD and German Case 

Law Developments,” Intertax 40, no. 10 (2012), https://doi.org/10.54648/taxi2012055. 
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permanent establishment creates an administrative burden due to the need to analyse its existence 

while sourcing rules become a more efficient method to identify the State of generation of value. 

Fleurbaey Maniquet 21 and Alharbi22 argued the need for a new approach that would 

respect the principles of taxation and focus on multinational enterprises as the main source of 

inequality. The doctrine does not describe the need to ensure the equal treatment of multinational 

and small and medium enterprises since the current proposals for international taxation establish 

the global and local revenue thresholds for application. In addition, Barake and Pouhaër23 analysed 

the economic inefficiency of the implementation of the Amount A Pillar One Proposal, however, 

the irrationality of the establishment of the global and local revenue thresholds as the cause of the 

outflow of capital and commercial activity has not been described. 

In addition, while Avi-Yonah explains the complex character of the division of profit 

between residence and source States,24 there is a lack of theoretical studies on the value creation 

processes in digital commercial activity and the links to allocating profit to source States. For 

example, the place of location of the viewer as the criterion for attribution of profit to a State does 

not take into account the complexity of the Internet and the fact that the revenue may be created 

with resources located in other States, eliminating the possibility for proportional profit 

distribution. 

The final thesis proposes the establishment of a model of the Global Tax Authority, 

inspired by the works of Tanzi,25 and Horner,
26

 with competence which would ensure the 

effectiveness of the administration of the system of international taxation and communication with 

national tax authorities and Global Digital Tax, taking into account the ideas of Lucas-Mas and 

Junquera-Varela,27 and Ran and, Sam and Avi-Yonah.28 

 
21 Marc Fleurbaey and Francois Maniquet, “Optimal Taxation Theory and Principles of Fairness” (Voie du Roman 

Pays: Center for Operations Research and Econometrics, 2015). 
22 Sara Alharbi, “The Principles of Fairness & Efficiency in Designing of Tax Systems,” Journal of Contemporary 

Scientific Research 3, no. 10 (2019). 
23 Mona Barake and Elvin Le Pouhaër, “Tax Revenue from Pillar One Amount A: Country-by-Country Estimates,” 

HAL Open Science, 2023, https://shs.hal.science/halshs-04039288/document. 
24 Reuven S Avi-Yonah, “After Pillar One,” Law & Economics Working Papers 247 (2016), 

https://doi.org/10.2139/ssrn.2783858. 
25 Vito Tanzi, “Is There a Need for a World Tax Organization?” in The Economics of Globalization, ed. Assaf Razin 

and Efraim Sadka, 1st ed. (Cambridge University Press, 1999), 173–86, 

https://doi.org/10.1017/CBO9780511619946.010. 
26 Frances M. Horner, “Do We Need an International Tax Organisation?”, Tax Notes International, 2001, 

https://digitallibrary.un.org/record/505698?ln=en. 
27 Cristian Óliver Lucas-Mas and Raúl Félix Junquera-Varela, Tax Theory Applied to the Digital Economy: A Proposal 

for a Digital Data Tax and a Global Internet Tax Agency (Washington, DC: World Bank Group, 2021), https:// 

doi:10.1596/978-1-4648-1654-3. 
28 Reuven Avi-Yonah, Young Ran, and Karen Sam, “A New Framework for Digital Taxation,” Harvard International 

Law Journal 63, no. 2 (2022), 

https://repository.law.umich.edu/law_econ_current/222?utm_source=repository.law.umich.edu%2Flaw_econ_curre

nt%2F222&utm_medium=PDF&utm_campaign=PDFCoverPages. 

 

https://shs.hal.science/halshs-04039288/document
https://digitallibrary.un.org/record/505698?ln=en
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Significance of the final thesis. This research will be useful for both the doctrinal and 

practical development of the international taxation system. In particular, it contributes to the 

studies of the inefficiency of the concept of permanent establishment to tax digital economy and 

future development, the need to properly identify source States in transactions without the physical 

element, the development of sourcing rules and the system of administration of international 

taxation. This thesis formulates the directions of further research and development in the sphere 

of international taxation, such as the creation of the Global Tax Authority. 

This work’s conclusions will help legislators to consider the advantages and 

disadvantages of approaches to taxation of digital presence in source States. 

 This Master Thesis aims to identify methods of taxation in the digital economy which 

will meet the requirements of the 1998 Ottawa Taxation Framework Conditions and ensure the 

continuous development of commercial activity. 

In pursuance of the identified aim, the following objectives are established: 

1. to identify the characteristics of the digital economy; 

2. to define the causes of inefficiency of the concept of permanent establishment; 

3. to compare the coordinated and unilateral proposals for taxation of the digital 

economy; 

4. to offer the taxation approach which would meet the identified principles. 

Research methodology. To achieve the aim of the thesis, the following methods were 

used:  

1. Data collection method. This method is used to collect information on proposals for 

taxation of the digital economy, doctrinal approaches and opinions, legislative responses, 

conclusions of international organisations, judicial practice and other sources that were used to 

prepare this work. 

2. Description method. This method is used to provide a general understanding of the 

current taxation model and explanation of international and national approaches for the taxation 

of digital economy. 

3. Data analysis. This method is used to distinguish the relevant information provided 

in the doctrine, carry out a consistent presentation of proposals, and lay down the new approach 

for taxation. 

5. Comparative method. This method is used to assess the difference in the proposals 

for granting source States the right to tax the profit generated by the non-residents and understand 

their advantages and disadvantages. 
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6. Logical method. This method was used to establish cause-and-effect relations 

between the problems of the digital economy and the inefficiency of the current framework of 

taxation. 

Structure of research. The thesis consists of the introductory part, four chapters of the 

main part, which are divided into subsections, conclusions, recommendations, bibliography, and 

summary. 

The first chapter of the thesis is devoted to the analysis of the concepts of source and 

residence as the basis categories for the allocation of profit between States, identification of the 

consequences of digitalisation of cross-border commercial activity, examination of the 1998 

Ottawa Taxation Framework Conditions and its practical implications. 

The second chapter analyses the current regulation of the concept of permanent 

establishment as responsible for attributing taxing rights to the source States under the OECD 

Model Tax Convention and the differences with the United Nations Models Tax Convention. It 

formulates the consequences of digitalisation for the attribution of profit to permanent 

establishment, thus defining the weaknesses of the current concept and objects most commonly 

involved in tax avoidance. 

The third chapter focuses on proposals for new models for international taxation by the 

European Union and the Organisation for Economic Co-operation and Development and analyses 

the unilateral measures for addressing the challenges by providing the examples of Italy and 

Slovakia. It formulates the advantages and disadvantages of the current proposals for a new 

approach to taxation in the digital economy. 

The fourth chapter offers the establishment of the Global Tax Authority, which would be 

responsible for the administration of the global taxation system and be in close cooperation with 

national tax authorities and international organisations. It also proposes the implementation of the 

Global Digital Tax consistent with the 1998 Ottawa Taxation Framework Conditions. 

Defence statement. The lack of physical elements and new methods of value creation as 

the features of the digital economy require the replacement of the transfer pricing mantra and the 

concept of permanent establishment with the method of allocation of profit between source and 

residence States, which ensures consistency with the principles of taxation. Given the political 

nature of the international taxation field, such a method shall respect the interests of States at 

different stages of economic development and the International Community as a whole. This 

requires sound cooperation at national and universal levels, with the creation of the Global Tax 

Authority ensuring the proper administration of international taxation and communication of 

national interests to decrease the practice of tax avoidance.  
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CHAPTER 1. THE PHENOMENON OF THE DIGITAL ECONOMY AND ITS IMPACT 

ON THE CATEGORIES OF THE INTERNATIONAL TAXATION 

 

In this Chapter, the first part is devoted to the analysis of such categories as source and 

residence, the basic concepts granting taxation rights. The second part discusses the digital 

economy and its main characteristics and determines its impact on taxation, permanent 

establishment (hereinafter – PE) and rules for the allocation of profit. The third part examines the 

Ottawa Framework for International Taxation (hereinafter – Ottawa Framework) in the digital 

economy and its importance for a long-term solution to the problem of digital presence in non-

resident jurisdictions to address the problem of the concept of PE, which does not capture income 

obtained from transactions without physical elements. 

 

1.1. Emergence of the Concepts of Source and Residence 

 

With the development of international trade, the League of Nations, in 1920, began to 

develop standard criteria for international profit allocation for fair revenue distribution.29 This 

provides source States with more jurisdictional rights to tax profits generated by non-residents in 

their respective jurisdictions. The concept of fairness implies balancing the interests of developed 

and developing States.  

After carrying out certain work, the scientific group identified the following potential 

criteria for regulating international competence in the field of taxation: 

- Origin of wealth or income;  

- Situs of wealth or income;  

- Enforcement of the rights to wealth or income;  

- Place of residence or domicile of the person entitled to dispose of the wealth or 

income.30 

Scientists paid considerable attention to the first and last criteria. As a result, the location 

of resources or income evolved into the concept of source, and the criterion of the place where the 

person who has the right to dispose of the received revenue is located formed the concept of 

residence. 

 
29 William H Coates, “League of Nations Report on Double Taxation Submitted to the Financial Committee by 

Professors Bruins, Einaudi, Seligman, and Sir Josiah Stamp,” Journal of the Royal Statistical Society 87, no. 1 (1924), 

https://doi.org/10.2307/2341293. 
30 OECD, “Fundamental Principles of Taxation,” in Addressing the Tax Challenges of the Digital Economy, by OECD, 

OECD/G20 Base Erosion and Profit Shifting Project (OECD Publishing, 2014), 29–50, 

https://doi.org/10.1787/9789264218789-5-en. 
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As international trade and business operations become more flexible, giving entities 

located in residence States the ability to generate revenue in States with lower production costs or 

abundant resources without being physically present in those jurisdictions.31 These States, 

commonly referred to as developing States, have emerged as significant players in the digital 

economy. 

Even though these concepts were recalled as methods of profit allocation, they are 

methods of conflict resolution between two or more States if an entity carries out economic 

activities with a foreign element.32 The main task at that time was to limit the possibility of income 

taxation in source States. Analysing the current level and methods of taxation, it can be concluded 

that the goal has been achieved.33 The beginning of the last century was decisive for the future 

appearance of the international taxation system. Before the corresponding changes, the advantage 

in taxation of source revenue was on the side of source States, while the residence States provided 

credit for the amount of taxes paid.34 

The primary problem was how to redistribute income in such a way that, on the one hand, 

it would allow to leave a proportionate part of the revenue for the development of the source States, 

and on the other hand, so as not to overburden the potential taxpayer with an additional obligation. 

As a result, these concepts allowed, at that time, the effective resolution of the conflict.35 

 

1.1.1. Current Definition of Residence 

 

According to Article 4 of the OECD Model Tax Convention (hereinafter – OECD MTC), 

a resident is a person (or entity) who, under the laws of the State, is liable to tax therein because 

of his domicile, residence, place of management or any other criterion of a similar nature.36 This 

provision directly establishes the consequence, giving the respective State the possibility to 

develop the rules for determining residency ex officio. The result of such a method has negative 

implications since the content of the criterion may overlap between jurisdictions, resulting in a 

 
31 Page Tom, “Manufacturing in Low Cost Country Locations: Costs and Benefits,” I-Manager’s Journal on 

Management 11, no. 2 (2016): 12, https://doi.org/10.26634/jmgt.11.2.8185. 
32 Committee of Experts on International Cooperation in Tax Matters and Seventh Session, “Note on the Revision of 

the Manual for Negotiation of Bilateral Tax Treaties” (Geneva: United Nations, 2011), 11. 
33 Charles Irish, “International Double Taxation Agreements and Income Taxation at Source,” International and 

Comparative Law Quarterly 23, no. 2 (1974): 293, https://doi.org/10.1093/iclqaj/23.2.292. 
34 Kim Brooks, “Global Distributive Justice: The Potential for a Feminist Analysis of International Tax Revenue 

Allocation,” Canadian Journal of Women and the Law 21, no. 2 (2009): 281–282, 

https://doi.org/10.3138/cjwl.21.2.267. 
35 Reuven S Avi-Yonah, “International Tax Law as International Law,” Tax Law Review 57, no. 4 (2004): 483, 

http://dx.doi.org/10.2139/ssrn.516382. 
36 OECD, “Articles of the Model Convention with Respect to Taxes on Income and on Capital” (Paris: OECD 

Publishing, 2017), Article 4, https://doi.org/10.1787/mtc_cond-2017-en. 
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potential double taxation.37 To prevent this, the International Community has formed standards for 

defining the concept of residency and rules for resolving ex-post cases of double taxation. 

Applying the principle of residency, a person will be considered a resident of a certain 

State if they are incorporated as a legal entity in a State, has a permanent residence or satisfies the 

temporal criterion of staying in the State (often national legislation defines 183 days of stay). It 

should be noted that the temporal criterion is inconsistent in national legislation since, in a 

constantly developing society, the relevant person may continuously change the place of location. 

As a result, national legislation may establish exceptions to this rule, for example, if, during this 

period, the person left the territory of the State for several days.38 Nationality also plays a role in 

determining the residence of an individual. According to the legislation of Ukraine, if it is not 

possible to establish a person’s residency based on the criterion of temporary stay, such person 

will be considered a resident of Ukraine if he possesses respective citizenship.39 

Some jurisdictions may try to expand the concept of residency by establishing additional 

criteria, such as the residence of company shareholders.40 Still, in practice, they are applied only 

in exceptional cases since such formulation cannot be used to determine residence within a group 

of companies. In addition, this criterion can be absorbed by the place of incorporation. It will be 

grounds for challenging the tax authorities’ decision if it is applied separately without additional 

residency links. 

Another criterion for determining residency can be central management and control, 

which is often called the place of effective management. Along with the place of incorporation, 

this test is most important in common law jurisdictions.41 The definition and practical application 

of this criterion can make it difficult to establish the residency of groups of companies. The 

generally accepted principle is that the place of effective management is considered to be the place 

where the entity’s policies relating to its financial and business affairs, employment and other 

aspects that directly relate to the existence and implementation of economic activity are 

 
37 Manoj Kumar Singh, “Conflict of Source versus Residence-Based Taxation in India with Reference to Fees for 

Technical Service,” Intertax 44, no. 6 & 7 (2016): 533, https://doi.org/10.54648/TAXI2016042. 
38 David Elkins, “A Scalar Conception of Tax Residence,” Virginia Tax Review 41, no. 2 (2021): 155, 

http://dx.doi.org/10.2139/ssrn.3889245. 
39 “Tax Code of Ukraine,” Pub. L. No. 2755– VI (2010), Article 14(1). 
40 Clifton J Fleming, Robert J Peroni, and Stephen E Shay, “Defending Worldwide Taxation with a Shareholder-Based 

Definition of Corporate Residence,” Brigham Young University Law Review 2016, no. 6 (2016): 1683, 

https://digitalcommons.law.byu.edu/lawreview/vol2016/iss6/6. 
41 Matthew Collett, “Developing a New Test of Fiscal Residence for Companies,” UNSW Law Journal 26, no. 3 

(2003): 625, https://www8.austlii.edu.au/au/journals/UNSWLawJl/2003/42.pdf. 

https://www8.austlii.edu.au/au/journals/UNSWLawJl/2003/42.pdf
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established.42 An illustrative example is provided by the legislation of the UK, which will take into 

account the following factors to determine residency:43 

- The venue of board meetings for the exercise of decision-making power; 

- The location of social and economic interests of the majority of directors; 

- The place of general meeting; 

- The jurisdiction of holding bank accounts. 

This criterion caused widespread public discussion during the COVID-19 pandemic. It 

raised the question of whether online meetings of shareholders or directors could affect residency 

in case the physical location of the server is in another jurisdiction.44 

The application of this criterion may need to be revised for MNEs due to their branching 

into indirect control by the parent entity from other jurisdictions as it facilitates aggressive tax 

planning. Because of indirect control and the place of effective management criterion, tax 

residency becomes flexible and allows for tax avoidance. Solving this problem requires 

communication between the tax authorities of the disputed residences. An example can be the case 

of Koitaki,45 in which the question of resolving the residency of the entity that was incorporated 

in Australia and moved its economic activities to Papua New Guinea, where management activities 

were carried out, came before the court. 

However, the number of disputes of this type decreased with the development of the 

double tax agreements (hereinafter – DTA) network, which served the role of a preventive 

agreement between the interested States on applying links and concepts. An example of 

standardisation is Article 4 of the OECD MTC, which establishes that the place of effective 

management is the place where key management and commercial decisions that are necessary for 

the conduct of the entity’s business as a whole are in substance. In addition to bilateral treaties, 

residency disputes can be resolved through judicial or administrative procedures.46 If the 

consideration of the case and the decision are public, this ensures the predictability of tax planning 

and the confidence of taxpayers regarding the immutability of the legislative approach. 

 

 

 
42 Robert L Deutsch, John C Raneri, and Roger L Hamilton, Guidebook to Australian International Taxation, vol. 26 

(St Leonards, N.S.W.: Prospect Media, 2001), para. 2.170. 
43 J-M Rivier, The Fiscal Residence of Companies, ed. International Fiscal Association, vol. 72a, Cahiers De Droit 

Fiscal International (Brussels: IFA, 1987), 205–6. 
44 Anne Michèle Bardopoulos, eCommerce and the Effects of Technology on Taxation: Could VAT Be the eTax 

Solution? vol. 22, Law, Governance and Technology Series (Cham: Springer International Publishing, 2015), ix, 

https://doi.org/10.1007/978-3-319-15449-7. 
45 Koitaki Para Rubber Estates Ltd v. Federal Commissioner of Taxation, 15 CLR (High Court of Australia 1940), 

https://www.ato.gov.au/law/view/document. 
46 OECD, “Model Tax Convention on Income and on Capital 2017 (Full Version)” (Paris: OECD Publishing, 2019), 

C(23)-17, https://doi.org/10.1787/g2g972ee-en. 

https://www.ato.gov.au/law/view/document?Mode=type&TOC=%2205%3ACases%3AHigh%20Court%3A1940%3AKoitaki%20Para%20Rubber%20Estates%20Ltd.%20v.%20Federal%20Commissioner%20of%20Taxation%20-%20(26%20November%201940)%3A%230102%23Judgment%20by%20Dixon%20J%3B%22&DOCID=%22JUD%2F64CLR15%2F00002%22
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1.1.2. Current Definition of Source 

 

In contrast to residency, source taxation is associated with the territorial-jurisdictional 

aspect. The main justification is that a particular jurisdiction is a place where income is generated 

for the foreign resident.47 Historically, there are three types of taxation at the source: 

- The profit of the PE, which can also be attributed to the profit of the main enterprise. 

To simplify tax reporting and the administrative burden, some source States set profit or income 

thresholds for the emergence of financial obligations. This is also consistent with the fact that the 

existence of a PE in the source State does not necessarily lead to the obligation to pay taxes in 

accordance with Article 7 of the OECD MTC but primarily to the burden of tax reporting, which 

is usually established in national legislation;48 

- The second type of taxation is related to the resident’s passive economic activity in 

the source State. The result of such activity may be the receipt of dividends, interest, and royalties 

that may be taxed under withholding tax; 

- Income received from movable and immovable property. Taxation of objects in 

these categories may vary. While immovable property is taxed according to its location, due to the 

strong connection between the property and the source State, movable property is taxed by the 

State of the source of income.49 

Some authors support exclusive taxation on the source principle, arguing for the 

efficiency and equality of this method.50 It establishes an equal revenue distribution between States 

according to the place of income withdrawal. However, due to the conflict between developed and 

developing States, which are the States of residence and source, respectively, this approach is 

unlikely to gain popularity, as it will reduce revenue obtained by formers. However, current 

proposals for taxation of the digital economy upheld the same idea, enabling source States to 

receive a proportionate share of the revenue generated in their territory, whether digital or 

physical.51 

 
47 Richard A Musgrave and Peggy B Musgrave, “Inter-Nation Equity,” in Modern Fiscal Issues: Essays in Honour of 

Carl S. Shoup, ed. John G Head and Richard M Bird (University of Toronto Press, 1972), 85. 
48 Luis M Almeida and Perrine Toledano, “Understanding How the Various Definitions of Permanent Establishment 

Can Limit the Taxation Ability of Resource - Rich Source Countries,” Columbia Center on Sustainable Investment, 

2018, 15, https://doi.org/10.7916/D82R57ZK. 
49 Ruud A de Mooij, Alexander D Klemm, and Victoria J Perry, Corporate Income Taxes under Pressure: Why Reform 

Is Needed and How It Could Be Designed (US: International Monetary Fund, 2021), 231, 

https://www.elibrary.imf.org/display/book/9781513511771/9781513511771.xml. 
50 Klaus Vogel, “Worldwide vs Source Taxation of Income - A Review and Re-Evaluation of Arguments (Part I),” 

Intertax 16, no. 8/9 (1988): 4, https://doi.org/10.54648/taxi1988056. 
51 Assaf Harpaz, “Taxation of the Digital Economy: Adapting a Twentieth-Century Tax System to a Twenty-First-

Century Economy,” The Yale Journal of International Law 46, no. 57 (2021): 68. 
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Source taxation is regulated by Articles 5 and 7 of the OECD MTC, according to which 

a source State may impose taxes on the income of a non-resident if such non-resident carries out 

economic activities in the relevant State through a PE. The definition of PE is given in Article 5, 

describing that PE is a fixed place of business in which the business of an enterprise is wholly or 

partially carried on.52 The analysis of the PE is provided in Chapter 2. 

In addition, the development of restrictions on the rights of source States to tax non-

residency income generated in their territory is implied in Articles 10-13 of the OECD MTC, 

defining a source State can receive 5% of the gross amount of the dividends if the beneficial owner 

is an entity which holds directly at least 25% of the company’s capital, paying the dividends within 

365 days or 15% in all other cases. At the same time, Article 11 of the OECD MTC similarly sets 

a limit on the revenue the source State can receive at 10% of the gross amount of the interest.53 

Generally, there are several reasons why source States are limited in their taxation options 

and must follow the model adopted by the resident States. The first circumstance concerns 

effective control or access to information regarding non-residents. This fact deprives the source 

States of the possibility of controlling the economic activity of legal entities that have their factual 

or legal seat in a State of residency. On the other hand, this allows resident States to encourage 

entities to have their seat in their territory by providing tax advantages.54 

The control over MNEs can be pointed out, which has become especially important with 

the development of globalisation since more transactions lose physical elements. As a result, the 

system of international taxation becomes more complex to, in particular, regulate the allocation of 

profit between the States and avoid the situations of double taxation, which is a consequence of 

the lack of cooperation between tax authorities. 

The development of the rules for allocating profit between source and residence States 

aims to equalise them since without those, even though the source State obtains the right to tax 

revenue generated in its territory, nothing prevents the resident State from taxing the same profit. 

The need for a proportionate profit allocation between States results in various methods 

of determining residence and source. Most scientists agree that the current system of distribution 

of revenue does not ensure the fairness and objectivity of international taxation, in particular, 

because of the flexibility of definitions.55 For example, Article 4 of the OECD MTC links to the 

national legislation of a State to determine residency and does not establish an exhaustive list of 

 
52 OECD, supra note, 36: Article 5. 
53 OECD, supra note, 36: Article 7. 
54 Klemm, supra note, 49: 229. 
55 Nancy H Kaufman, “Fairness and the Taxation of International Income,” Law and Policy in International Business 

29, no. 2 (1998): 147. 
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circumstances.56 As was demonstrated, Ukrainian legislation uses the concept of citizenship 

(nationality) as the criterion of last resort. However, the emergency of naturalisation by investment 

programs57 enables the change of nationality in a relatively short period of time, which cannot 

ensure the stability of the application of the definitions. 

Economic presence and the source of revenue are considered the main criteria for 

determining the type and scope of States’ taxation rights.58 These criteria ensure the objectivity of 

the taxation and do not depend on the interpretation adopted by the national legislation. In addition, 

the disproportionate distribution of profits cannot result in the consistent development of 

jurisdictions. However, the spread of digitalisation to social life inevitably contributes to changes 

in economic activity. The effectiveness of international taxation requires changes in the criteria 

for determining the jurisdictions eligible to receive the portion of the revenue since more 

commercial activities lose the physical connection for revenue generation. Therefore, to determine 

the effectiveness of the proposed changes in taxation, the elements and features of digitalisation 

shall be analysed. 

 

1.2. The Impact of Digitalisation on Cross-Border Commercial Activity 

 

Digitisation of social relations and the economy is an inevitable result of the development 

of technologies, the purpose of which is to improve economic and social life.59 A rapid change in 

the means of information exchange, the appearance of the product, and the creation of digital goods 

requires adapting the regulatory framework to the needs of the proper functioning of the market. 

Digital goods acquire unique characteristics, allowing them to be less stable and faster in 

circulation, precluding current regulation from capturing them.60 This also provides advantages 

compared with economic activity with physical elements reducing the associated business costs.61 

The critical subject of digitalisation for international taxation is MNEs since they control 

a relatively significant part of commercial operations and the movement of capital globally.62 The 

exercise of State powers and the right of enforcement is limited by the territorial jurisdiction of 

 
56 OECD, supra note, 36: Article 4. 
57 “B.8 Recording Citizenship-by-Investment Programs” (International Monetary Fund, 2022), 3, 

https://www.imf.org/-/media/Files/Data/Statistics/BPM6/approved-guidance-notes/b8-recording-

citizenbyinvestment-programs.ashx. 
58 Kaufman, supra note, 55: 147. 
59 Marko Janković, Dejan Dimitrijević, and Bratislav Joksimovic, “Development of New Economy - Digital 

Economy,” KNOWLEDGE 26, no. 1 (2018): 100, https://ikm.mk/ojs/index.php/kij/article/view/2993/2991. 
60 “World Trade Report 2018” (Geneva: World Trade Organisation, 2018), 3, 

https://www.wto.org/english/res_e/publications_e/world_trade_report18_e.pdf. 
61 Eli Hadzhieva, “Tax Challenges in the Digital Economy” (Brussels: European Parliament, 2016), 3, 

https://www.europarl.europa.eu/RegData/etudes/BRIE/2021/698761/EPRS_BRI(2021)698761_EN.pdf. 
62 Christine Zhenwei Qiang, Yan Liu, and Victor Steenbergen, An Investment Perspective on Global Value Chains 

(the World Bank, 2021), 71, https://doi.org/10.1596/978-1-4648-1683-3. 

https://ikm.mk/ojs/index.php/kij/article/view/2993/2991
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each State, which implies the impossibility of imposing taxes beyond the geographical borders of 

a State as explained by the International Court of Justice, a State “may not exercise its power in 

any form in the territory of another State. In this sense, jurisdiction is certainly territorial; it cannot 

be exercised by a State outside its territory except by a permissive rule derived from international 

custom or a convention.”63 On the other hand, the fiscal jurisdiction of a State is an essential feature 

for ensuring the population’s standard of living.64 Because of this general rule, the well-being of 

society, the freedom of economic activity, and, on the other hand, the State appear to be on the 

scales of contradiction. 

MNEs use the advantages of individual jurisdictions to obtain benefits globally and 

reduce the costs of carrying out economic activities. The International Community’s lack of a 

unified position regarding the legal nature of digital transactions only supports aggressive tax 

planning. The primary classification of transactions in a digitalised society can be divided into 

electronic services, supply of goods ordered online, and commerce of diverse legal nature.65 

Firstly, it should be noted that digitalisation has spread so widely in social life and 

economic activity that it is almost impossible to single out the digital economy as a separate socio-

legal phenomenon. Therefore, only the characteristics of the digitalisation of the economy relevant 

to the international taxation system will be analysed. The Organisation for Economic Co-operation 

and Development (hereinafter – OECD) and the European Union (hereinafter – EU) identify such 

peculiarities of the digital economy: 

- Mobility. The essence of business and economic activity has not changed due to the 

acceleration of information exchange. To generate income, an entity has to go through the same 

stages: obtaining a resource, creating value or adding it, advertising, selling, and performing 

supplementary services.66 

On the other hand, the form of economic activity underwent significant changes. This is 

explained by the widespread use and distribution of intangible assets, which have a much higher 

exchange rate than physical assets.67 The circulation speed of these assets and the chain’s 

complexity imply the possibility of shifting them to jurisdictions with low tax rates. Given the 

State’s interest in increasing revenue taxes, the possibility of taxing such assets in a way that 

 
63 This case did not directly concern the extraterritorial rights of the state in international taxation. However, the 

interpretation of the ICJ provides an understanding of the limits of the sovereignty of states, since often this principle 

is not enshrined in the Basic Laws, but follows from the interpretation adopted in the Case of the S.S. ‘Lotus’ (France 

v. Turkey), Judgment No. 9, 1927, P.C.I.J., Ser. A. 
64 Kevin Holmes, The Concept of Income: A Multi-Disciplinary Analysis, vol. 1, IBFD Doctoral Series (IBFD, 2001), 

136. 
65 Hadzhieva, supra note, 61: 14. 
66 OECD, supra note, 9: 100.  
67 Michelle Markham, “Tax in a Changing World: The Transfer Pricing of Intangible Assets,” Kluwer Law 

International 40 (2005): 6. 
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complies with the recognised principle of taxation is limited. For example, to attract foreign 

investment or revenue, a State may grant aid, which does not satisfy the principle of equality of 

market participants.68 In addition, the detection of illegal aid is a complicated issue, given the 

territorial limits of sovereignty. The disclosure of Double Irish and Dutch Sandwich69 schemes 

happened due to the existence of an obligation under Article 107 of the Treaty on Functioning of 

the European Union to inform the European Commission of the cases of the aid granted by a 

State.70 

Due to the development of information and communications technology, the concept of 

shell companies has significantly expanded since it allows business activities to be conducted 

remotely.71 For example, the place of incorporation, the place of operation, and the place of 

provision of service and sale of goods can be located in different jurisdictions. This also allows for 

the possibility of reducing associated costs, such as the number of employees or transferring them 

to jurisdictions with low labour costs.72 

The result of the digitalisation of economic relations is already evident. In particular, in 

the Google case, the entity was able to avoid the status of a PE while providing digital services in 

the United Kingdom of Great Britain and Northern Ireland (hereinafter – UK) by having 

employees sit in Ireland. Hence, the company was able to avoid attribution of revenue generated 

in the digital space of the UK with customers located there.73 

- Creation of value with data. Information appears to be the most uncertain novelty 

in the digital economy. On the one hand, the rise of exchange information speed proportionally 

results in higher revenue obtained either by minimising associated costs or by new business 

models. On the other hand, the information itself can be a source of profit generation.74 This form 

of exploitation is problematic from the point of view of taxation because, at the moment of study, 

it is not clear how to evaluate information and its relations with other risks. In some instances, the 

information and, accordingly, the generated value can be attributed to the entity that directly 

receives the revenue. However, since such profit is not connected to tangible assets, it might not 

 
68 Vasile Popeangă, “Public Financial Aids - State Financial Support Policy,” Annals of the “Constantin Brâncuşi” 

University of Târgu Jiu, Economy Series, no. 4 (2012): 238, https://taxprof.typepad.com/taxprof_blog/files/2005-

21882-1.pdf. 
69 Ambareen Beebeejaun, “The Double Irish and Dutch Sandwich Strategies and Tax Avoidance in Mauritius,” 

Journal of Money Laundering Control 24, no. 4 (2021): 737–751, https://doi.org/10.1108/JMLC-09-2020-0103. 
70 “Consolidated Version of the Treaty on the Functioning of the European Union,” 2008/C 115/01 § (2007), Article 

107. 
71 Pistone, supra note, 19: 204. 
72 OECD, supra note, 9: 66.  
73 “Oral Evidence” (London: Public Accounts Committee - Minutes of Evidence, 2012), 

https://publications.parliament.uk/pa/cm201213/cmselect/cmpubacc/716/121112.htm. 
74 Jayanthi Ranjan and Foropon Cyril, “Big Data Analytics in Building the Competitive Intelligence of Organizations,” 

International Journal of Information Management 56 (2021): 1, https://doi.org/10.1016/j.ijinfomgt.2020.102231. 
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be possible to fit such profit into commonly accepted categories for the purpose of taxation.75 

However, the OECD upholds the approach of creating separate categories for such profit 

depending on the activities performed in digital commerce. For example, it considers revenue 

derived from such activity as advertising when using information for advertising purposes.76 In 

this case, the revenue is generated by the operation of information. The entities may exchange the 

databases of consumers with a higher ability to buy certain products. 

- Complicating the characterisation of transactions. Introducing new methods of 

transmission of intangible goods and contracts with a complex composition increases the 

possibility of a non-harmonized approach in national legislation,77 explained by the archaism of 

the definition used for categorising profit. This can be especially observed in service-oriented 

businesses in the field of electronic processing of information that provides services in different 

jurisdictions.78 

- New business models. Technologies’ impact cannot be limited to a particular 

sphere. According to the OECD, digitalisation has mostly affected the retail sector, transport, 

logistics, financial services, manufacturing, agriculture, education, healthcare, and media. New 

business models are also emerging, with a new way of creating value or communicating with 

customers. For example, Remané, Schneider, and Hanelt identified 49 business models genuinely 

impacted by digitalisation that no longer can fit into classical categories involved in vending 

digitally enabled products and services as providers of resources, goods and facilitating 

intermediary services.79 

- Indirect network effect. A multi-sided business model began to develop with the 

emergence of non-physical interaction methods to increase turnover efficiency. The interaction 

model is based on a common platform between suppliers and buyers. The actions of the 

participants of this model are more interconnected than those of the physical economy since 

demand and prices can be adjusted much faster. If the demand for a particular offer is realised, it 

can affect the price reduction in the entire segment. As the OECD emphasises, the digitalisation 

of the economy will positively affect the decrease of prices for end consumers, which is explained 

by the absence of intermediary fees and the efficiency of transactions. Due to the lack of a physical 

 
75 Klemm, supra note, 49: 194. 
76 OECD, supra note, 9: 104. 
77 Geetanjali Phadke, “Benchmarking Marketing Intangibles: Need for Coordinated Transfer Pricing Regimes,” 

VISION: Journal of Indian Taxation 3, no. 2 (2016): 99, https://doi.org/10.17492/vision.v3i2.7902. 
78 Hadzhieva, supra note, 61: 17. 
79 Sabrina Schneider and Andre Hanelt, “Digital Business Model Types: Understanding Their Mechnisms as Recipes 

to Commercialise Digital Technologies” International Journal of Information Management 26, no. 3 (2022): 9, 

https://doi.org/10.1142/S1363919622400199. 
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element, there is also a reduction in the time required to form demand and offers.80 However, the 

negative consequences are the protection of personal data and the amount of information passing 

through the platform. This is also influenced by the fact that value is created not only in the case 

of a transaction for a product or service but also in the case of interaction with information (online 

advertising).81 In addition, to more efficiently combine the interaction of suppliers, a multisided 

platform can automatically redistribute the demand between the participants.82 

However, this issue requires compliance with competition laws in the States of actual 

presence, especially if some platform suppliers function as one group of companies. This type of 

business activity is the main addressee of new changes in international taxation because of the 

possibility of generating profit in different jurisdictions simultaneously. For example, suppose the 

website provides the possibility to acquire goods while incorporating advertisements in the process 

of purchasing. In such cases, the value can be generated in place of the location of the buyer from 

the purchase of goods and the server’s location from the interaction with the advertisement and in 

the location where the advertisement was physically displayed. In addition, the potential value is 

generated from interaction with the advertisement if it reproduces some goods or services, which 

results in the successful purchasing of the product on the website, where the buyer was transferred. 

The situation becomes even more complex in the case of shared digital space for advertising 

purposes between the entities. In addition, interaction on multisided platforms can also cause the 

violation of competition law in the form of predatory pricing if an entity lowers the prices on the 

multisided platform to eliminate competitors.83 

Multi-sided platforms can be divided according to their functional direction into 

information systems, systems for attracting new suppliers and buyers, and general ecosystems.84 

The first platform type involves the entity providing information about the demand to potential 

sellers of goods or service providers. In this form, the platform functions as a data transmission 

system with uniaxial control. A feature of this model is the ability to limit access to sales 

opportunities, which requires correlation with other areas of law. 

 
80 Philipp Staab, “The Consumption Dilemma of Digital Capitalism,” Transfer 23, no. 3 (2017): 282, 

https://doi.org/10.1177/1024258917702830. 
81 Junic Kim and Hwanho Choi, “Value Co-Creation Through Social Media: A Case Study of a Start-Up Company,” 

Journal of Business Economics and Management 20, no. 1 (2019): 9, https://doi.org/10.3846/jbem.2019.6262. 
82 Paul Belleflamme and Eric Toulemonde, “Tax Incidence on Competing Two-Sided Platforms: Lucky Break or 

Double Jeopardy,” Working Paper (Munich: Center for Economic Studies and ifo Institute, 2016), 20, 

https://hdl.handle.net/10419/141859. 
83 Guttorm Schjelderup, Hans J Kind, and Marko Koethenbuerger, “Tax Responses in Platform Industries,” Oxford 

Economic Papers 62, no. 4 (2010): 765–766, https://doi.org/10.1093/oep/gpq008. 
84 Martin Poniatowski et al., “Three Layers of Abstraction: A Conceptual Framework for Theorizing Digital Multi-

Sided Platforms,” Information Systems and E-Business Management 20, no. 2 (2022): 274, 
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The second type of platform involves the formation of demand and supply with the help 

of the medium between the platform holder and the supplier. The offer can be formed directly 

between the platform holder and the consumer and indirectly through an intermediary. The 

functioning of this type of platform can create value in several forms at once, namely in the case 

of the provision of services or the sale of goods and the activity of customers on the platform in 

the case of the use of advertising.85 

Ecosystem platforms, compared to platforms involving the cooperation of business 

entities, have a lower level of cooperation. The platform operator may set financial policies, 

limiting the freedom of suppliers. This form of cooperation may be prohibited due to the 

coordination of prices and the distribution of customers between the entities forming the offer.86 

This was the conclusion reached by the Court of Justice of the European Union in the ETURAS 

case,87 where service providers coordinated their actions through a single platform. The only 

obstacle which prevented the responsibility of undertakings was the form of consent, which was 

not provided directly, and therefore, there was no explicit coordination of actions between the 

undertakings. 

- Effective use of information. A different aspect that must be highlighted is the 

functionality of information and interaction with the user. While interacting with the Internet, the 

user forms inputs, which may be used to achieve the aim established by the provider and collect 

statistical information. For example, the frequency of clicks on search results may affect the order 

in which this result is demonstrated to the other users. Another example is CAPTCHA, which aims 

to prevent non-human access to inputs of information,88 To pass the test, a person must match the 

image with a given object. In addition to receiving access to certain resources, a person contributes 

to the creation of a data inputs database, which can be used subsequently to train an artificial 

intelligence system. Subsequently, the owner of the system will be able to generate profit without 

having associated expenses connected to the system’s training.89 

Summarising the above, the development of the digital economy has consequences for 

creating new business models, which are often much more financially efficient than a classical 

model with physical elements. Considering the simplification of information flow and cooperation 

between business entities, new problems arise in the taxation of these subjects. Despite the 

 
85 Boudreau and Andrei Hagiu, “Platform Rules: Multi-Sided Platforms as Regulators,” in Platforms, Markets and 

Innovation, ed. Annabelle Gawer (Edward Elgar Publishing, 2010), 163, http://dx.doi.org/10.2139/ssrn.1269966. 
86 Andreas Hein et al., “Digital Platform Ecosystems,” Electronic Markets 30, no. 1 (2020): 83, 
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inevitable changes in taxation, the principles on which it will be made must remain the same, both 

for the physical economy and the digital one, because, in the opposite case, it can create an 

advantage for business representatives of one or another group. Thus, it is necessary to analyse the 

principles of taxation and their potential impact on the digital economy. 

 

1.3. Analysis of the Ottawa Taxation Framework Conditions 

 

Fundamental principles are “a general truth, constructed through a chain of reasoning, 

that forms the most important part of the foundation of a unique field of study from which theories 

and applied practices can be derived and verified in accordance with the current knowledge 

available to humanity.”90 An early categorisation of the principle of international taxation was 

done by Adam Smith in 1776, distinguishing proportionality, certainty, convenience and 

simplicity.91 These were four main cornerstones, subsequently shaped by Kenndy and Seligman92 

and expanded the Carter Report by adding neutrality, accountability and transparency.93 

Nowadays, the principles of international taxation reached a consensus within the International 

Community in 1998, when a Report by the Committee on Fiscal Affairs, “A Borderless World: 

Realizing the Potential of Electronic Commerce,”94 was prepared. The importance of the principles 

developed is also recognised by the OECD, identifying that one of the problems caused by the 

digitalisation of the economy is unpredictability for taxpayers connected with the allocation of 

profit between jurisdictions.95 The Fiscal Committee identified such principles of the international 

taxation system: 

- Neutrality. The concept of neutrality requires treating those subjects who are in the 

same economic position equally and have the potential to create revenue. Tex neutrality can refer 

to the tax system that avoids decision-making on subjective criteria.96 It also stipulates that taxes 

should neither provide an advantage nor disadvantage directly or indirectly, as the main aim of 

 
90 Musonda Kabinga, “Principles of Taxation,” ed. Jörg Alt SJ and Kiprotich Tendet, 2016, 5, https://taxjustice-and-
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(London: Adam Smith Institute, 2000), 14. 
92 Edwin Robert Anderson Seligman, The Shifting and Incidence of Taxation, 5th ed. ((New Yor: Columbia University 

Press, 1926), 169. 
93 Richard A Musgrave, “The Carter Commission Report,” The Canadian Journal of Economics / Revue Canadienne 
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taxation is to receive needed revenue from the State’s perspective.97 In addition, decreasing tax 

incentives can broaden the tax base, which can lead to collecting more revenue with lower taxes. 

The neutrality of taxation shall be protected by law.98 The OECD demonstrated an intention to 

apply this principle for taxation of the digital economy already in 2015.99 A problematic aspect of 

this principle is the concept of similar economic circumstances, which is the basis for determining 

the equality of treatment. This principle shall be considered as important from the point of view of 

the analysis of the new proposals for the regulation of digital presence as, according to them, an 

additional burden of taxation is created only when a certain threshold of the entity’s turnover is 

reached, which creates privileges for SMEs. Therefore, considering that there are, for example, 

two entities which operate actively engaged in providing services online, they will be treated 

differently depending on the annual turnover. If this situation is not approached in an equal way, 

this can only encourage aggressive tax planning and tax avoidance, given that the tax bases of two 

similar entities are not equal. Preferential treatment of the entity, for example, in case the different 

tax rates are applied to the taxpayers in the same circumstances, may give rise to distortion on the 

market and imply negative long-term consequences.100 The relation between such regulation and 

the provision of State aid is also relevant to examine since a certain State can legitimately benefit 

from defragmented groups of entities. 

- Efficiency. The principle of efficiency is revealed from the proportionality point of 

view, meaning that the procedures for tax collections should be as simple as possible for taxpayers 

who pay taxes, fees, and other payments. The OECD defines this principle as compliance costs for 

taxpayers and administrative expenses for the tax authorities that should be minimised as much as 

possible. It requires the development of clear rules for determining the digital presence and 

evaluating the intangible property and its contribution to profit formation. Because of this, the 

OECD announced the improvement of the Guidance on Transfer Pricing Aspects of Intangibles 

due to the requirements of the digital economy.101 Some scientists consider this principle part of 

the principle of neutrality, given the influence of taxation on the implementation of business 

activities.102 However, this principle shall be considered an independent requirement for 
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establishing a new model for taxation of the digital economy since creating a complex system of 

administration may encourage the outflow of capital from the jurisdictions. Simple tax rules also 

ensure predictability for business activity and certainty for taxpayers.103 Some authors propose 

establishing the Tax Optimality Index to measure the efficiency of the tax system. This Index 

quantifies the distance of a given tax configuration from the optimal tax structure as the correlation 

between the potential maximum tax that can be collected and the distortion of the market.104 

- Certainty and simplicity. The tax rules should be clear and straightforward to 

understand so taxpayers can anticipate the consequences before a transaction, including knowing 

when, where and how the tax should be accounted for.105 This principle is revealed through the 

lens of the clarity of taxation. “The tax which each individual is bound to pay ought to be certain, 

and not arbitrary.”106 A predictable taxation system makes economic activity easier by calculating 

the potential tax liability and assessing the rationality of attracting or processing a resource in 

another jurisdiction.107 However, simplicity as a requirement for the functioning of the tax system 

shall not be overdone to capture all the relevant profit and not to create situations of unequal 

treatment of taxpayers.108 

The tax system, particularly the taxation of digital presence, must consider all 

circumstances and be predictable so as not to pose additional obstacles to cross-border commercial 

activity. This includes providing taxpayers with information on new changes in national and 

international taxation and avoiding temporary tax policies. On the other hand, tax system 

complexity is not detrimental to the market as long as it is necessary to achieve the proper 

functioning of the system. 

- Effectiveness and fairness. Taxation should produce an appropriate amount of tax 

at the right time.109 While the principles of predictability, neutrality and efficiency are to be 

measured objectively, this principle shall reflect the situations of taxpayers. Fairness can also be 

explained using vertical and horizontal systems of equity. The scope of vertical equality includes 

the measurement of expenditures, how tax decisions are made, how the tax authorities treat 
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taxpayers and how the changes in the legislation are explained to taxpayers.110 At the same time, 

the concept of horizontal equality includes equal treatment in equivalent circumstances.111 

Roeme’s view on the fairness of the tax system is that it guarantees equal opportunities 

to taxpayers.112 This idea was further developed to divide the sources of inequalities into two 

groups. The first includes the individual characteristics for which a person shall not be held liable. 

Those require compensation to equalise the position, as positive discrimination requires 

intervention from a State. On the other hand, the second group involves the characteristics for 

which a person shall be liable since she/he chooses or controls them. For example, in the context 

of taxation, such can be referred to as the establishment of a private business, which shall be treated 

differently than a physical person.113 

Some authors believe that the principle of fairness necessarily applies to the allocation of 

profit between the jurisdiction and the arm’s length principle. In case the local tax authorities do 

not accept the allocated taxable income in their jurisdiction, it can encourage aggressive tax 

planning by an entity.114 In addition, the principle of fairness is also relevant for determining the 

allocated profit between the jurisdictions, which uses the benefit principle to justify the attribution 

of profit to source States based on the place of profit generation. However, it is possible to find 

the contradictions to this rule even now. For example, while the profit generated in a source State 

in the context of a PE or subsidiary is taxed in that State, interest is deductible at the level of the 

taxes in the residence State. 

- Flexibility. Taxation systems should be flexible and dynamic to keep pace with 

technological and commercial developments.115 This principle provides for long-term planning of 

changes to legislation using stability and predictability. Tax authorities usually see flexibility as a 

potential risk to revenue, as it can be abused, for example, when taxes or incentives are directed to 

a certain category of taxpayers.116 For this reason, governments establish integrity rules to protect 

revenue, such as the limitation of some form of entities to be publicly listed, the impossibility of 

selling a membership interest, and the allocation of loss rules.117 Even in 1966, Smyth offered the 
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concept of in-built flexibility of the tax system, which shall be defined taking into account the 

dynamic structure of the economic system.118 Subsequent studies on this subject showed that 

flexibility of the tax system depends on tax reforms involving the change of the form of taxation, 

for example, shifts towards less progressive income taxes and greater use of indirect taxes, as well 

as experiencing rising mean incomes relative to tax thresholds.119 Nowadays, the flexibility of the 

tax system is relevant to describe the adaptation of the international taxation system to the needs 

of the digital economy. As will be demonstrated, the current taxation system was not ready to 

capture the revenue created without physical elements, taking into account Article 5 of the OECD 

MTC. In addition, the principle of flexibility will be relevant not only for taxation of the digital 

economy but also for subsequent changes in the revenue-creating object, meaning that the new 

proposal shall not be exclusively focused on the digital economy but take into account the long-

term perspective. 

Summarising this Chapter, the revenue distribution system between the resident and 

source States was developed at the beginning of the last century. Based on these concepts, the 

system achieved such a level of functioning in allocating profit that it focuses exclusively on 

physical elements. However, the digitisation of the economy and immateriality as a feature of 

commercial relations demonstrate the inflexibility of those categories that were the basis of 

taxation.120 This gave MNEs more freedom in the pricing of the transactions and made it more 

difficult for tax authorities to argue against profit allocation schemes since, in case of 

disagreement, the MNEs could use broader categories for aggressive tax planning.121 However, 

the current taxation principles should be respected, as they apply not only to MNEs but also to 

individuals. Thus, the development and implementation of separate taxation principles may give 

rise to disrespect for the principles of equality or simplicity. As a result, current taxation rules shall 

be adapted to absorb the digital activity and ability of MNEs to avoid taxation. Therefore, it is 

necessary to determine the current threshold of the PE and define weaknesses in this concept. 
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CHAPTER 2. CURRENT REGULATION OF THE CONCEPT OF PERMANENT 

ESTABLISHMENT AND RULES OF ATTRIBUTION OF PROFIT 

 

While Chapter 1 is devoted to the basic principles of international taxation and social 

changes due to the digitalisation of relations, Chapter 2 is dedicated to the analysis of the concept 

of PE as a threshold enabling source taxation and the rules of attribution of profit to it. The first 

part describes the elements and threshold requirements for reaching a PE, and the second part 

focuses on the particular problems of PE functioning, which have been identified as causing the 

majority of cases of tax avoidance. The last part explains the rules for the attribution of profit to a 

PE.  

 

2.1. The Definition and Types of Permanent Establishment 

 

A non-resident may conduct commercial activity in a foreign jurisdiction through a 

subsidiary or PE.122 The main difference lies in terms of the separation of the legal personality 

from the main entity. While a branch is a separate legal entity, a PE is a continuation of a non-

resident company.123 Such difference is crucial with regard to taxation of economic activity. A 

State obtains the right to impose taxes on a branch since it performs economic activity in the State 

of incorporation. However, the same solution is not applicable to a PE since the activities are 

performed on behalf of a non-resident entity. The taxation rights of a source State are limited by 

the principle of territoriality124 and will be obtained if the existence of a PE is confirmed and it is 

possible to attribute profit to it. 

The relevance of the analysis of the threshold of PE is explained by the fact that with the 

digitalisation of economic activity, the generation of revenue becomes possible without the 

creation of a separate legal entity or reaching the level of a PE, leaving a source State without the 

possibility to obtain part of the revenue created in its territory.125 This situation occurred in Amazon 

case, where the MNE attributed profit obtained from the performance of economic activity in the 

UK’s digital space to the entity established in Ireland.126 The treatment of such transactions falls 
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within the discretion of the source State and might be assessed as valid tax planning or tax 

avoidance. For the purpose of the thesis, the concept of PE laid down in the OECD MTC will be 

the primary object of analysis. However, the rules for PE can also be found in other UN Model 

Tax Convention (hereinafter – UN MTC), US MTC and national legislations, which will be 

applicable if no bilateral or multilateral tax agreements exist between source and residence States. 

The concept of PE relates to the concept of source, making it possible to determine the 

jurisdiction that obtains the rights of a source State in case of reaching the threshold.127 A PE also 

determines the availability of the rights to exercise jurisdiction over the non-residence entity.128 

To attribute the profit generated in the digital or physical space of the source State to a PE, the first 

step is to determine the existence of such a PE. This step is also referred to as the level of 

applicability.129 

Article 5(1) of the OECD MTC defines PE as a fixed place of business through which an 

enterprise’s business is wholly or partly carried on.130 

Temporal criterion. The major criterion implied in the concept is the consistency and 

timely nature of commercial activity through PE.131 Since it is not addressed in the definition, it 

cannot be attributed to the requirement established by the OECD MTC. However, national 

legislation is free to determine the scope of temporal criterion necessary for the creation of the PE. 

For example, a hotel room that was temporarily used for meetings to discuss market policy for less 

than three months cannot be considered a PE.132 At the same time, a permanent Formula One 

racing circuit that is used for a limited amount of time during a year may be recognised as a PE by 

tax authorities.133 In addition, some authors support the introduction of the rules of thumb, which 

establishes that the existence of a PE will not be assumed if the activities are performed for less 

than six months.134 

However, some temporal requirements are laid down with regard to specific types of 

commercial activity. According to Article 5(3) of the OECD MTC, “a building site or construction 

or installation project constitutes a PE only if it lasts for more than twelve months.” The special 

character and non-application of this criterion to the general definition of PE is also evident from 
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the structure of Article 5 of the OECD MTC, meaning that a twelve-month period is applicable 

only to the activity specifically referred to. Therefore, it is up to the discretion of tax authorities to 

lay down the rules with regard to the period of business activity necessary for the creation of PE 

in a source State. 

Place of business. Article 5 of the OECD MTC is silent on the definition of the place of 

business, which raises the question, for example, is the location of the server or storage of the 

goods without exploitation enough to reach the PE threshold? The answer to this question is 

possible to extract from Article 7 of the OECD MTC, which establishes rules for the attribution of 

PE. However, the attribution of profit to a PE is possible only if the threshold is reached, meaning 

that it would be possible only by adopting a broad interpretation of the OECD MTC. In addition, 

in answering this question, one shall consider the position of tax authorities concerning tax 

planning. Therefore, the place of business is to be understood as facilities, premises, machinery, 

equipment or material used to perform the activities of an entity.135 In addition, the place of 

business does not necessarily have to be located in the facilities of a particular company. It is 

possible for it to be located in the facilities of another business.136 On the other hand, a website 

without any physical presence in a State cannot constitute a PE.137 

Fixed. Another element of the concept of PE is the criterion fixed used with the 

conjugation of the place of business. The criterion is applied to determine the geographic location 

of the place of economic activity and does not require the object to be physically attached to the 

land but only to be located within the fiscal jurisdiction of a State.138 The level of consistency is 

also present since the constant movement of the economic activity in the provision of vehicle repair 

services on roads between States shall not, itself, grant the right to tax such profit to a source State. 

In addition, a fixed place of business does not require human presence for the creation of a PE,139 

but only a certain situs.140 

Through which business is carried on. Article 5 of the OECD MTC also requires a 

necessary link between the generation of profit and the creation of PE.141 Since Articles 5 and 7 of 
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the OECD MTC divide the question of the creation of a PE and attribution of profit to it into 

different stages, the existence of a PE does not, per se, give rise to a source State to tax the profit, 

meaning, that the factual generation of profit is not a necessary condition for the creation of PE.142 

Only the ability of the assets or source location is enough to reach the threshold to satisfy the 

requirement described above. The test applicable between profit generation and PE is that the 

facilities should be at the disposal.143 For example, the place of business shall not be considered at 

the disposal if a subcontractor simply performs work under the contract and has no right to access 

any fixed place. 

However, with the digitalisation of business relations, the current definition of the PE 

showed its inefficiency since it is based on the physical presence element. While the conduct of 

business activity and generation of profit is possible without a physical presence in a State, the 

MNEs involved in digital business could avoid the creation of PE under Article 5 of the OECD 

MTC.144 

The form of a PE described in Article 5(1) of the OECD MTC is the most commonly 

accepted form of continuation of the main entity. However, the OECD MTC is not the only model 

tax convention that establishes the rules for the functioning of the PE. The UN MTC allows capital-

importing States to retain more taxing rights, while the OECD MTC gives more rights to developed 

countries.145 The US, incorporating the rules for benefit entitlements, ensures control over the 

treaty framework adopted by the United States Model – Tax Treaty, which is usually concluded 

only with certain jurisdictions.146 In addition, the development of business relations and the 

practice of taxation avoidance showed the need to limit the PE threshold.147 

Dependant agent permanent establishment. Article 5(5) of the OECD MTC provides an 

exception to the general rule of PE, which is usually distinguished in doctrine as a separate type 

of PE.148 It establishes that where a person is acting in a State on behalf of an entity and, in doing 

so, habitually concludes contracts or habitually plays the principal role leading to the conclusion 
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of contracts, and these contracts are in the name of an entity or for transfer of the ownership or 

granting the right to use or for the provision of services by the entity, this activity shall constitute 

the PE of the entity concerning the activities performed by the agent.149 The main limitation of the 

dependant agent permanent establishment (hereinafter - DAPE) is the exhaustive list of activities 

attributed to the main entity. Agency dealings are not limited to the physical person, and legal 

entities can also be considered agents of another legal person, giving rise to the problem of 

separating the activities of the entity in its own name from those of the entity as a PE.150 Since 

Article 5(5) of the OECD MTC establishes the result of an agent’s activities, namely the 

conclusion of agreements, mere negotiation on behalf of the entity is not enough to give rise to the 

existence of a PE.151 Moreover, for natural persons, the place of residence, employment with the 

main company, and maintenance of the permanent place of business are irrelevant.152 However, in 

the case of a legal entity, there shall be a level of separation of legal personalities to establish the 

relationship of dependence. For this, it is defined that a person is considered to be an agent if the 

undertaking taken by him directly or indirectly affects the main entity. 

Some important clarifications to this concept have been highlighted in national practice. 

In the Google Ireland v. France case, the Paris Court of Appeal emphasised that an essential 

element for determining the existence of a DAPE is the scope of the powers. The court ruled that 

Google France could not be recognised as a DAPE of Google Ireland, as the former was not 

entitled to enter into contracts favouring the latter.153 In addition, a lower threshold for the 

existence of a DAPE is established by the UN MTC, Article 5(5)(b), which states that a person is 

considered to be an agent of the main entity if “the person does not habitually conclude contracts 

nor plays the principal role leading to the conclusion of such contracts, but habitually maintains in 

that State a stock of goods or merchandise from which that person regularly delivers goods or 

merchandise on behalf of the enterprise.”154 

Service permanent establishment. The OECD MTC still does not explicitly recognise this 

form of PE. However, the Commentaries to Article 5 of the OECD MTC establish that such service 

activities may be taxed by the source State without establishing a PE if there is a mutual agreement 
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between the jurisdictions and there is a significant risk of aggressive tax planning due to the 

absence of a physical element.155 

On the contrary, the United Nations (hereinafter – UN) consistently incorporated the 

clause of service permanent establishment in 1979, 2001, 2011 and 2017 Model Tax 

Convention.156 A service permanent establishment does not require a fixed place of business and 

covers furnishing of and consultancy services by a person, not limited to an employee, for at least 

183 days in any 12-month period.157 It shall be noted that the threshold for service permanent 

establishment is relatively low, which poses a risk that some activities of taxpayers might be caught 

without the intention to engage in business activity in a particular jurisdiction since this PE does 

not take into account the number of contracts, the place of the user of the service. The application 

of service permanent establishment may result in a complex administrative burden for taxpayers 

since Article 5(5) of the UN MTC is also applicable to the employees of the main entity, meaning 

that if an employee facilitates the provision of the services from a fixed place of business reaching 

the threshold of a PE in another State physically located in that State the same revenue may be 

captured by both general forms of PE and service permanent establishment.158 

Building site permanent establishment. Lastly, Article 5(3) of the OECD MTC establishes 

that a building site or construction or installation project constitutes a PE only if it lasts more than 

twelve months. The building site or constriction is defined by the commentaries to include a broad 

spectrum of construction activities, such as roads, bridges, pipelines, dredging, etc. In addition, the 

term installation project is not restricted to the installation of equipment on the construction site 

by the same entity and might constitute a PE if it lasts for more than twelve months. Special 

consideration is also given to the planning or supervision activities which might create PE in case 

of satisfaction of a temporal criterion.159 

The OECD recognised the abuse connected with the application of 12 months criterion 

for the existence of this type of PE by splitting up the contracts between contractors and sub-

contractors, each of which lasts for less than the period established, disabling tax authorities to 

attribute the activities to one specific entity which prevented the existence of PE. To tackle such 

abuses, the OECD recommended applying national legislative or judicial anti-avoidance rules and 

anti-abuse rules of Article 29(9) of the OECD MTC. This demonstrates that the definition of 

building site permanent establishment itself is not able to cope with associated abuses.  

 
155 OECD, supra note, 46: C(5)-51. 
156 The UN published 2011 update of the UN Model on double taxation between developed and developing countries 

on 15 March 2012. The 2011 update replaced the 1999 version of the Model Convention, published in 2001. 
157 “United Nations Model Double Taxation Convention between Developed and Developing Countries” (United 

Nations, 2017), Article 5(3), https://www.un.org/esa/ffd/wp-content/uploads/2018/05/MDT_2017.pdf. 
158 Castro, supra note, 150: 149. 
159 OECD, supra note, 46: C(5)-20. 
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On the other hand, Article 5(3) of the UN MTC established 6 months temporal criterion. 

While no evidence of rationale for introducing such an approach is to be found in the 

commentaries, this implies a stricter approach to the definition of a building site PE, possibly 

making it less financially rational and reporting burdensome to split construction agreements.160 

 

2.2. Weaknesses of the Current Definition of Permanent Establishment 

 

Having analysed the current regulation of a PE, its forms and the rules for attribution of 

profit, this part examines the elements of a PE, which commonly became the object of tax 

avoidance. 

 

2.2.1. Commissionaire Arrangements 

 

As discussed in Section 2.1.1, Article 5.5 of the OECD MTC establishes an exception to 

the general definition of a PE; the main entity will have a DAPE in a State, where a person acts on 

behalf of that entity, and the dealing results in property rights for the entity. Until 2017, the OECD 

MTC also established the dependence on the agent’s action for assuming the existence of a PE, 

meaning that if an agent was formally independent of the main entity, the activity performed could 

not constitute a DAPE.161 Now, the level of affiliation is determined by means of Article 5(8) of 

the OECD MTC, which establishes that if a person or entity is under factual control of another 

entity or possesses directly or indirectly more than 50% of beneficial interest, such entities or 

persons shall be considered as closely related.162 In addition, changes were also introduced with 

regard to the activity of a main entity and an agent. It is possible to determine the existence of a 

DAPE if the activity of an agent facilitates the exercise of business activity.163 

Even with the introduction of such changes, this approach is limited, especially with 

regard to the determination of closely related entities by the administrative cooperation between 

tax authorities.164 This situation may be particularly evident if coupled with the provision of aid to 

an entity in a State with a wide net of DTA. For example, although Article 5(6) of the OECD MTC 

establishes that an independent agent will be considered a DAPE in case of exclusive or almost 

exclusive acting on behalf of one or more entities,165 the level of affiliation between the entities 

 
160 UN, supra note, 157: 161. 
161 OECD, supra note, 171: 13. 
162 OECD, supra note, 36: Article 5(8). 
163 Álvarez, supra note, 135: 110. 
164 OECD, supra note, 175: 247. 
165 OECD, supra note, 36: Article 5(6). 
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will be measured in accordance with Article 5(8) of the OECD MTC. Given that the rules for 

affiliation are focused on the concept of the ultimate beneficial owner, nothing prevents the MNEs 

from broadening the structure of the group to create multiple and unconnected holding entities, 

lowering the level of affiliation with a PE. Some authors refer to this situation as low-risk 

distributors or flash titles.166 

The same is applicable in the case of cooperation between competitors with the aim to 

lower the level of control under Article 5(8) of the OECD MTC. In this situation, from the 

perspective of legal positivism, the activity of independent agents will not constitute a PE. The 

same applies in the case of branching of the MNEs between jurisdictions with an ineffective level 

of administrative cooperation since the tax authorities will not be able to define an agent’s indirect 

control level. 

 

2.2.2. Ancillary or Preparatory Activities 

 

In addition, Article 5.4 of the OECD MTC provides an exhaustive list of ancillary and 

preparatory activities, which shall not be considered to constitute PE as such. Those include the 

use of facilities solely for the purpose of storage, display or delivery of goods, maintenance of a 

stock of goods or merchandise belonging to the enterprise for the purpose of storage, display 

delivery or processing by another enterprise, fixed place of business solely for the purpose of 

purchasing goods or merchandise or of collecting information.167 

The decisive criterion for distinguishing ancillary and preparatory activities is whether 

the activity forms “an essential and significant part of the activity of the enterprise as a whole.”168 

In this regard, the Report on Action 7 also clarifies that the activity has a preparatory character if 

it is carried out in contemplation with the main activity, while the ancillary character has an activity 

that is carried out to support, without being part of the activity of an entity.169 However, if such 

activity is performed in a fixed place of business, it can be attributed to the existing PE. The main 

problem with the application of this exception is the risk of fragmentation of the operation of the 

main entity, which would separately fall under the concept of ancillary or preparatory activities.170 

However, the implementation of such a strategy was limited by the introduction of changes to 

 
166 Maarten F Wilde, “Lowering the Permanent Establishment Threshold via the Anti-BEPS Convention: Much Ado 

about Nothing?” Intertax 45, no. 8 & 9 (2017): 4. 
167 OECD, supra note, 36: Article 5(4). 
168 Eva Escribano, “The Arrival Of The New Beps Pe Clause In Actual Tax Treaties Via The Mli: Impact, Risks And 

Need For Further Regulatory Changes (Particular Focus On Spain),” Intertax 51, no. 5 (2023): 5, 

https://doi.org/10.54648/TAXI2023034. 
169 OECD, supra note, 171: 31. 
170 Maarten F Wilde, “Lowering the Permanent Establishment Threshold via the Anti-BEPS Convention: Much Ado 

about Nothing?” Intertax 45, no. 8 & 9 (2017): 5. 
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Article 5 of the OECD MTC by the Report on Action 7, establishing that the activities will not 

constitute ancillary or preparatory activities if the same or closely related entities in the same or 

another place in the same State perform the activities which, in conjugation, would constitute a 

PE.171 

However, these amendments do not solve the same problems that are applicable to the 

DAPE. Since Article 5(4)(1) of the OECD MTC takes into account the fragmentation of activities 

in one State, nothing prevents MNEs from separating the main activity into different States or 

reallocating the existing fixed places of businesses covered by this exception into another State.172 

This becomes even easier to implement since more activities lose physical elements and can be 

fulfilled remotely. In addition, the exception of ancillary and preparatory activities is also 

applicable to DAPE, and in combination with such, MNEs would be able to avoid taxation even if 

they are involved in an activity with a physical element. 

 

2.3. Rules for Attribution of Profit to a Permanent Establishment 

 

Once the existence of the permanent establishment is confirmed, the next step to grant a 

source State taxing rights over the commercial activity of a non-resident is the attribution of profit 

to the permanent establishment, referred to as the level of application.173 

 

2.3.1. The Direct Approach 

 

Article 7(1) of the OECD MTC establishes that the profit of an entity or PE in a State 

shall only be taxed in that State unless the entity carries on business through a PE.174 This rule 

represents a generally accepted principle of taxation.175 Article 7(2) clarifies the attribution of 

profit to a PE and operates the assumption that the amount attributed shall be considered the profit 

that a PE is expected to make if it were a separate and independent enterprise. Thus, the amount 

of profit attributed to the PE shall be defined by considering the functions performed, assets used, 

and risks assumed by the enterprise through the PE.176 This method for attribution of profit is 

 
171 OECD, supra note, 36: Article 5(4)(1). 
172 Wilde, op. cit., 5. 
173 Lang, supra note, 129: 29. 
174 Hentschel, supra note, 17: 107.  
175 Susan C Morse, “Value Creation: A Standard in Search of a Process,” Bulletin for International Taxation 72, no. 

4/5 (2018): 198, https://doi.org/10.59403/3dxa2wh. 
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referred to as the separate entity approach,177 is authorised by the OECD178 and requires the 

determination of accordance of a PE transaction to the arm’s length principle.179 This means that 

a PE may be profitable despite the fact that the main entity may incur losses during the financial 

year. Most authors agree that this method of profit allocation requires separate accounting for the 

main entity and a PE.180 Even though the application of this method seems straightforward, 

involving the definition of arm’s length transactions conducted via a PE and functional and factual 

analysis, it is not possible to determine the whole transactions with a PE.181 

In addition, the consistency of this method for attribution of profit to PE allowed the 

development of the practice of advance pricing agreements between tax authorities and taxpayers 

under which tax authorities accept the selection of methods, comparable, appropriate assessment, 

etc., for certain transactions.182 The primary purpose of such an agreement is to ensure tax certainty 

and predictability for taxpayers. On the other hand, the advance pricing agreement may include 

the number of tax advantages covered by the confidentiality, which may give rise to the question 

of equal treatment of taxpayers. 

However, the primary criticism of this method relates to the assumption of the existence 

of an entity with a separate legal personality. Rosenbloom describes this situation as the need to 

answer the question, “If you had a brother, would he like cheese?”183 This means that without real 

economic transactions, it is not possible to predict the allocation of functions between the main 

entity and a PE. In addition, the attribution of profits depends on the location of the critical 

decision-making powers in the entity's context.184 

 

2.3.1.1. Attribution of Significant People Functions 

 

With the introduction of the concept of significant people functions, the attribution of 

profit to a PE is possible only with the presence of employee or physical persons in the State of 

 
177 Charles Edward Andrew Lincoln IV, “Approaches to Attribution of Profits in International Corporate Permanent 

Establishmentss Taxable Separate Entities,” in The Myth of Separate Enterprises in International Taxation: 

Approaches to Attribution of Profits to Permanent Estbalishments (Trinity Law Review, 2017), 5, 
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https://doi.org/10.1787/4aa570e1-en. 
183 David H Rosenbloom, “Banes of an Income Tax: Legal Fictions, Elections, Hypothetical Determinations, Related 

Party Debt,” The Sydney Law Review 26, no. 1 (2003): 989, 

https://www.caplindrysdale.com/media/publication/150147. 
184 Hentschel, supra note, 17: 170. 

https://www.caplindrysdale.com/media/publication/150147_Banes%20of%20An%20Income%20Tax-Legal%20Fictions,%20Elections,%20Hypo.pdf


38 

 

location of a PE, since without them, the functional and factual analysis does not allow to attribute 

significant function which would provide the possibility to generate profit.185 This is explained by 

the fact that a PE cannot obtain legal ownership over assets or assume risks.186 Although such 

functions are identified in the Transfer Pricing Guidelines, the same logic applies to the attribution 

of a profit to a PE under a direct approach because of a presumption of a separate legal personality. 

It should be noted that the OECD separates the functions of ancillary or support and 

significant people.187 This distinction is not relevant for the determination of the existence of a PE 

but for the identification of the transaction or functions which may create the value. Respectively, 

significant people function attributed a PE creates value and gives rise to a source State’s rights to 

tax such value. The OECD does not provide the criteria for identifying significant people’s 

functions. However, some authors state that function can constitute significant people only if the 

personnel at the location of a PE has the capabilities, knowledge, or skills to perform certain 

functions, the competence to assume responsibility, and some level of control over assumed 

risks.188 Even though significant people functions are identified, a taxpayer has to attribute specific 

functions to a person to price the transaction. The OECD provides a non-exhaustive list of such 

functions as design, manufacturing, assembling, research and development, servicing, purchasing, 

distribution, marketing, advertising, transportation, financing and management.189 It is the 

economic significance of those functions in terms of their frequency, nature, and value to the 

transaction that is relevant for value creation.190 

The OECD does not provide clarification on specific situations which may arise with 

regard to the pricing of transactions and identification of function, for example, in case of overlap 

of function between two PE of one main entity, separation of a value created between a PE and a 

main entity and functions appeared with the digitalisation of international commerce. Moreover, 

prior to pricing transactions with other entities, there is a need to identify the transaction of a PE 

with the main company.191 

 

 
185 OECD, “Additional Guidance on the Attribution of Profits to Permanent Establishments, BEPS Action 7,” 2018, 
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189 OECD, OECD Transfer Pricing Guidelines for Multinational Enterprises and Tax Administrations: 2010 (Paris: 
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2.3.1.2. Attribution of Tangibles Assets 

 

The attribution of tangible assets to a PE, in addition to the functional and factual analysis, 

may be based on the place of use of assets.192 While it is not possible to attribute the whole range 

of property rights, especially with objects which require registration of rights since of no separate 

legal personality exists, it is possible to identify functions performed with regard to a specific asset, 

which may add value created to significant functions performed.193 Examples of such attribution 

of profit may be the use of rented, leased property in the location of a PE in the name of the main 

entity.194 However, for the purpose of profit attribution, there is another presumption of ownership 

or lessees of tangible property if it is used exclusively in the location of a PE.195 

However, if it is impossible to attribute the profit generated from the use of assets, for 

example, in case of shared development or use of such assets by the main entity and PE, then the 

attribution shall be performed proportionally, taking into account the costs and functions 

contributed to revenue generation. 

 

2.3.1.3. Attribution of Intangible Assets 

 

In addition to tangible property, a PE may operate on intangible property. This category 

of assets has become problematic for attribution of profit in international taxation since even the 

OECD recognised that the use of intangibles to avoid taxation has become widespread by 

reallocating the title to the property to specific jurisdictions which allow attribution of functions 

to the entity while the revenue may be received in another.196 

The primary issue that could arise with the valuation of intangibles is the definition. 

National legislation may establish different scopes, which may lead to hybrid mismatches. To 

address this, Chapter VI of the OECD Transfer Pricing Guidelines establishes an autonomous 

definition of intangible assets as follows: “something that is not a physical asset or a financial 

asset, and which is capable of being owned or controlled for use in commercial activities, and 

whose use or transfer would be compensated had it occurred in a transaction between independent 

parties in comparable circumstances.”197 The non-exhaustive list of intangible property comprises 

patents, trade secrets, trade names, know-how, licenses, brands, exclusive rights provided for in a 
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contract with a State, and similar rights.198 Notably, while goodwill and ongoing concern are 

discussed as possible examples of intangible assets, they were not included in the list. However, 

there is no difference in valuation criteria depending on the type of assets, so it is not relevant to 

define each type of intangible asset included.199 

Since the OECD adopted the implied criterion of exclusiveness or uniqueness to 

determine intangible assets, not all objects, even those included in the list, can constitute such 

property or lose such character due to the loss of uniqueness. It means that even if the definition 

recognises the object as an intangible asset, it might not receive attributed revenue; for example, 

widespread use of the object precludes the attribution of functions to it.200 The situation may be 

the opposite when the object gains uniqueness although it is not generally recognised as the object 

of intellectual property, such as exclusive rights under the contract with a State and licences. 

Contrary to the assessment of function performed with tangible assets, the place where 

the object is used is irrelevant for the valuation of intangible property because of the possibility of 

use in different jurisdictions.201 The OECD establishes specific functions performed with 

intangible assets that give rise to profit attribution, namely development, enhancement, 

maintenance, protection, and exploitation. This implies that only an entity or a PE performing the 

range of functions mentioned, providing all the assets and assuming the risks, obtains the right to 

a full return. On the other hand, other entities and PE receive a return or attribution of a portion 

only if they perform the functions by the arm’s length principle. The Guideline establishes a 

compensatory form of profit allocation for bearing the risks associated with performing the 

object’s functions.202 

Comparing the list of functions adopted by the OECD, the UN established an additional 

function, such as the acquisition of intangibles.203 The logic of including such a function is that an 

entity may develop the intangible through self-development. This peculiarity poses no difference 

with regard to the practical assessment of intangible assets since the OECD includes the acquisition 

of the function of development. However, this may complicate the administrative burden since the 

taxpayers have to differentiate the functions for profit attribution. 

In addition, the OECD recognises the existence of unique practical situations when it is 

hard to determine the price of a particular function. This led to the adoption of additional Guidance 
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for Tax Administration on the Application of the Approach to Hard-to-Value Intangibles under 

Action 8. Such a situation may involve when no comparables exist, and during the time of 

conclusion of an agreement, the profit was expected to arise from tangible property or the 

assumption made while the valuation of an intangible asset is too uncertain.204 Some authors 

provide examples of when it is hard to conduct pricing. The object shall be considered to be hard-

to-value intangibles when it: 

- Was only partially developed at the time of the transfer; 

- Was not expected to be exploited commercially until several years after the 

transaction; 

- Is integral to the development or enhancement of other hard-to-value; 

- Is exploited in a novel manner, making reliable projections from past developments 

unavailable; 

- Is being transferred for a lump-sum payment; 

- Is used and/or developed under a cost contribution or cost-sharing arrangement.205 

The practical impossibility of assessment of intangibles relates to the imbalance of 

information between taxpayers and tax authorities until the ex-post outcomes of the transaction are 

known. Moreover, the general approach for assessing intangible assets requires authorities to 

possess ex-ante information, for example, on the development of a particular object. That is the 

reason why the Guideline allows tax authorities to rely fully on ex-post outcomes as the resumptive 

evidence to assess whether the pricing is in accordance with the arm’s length principle. However, 

this approach has its disadvantages, since if the owner of an asset was changed a few times 

subsequently, tax authorities will take into account only the last owner.206 In this case, the taxpayer 

will be burdened to prove the ex-ante chain of ownership. 

 

2.3.2. The Indirect Approach 

 

The second method for profit attribution to a PE is indirect. The difference between this 

and direct methods is that the second method does not create a presumption of a separate legal 

personality of a PE. 
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The mechanisms of this approach predict the calculation of the total profit of an entity 

and its proportional allocation between its parts, including PE.207 To allocate the profit to a PE, the 

formula of contribution to generating profit for each part of the main entity shall be created, either 

in coordination with tax authorities, which will ensure predictability, or by the taxpayer 

independently. It might include premium, cash-flow, sales, assets, turnover, capital and other 

criteria or their combination.208 The main disadvantage of this method is the accuracy of 

calculation, meaning that profit can be allocated to a PE only if the main entity receives profit, 

while the direct method ensures more flexibility. Consequently, under the indirect method, if the 

entity is profitable only in one jurisdiction, a source State might not receive a portion of revenue 

since it will be decreased by global losses. Additionally, this method does not require separate 

accounting for a PE, and the question of dealing between separate parts of the main entity does not 

arise.209 Moreover, a PE is not involved in economic activity with other entities. Therefore, the 

rules for transfer pricing are irrelevant to this method. 

However, the main problem with this method is the creation of a formula since it serves 

the role of the transfer pricing rules and, consequently, the mean for allocation of profit between 

source and resident States. Given that accounting differs significantly between entities and 

jurisdictions, the maximum level of standardisation that could be achieved is at the level of 

industries. For example, while turnover is more common within the entities involved in 

manufacturing goods or providing such with high profit, the profit derivation from capital is more 

appropriate in financial institutions. Even if this level of harmonisation is reached, the conjugation 

of two functions, such as allocation of the profit within the parts of an entity and between 

jurisdictions in accordance with the arm’s length principle, is high to reach. That is the logic of 

why the indirect method for profit attribution was abandoned by the OECD in 2010.210 

In conclusion to this Chapter, the concept of a PE is strictly tied to a physical element, 

while the attribution of profit may involve the assessment transaction with the non-physical object. 

In addition, multiple exceptions to a PE under Article 5 of the OECD MTC and their combination 

allow MNEs to avoid the threshold of the PE even if they involve activities with physical elements. 

As a result, MNEs are able to avoid taxation in the source State. In addition to this, the effective 

application of the concept of PE is conditional upon the communication between tax authorities. 

Therefore, it is relevant to examine the proposed changes in international taxation for both the 

replacements of the concept of PE and its adjustment to the requirements of the digital economy. 
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CHAPTER 3. PROPOSALS FOR NEW METHODS OF TAXATION OF CROSS-

BORDER COMMERCIAL DIGITAL ACTIVITY 

 

Having revised the concept of PE and the last changes to expand the threshold, Chapter 

3 analyses new methods proposed and implemented to tax the digital economy. Part 1 is devoted 

to the overview of Pilar 1, particularly Amount A and Amount B. Part 2 is dedicated to the Digital 

Service Tax (hereinafter – DST Proposal) and Significant Digital Presence (hereinafter – SDP 

Proposal) Proposals of the EU and the reasons for its failure. Part 3 analyses the unilateral methods 

of taxation implemented by States, and the last part considers the implementation of withholding 

tax. 

 

3.1. Pillar One Proposal 

 

Pillar One proposal by the OECD aims to achieve a consensus-based solution to the 

reallocation of profit between source and residence States and tackle the problem of non-physical 

commercial activity. It comprises two components, namely Amoun A and Amount B. While the 

former employs the residual split of MNEs’ profit operating in source States by means of sourcing 

rules in case the activity of such MNEs exceeds the established local threshold, the latter 

establishes the streamlined pricing approach of eligible marketing and distribution activities to 

simplify the reporting obligations of taxpayers. The result of work on Amoun A resulted in 

approval by the Framework’s Task Force on the Digital Economy of the release of the Multilateral 

Convention to Implement Amount A of Pillar One in 2023. It represents the agreement between 

over 135 jurisdictions. On the moment of April 2024, it is still not open to signature.211 On the 

other hand, the OECD published the Amount B report in February 2024 with the sole discretion 

of each State to implement it. 

 

3.1.1. Assessment of the Multilateral Convention to Implement Amount A of Pillar One 

 

As a preliminary point, according to the OECD, the operation of the Multilateral 

Convention to Implement Amount A of Pillar One (hereinafter – MLC) would cover 54.1% of the 

residual profit of digital businesses of various kinds, as well as other sectors such as 

pharmaceuticals and consumer goods, real estate.212 This means that the aim of MLC is not only 
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to tackle the problems of taxation of the new models of revenue generation but also to establish a 

new method for the allocation of profit between source and resident States without the need to 

modify existing bilateral treaties. Since the MLC overrides Articles 5, 7, and 9 of DTAs, the 

relevance of this thesis is explained by the abolition of the PE.213 It should also be mentioned that 

the scope of MLC was expanded to reach a consensus with the United States of America 

(hereinafter – US).214 Otherwise, the taxed revenue of the US-based MNEs would be 

disproportionate. 

As discussed previously, the concept of PE showed its inefficiency in the taxation of the 

digital economy.215 Considering the solution proposed unilaterally and in cooperation, the 

International Community has only two optimal models, which have the potential to be successful 

for the future development of international taxation. The first option is the ratification of the MLC 

by a significant number of States to harmonise international taxation. This will abolish the rules 

for transfer pricing covered by the DTA. However, since 45% of the 69 MNEs covered by the 

MLC are established in the US, the probability of global support is low.216 In addition, the 

ratification of the MLC does not prevent non-contracting States from abolishing or establishing 

digital service taxes (hereinafter – DST) as it is left to the freedom of States. On the other hand, 

the second option is the imposition of the DSTs, which has its immediate drawback of lack of 

coordination of the regulation, decreasing certainty for taxpayers. 

The MLC will enter into force by the decision of the Contracting States after 30 States 

have joined it and 600 points have been collected pursuant to Annex I of the MLC.217 Analysis of 

the points allocated also shows that the success depends largely on the US, as without its support, 

the MLC will not enter into force. 

The MLC is applicable to MNEs with more than EUR 20 million in revenue and 

profitability of at least 10 per cent in two of the past four years and on average over the last five 

years.218 However, even if the MNE219 does not meet the thresholds of Article 3 of the MLC as a 

 
213 Avi-Yonah, supra note, 24: 1. 
214 “Re-Born in the USA: Will the OECD Tax Plans Now Be Made in America? - Macfarlanes,” accessed 5 May 2024, 
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215 Selçuk İpek and Adnan Gercek, Current Perspectives in Public Finance (Berlin: CPI books GmbH, Leck, 2019), 

15. 
216 Daniel Bunn, “The OECD’s Pillar One Project and the Future of Digital Services Taxes”, Testimony before the 

U.S. House Ways & Means, Subcommittee on Tax (Tax Foundation, 2024), 7, https://gop-

waysandmeans.house.gov/wp-content/uploads/2024/03/Bunn-Testimony.pdf. 
217 “The Multilateral Convention to Implement Amount A of Pillar One”, OECD, 2023 Annex I.  
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whole, it might be applicable to the disclosed segments of the MNE, such as regulated financial 

institutions and qualifying extractives, if such segments satisfy the requirements of Article 3 of the 

MLC on a standalone basis.220 However, it excludes application MNEs which generate at least 

90% of profit from one jurisdiction and not more than 5% from other jurisdictions. 

The MLC is not conditional upon any physical connection in a source State, which 

increases effectiveness compared to the PE. However, it establishes a revenue criterion, which 

might motivate MNEs to increase expenses or losses artificially.221 On the other hand, this criterion 

relieves MNEs of having no revenue during a prolonged period of administrative burden. 

The MLC also establishes the autonomous concept of the source State. It is a 

determination tied to the economic activity of the MNE in a particular jurisdiction. Article 7 of the 

MLC determines that such jurisdictions shall be treated as a source State:  

- The jurisdiction of the delivery of finished goods in case of the contract for the sale 

of finished goods;  

- The jurisdiction of the use of service in case of provision of digital content; 

- The jurisdiction of delivery of the finished goods containing the components to the 

final customers in case of sale to a business customer of components; 

- The jurisdiction of performance of service in case of provision of location-specific 

service; 

- The jurisdiction of the location of the viewer of advertisement in case of provision 

of advertising services; 

- The jurisdiction of the location of the user in case of licensing, sale or other 

alienation of user data; 

- The jurisdiction of the location of immovable property in case of alienation of 

immovable property; 

- In case of diversity of jurisdiction, the jurisdiction that made or funded grants, 

subsidies, or refundable credit, or equally each jurisdiction, provided funds if it is 

not possible to determine each jurisdiction's share.222 

 
220 Graeme S. Cooper, “Building on the Rubble of Pillar One,” Bulletin for International Taxation 75, no. 11 (2021): 

538, https://doi.org/10.59403/q2700q. 
221 Petr Janský and Miroslav Palanský, “Estimating the Scale of Profit Shifting and Tax Revenue Losses Related to 

Foreign Direct Investment,” International Tax and Public Finance 26, no. 5 (2019): 1051, 

https://doi.org/10.1007/s10797-019-09547-8. 
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The methods for determination of source States leave MNEs fewer options with regard 

to attribution of profit to a particular jurisdiction, meaning that the rules for transfer pricing will 

become irrelevant in the case of economic activity in the jurisdiction that adopted the MLC.223 

It is also essential to notice that the methods described in Article 7 of the MLC are not 

only beneficial to third States, but they also equalise the relation with resident States, as they 

provide a division of revenue obtained from a transaction in case it is not possible to define the 

jurisdiction, which mainly contributed to the generation of revenue.224 In such a way, the revenue 

derived from the provision of online intermediation services that facilitate the sale or purchase of 

tangible goods and digital content shall be considered as arising 50% from the jurisdiction in which 

the purchaser of such service is located and 50% from the jurisdiction where the seller is located. 

The same approach applies to the provision of services that facilitate the sale or purchase of 

location-specific services and the provision of cargo transport services with attribution to profit 

equally to the jurisdictions of uploading and unloading cargo.225 

The impact of Article 7 of the MLC is of particular importance since it replaces the 

application of the concept of PE,226 eliminating the possibility of avoiding the existence of PE, as 

was demonstrated in Chapters 1 and 2. In particular, the Committee of Public Accounts in the UK 

in 2013 criticised the provision of advertisement services by Google Ireland, which, under the 

appliable rules, attributed revenue to Ireland since Google Ireland was the owner of the intellectual 

property rights and the threshold for the existence for PE was not reached.227 Considering Article 

7 of the MLC, such a situation would not even be in question since the users of services are located 

in the territory of the UK. 

However, even if a State is considered to be a source State within the meaning of Article 

7 of the MLC, it obtains the right to impose taxes only if the revenue of the covered MNEs arising 

out from that jurisdiction is equal to or more than EUR 1 million or EUR 250 000 in case a GDP 

of that State is less than EUR 40 billion. 

To determine the portion of the Amount A Profit of a covered MNE, each source State 

has first to determine the Amount A Profit of an MNE, which is defined by Article 2(d) of the 

MLC:228 

 
223 Stefan Greil and Thomas Eisgruber, “Taxing the Digital Economy: A Case Study on the Unified Approach,” 
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𝐴𝑚𝑜𝑢𝑛𝑡 𝐴 𝑃𝑟𝑜𝑓𝑖𝑡 =  (10% 𝑥 𝐴𝑑𝑗𝑢𝑠𝑡𝑒𝑑 𝑅𝑒𝑣𝑒𝑛𝑢𝑒 − 𝐴𝑑𝑗𝑢𝑠𝑡𝑒𝑑 𝑃𝑟𝑜𝑓𝑖𝑡 𝐵𝑒𝑓𝑜𝑟𝑒 𝑇𝑎𝑥) 𝑥 25% 

Formula No. 1 

 

After a source State shall define the portion of the Amount A Profit on which it will retain 

the right to impose taxes under Article 5(1) of the MLC:229 

 

 𝑃𝑜𝑟𝑡𝑖𝑜𝑛 𝑜𝑓 𝐴𝑚𝑜𝑢𝑛𝑡 𝐴 =
𝐴𝑚𝑜𝑢𝑛𝑡 𝐴 𝑃𝑟𝑜𝑓𝑖𝑡 𝑥 𝐴𝑑𝑗𝑢𝑠𝑡𝑒𝑑 𝑅𝑒𝑣𝑒𝑛𝑢𝑒 𝑑𝑒𝑟𝑖𝑣𝑒𝑑 𝑓𝑟𝑜𝑚 𝑡ℎ𝑒 𝑠𝑜𝑢𝑟𝑐𝑒 𝑆𝑡𝑎𝑡𝑒

𝐴𝑑𝑗𝑢𝑠𝑡𝑒𝑑 𝑅𝑒𝑣𝑒𝑛𝑢𝑒 𝑜𝑓 𝑡ℎ𝑒 𝑀𝑁𝐸
 

Formula No. 2 

 

By means of the last formula, the MLC ensures the equality of all source States in which 

the covered MNE operates and reaches the nexus. Moreover, Article 6(2) of the MLC additionally 

protects the portion of the Amount I Profit of the covered MNE from double counting by a source 

State by introducing the Marketing and Distribution Safe Harbour Adjustment.230 This situation 

may occur when a source State includes the relevant marketing and distribution profits in 

calculations for the purpose of both Amount A Profit under the MLC and existing profit allocation 

rules based on DTA.231 It applies when the ratio of Jurisdictional Depreciation and Payroll to the 

Adjusted Revenues sources to the Jurisdiction under Article 6 is less than 75% of the ratio of the 

sum of the accounting depreciation and accounting payroll Under Annex B Section 5 of the MLC. 

The result of the application of the Marketing and Distribution Sage Harbour Adjustment is that 

such profits are capped from inclusion into Amount A Profit.232 

As demonstrated by Articles 2-8 of the MLC, the concept of PE and the question of 

attribution of profit to PE are replaced. It is based on the mechanisms of the residual profit 

allocation, which has two main peculiarities.233 Firstly, as was already stated, the arm’s length 

principle is no longer applicable, but attribution is to be performed on global profitability and the 

origin of such profit.234 Secondly, it allows States where the profit was generated to obtain part of 

the revenue that it would not obtain without the functioning of the Residual Profit Allocation 

Mechanism. Therefore, comparing the methods that give the right to source States to impose a tax 
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on MNEs that operate in that State without physical presence, the MLC seems to be more efficient. 

However, considering Pillar One Amount A as a solution for digital economy taxation, the 

conclusion is not that straightforward. 

The major criticism of the MLC lies within the threshold for application. As was 

mentioned, only 69 MNEs will be covered by the MLC, from which only 7 MNEs are involved in 

selling automated digital services,235 and only 30 automated digital services and CFB MNEs236 

meet the revenue and profitability thresholds under Article 3 of the MLC. The result of the 

application of such a high threshold is that such MNEs as Amazon, having 8.2% and 7.8% 

profitability in 2021 and 2023, respectively,237 and Dell, with revenue over USD 100 billion and 

profitability of 2.4% in 2022, will not be covered. One could invoke the reduction of the threshold 

pursuant to Article 3(9) of the MLC, however, it relates only to Adjusted Revenues, which will be 

EUR 10 billion seven years after the entry into force of the MLC,238 which will still leave MNEs 

with the possibility of artificially increasing expenses or losses. Initially, the profitability threshold 

should have been determined separately for different business lines and regions.239 This 

segmentation would not only ensure the flexibility of the threshold but also underline the 

proportionality between States at different stages of economic development regarding the 

treatment of losses sustained by MNEs.240 However, this approach did not receive enough 

attention, and it should have been applied in “exceptional circumstances.”241 

Another problem with the applicability of the MLC is connected with the existing 

accounting methods. Its application is based on the Acceptable Financial Accounting Standards, 

which includes International Financial Reporting Standards and generally accepted accounting 

principles for a limited number of jurisdictions.242 IFRS 15 establishes the five-step test for 

identification of revenue from contracts with customers, which includes identification of the 

agreement, determination of commitments, establishment of the price of the agreement, allocation 

of the price to the commitments of the performance and identification of the revenue generated by 
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the performance.243 The MNEs bear the burden of identifying the generated revenue. The margin 

of discretion exists with regard to the timing of the determination of transactional price in case the 

price depends on future events.244 That is probably the reason for the exclusion of derivatives and 

regulated financial institutions from the scope of the MLC.245 In addition, IFRS 15 requires 

separate identification of obligations in case of complex agreements,246 while the combination or 

disjunction may generate different revenue.247 This discretionary decision-making power inherent 

in the accounting standards may allow the reporting of a lower amount of revenues and fall out of 

the threshold for applicability of the MLC.248 

Despite criticism of Amount A Pillar One, the main question is of the result of the 

operation of the MLC. As demonstrated by the impact assessment produced by the OECD, the 

total amount of residual profit allocated would reach USD 113.5 billion in 2020.249 This is 

consistent with assessments conducted by Barake and Pouhaër, according to which the revenue 

caught by the MLC would reach EUR 94.4 billion.250 After calculation of the CIT rates of the 

States affected, elimination of double taxation and gross losses, MLC increases global CIT 

revenues by an average of USD 9.8 – 22.6 billion in the period of 2017-201 and USD 17.4 – 31.7 

billion in 2021 by means of reallocation of the taxation right from the jurisdiction with lower rates 

to higher.251 

However, the proportion of allocation of State-by-State revenue is more evident when 

considering the final goal. A. Barake and Pouhaër concluded that the US, China and Germany 

would obtain 74% of total revenue. Generally, the developed States will be able to collect over 

77% of the net revenue, with G7 itself obtaining 71% of the total gains, considering that China is 

a developing State, according to the UN classification, itself collects 23% of the revenue 

reallocated by the MLC.252 The only progressive result that the operation of the MLC will reach 
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is a significant loss of taxation rights by tax heavens of 200%.253 This is explained by the low tax 

rates established and the low factual operation of shell companies in those jurisdictions. Thus, it 

shall be concluded that although the primary aim was to find a new way to tax the digital economy, 

which was caused partly by the weaknesses of the concept of a PE, the factual result that the 

implementation of MLC is a reallocation of profit from jurisdictions with lower tax rates. 

 

3.1.2. Assessment of Amoun B Pillar One 

 

Preliminary, there is a need to address the question of why the MLC is coupled with 

Amount B, meaning that they are not able to address the problems of taxation of the digital 

economy on a self-standing basis. And the major peculiarity of the application of the MLC, as was 

already described, is its scope, targeting major market participants. This implies that routine 

commercial activity would be left untouched by the MLC, which could create motivation to create 

complex corporate structures by MNEs to avoid attribution of residual profit to the group, hence, 

making it impossible to apply the MLC. 

Amoun B Pillar One aims to simplify the transfer pricing rules for tax administrations, 

reduce taxpayer compliance costs, enhance tax certainty, and eliminate controversies between tax 

administrations and taxpayers.254 The relevance of examining Amount B Pillar One is explained 

by the fact that it changes transfer pricing rules, which apply to the question of attribution of PE 

under Article 7 of the OECD MTC, establishing that the profit attributed to the PE shall correspond 

to the arm’s length principle.255 Amount B Pillar One offers a “simplified and streamlined 

approach” to baseline marketing and distribution activities. The scope covers sell-purchase 

marketing and distribution transactions where the distributor purchases goods from one or more 

associated enterprises and sales agencies, as well as commissionaire transactions where the sales 

agent or commissionaire contributes to one or more associated enterprises’ wholesale distribution 

of goods to unrelated parties.256 The categorisation of transactions is to be performed on the basis 

of the principle of substance over form, meaning that there will be a need to assess the assets used, 

risks assumed by the parties, and functions to be performed.257 Pillar One Amount B excludes two-

sided transfer pricing methods from its scope and establishes that for the transaction to fall within 
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the scope of a simplified and streamlined approach, it shall have the criteria that can be reliably 

priced using a one-sided method approach.258 

In addition, the scope of the simplified and streamlined approach is further limited by 

quantitative criterion; in particular, it will be applicable if the entity incurs operating expenses 

between 3% and the upper bound between 20% and 30% of the annual net revenues. The upper 

bond aims to exclude transactions with high operational expenses, which may indicate the 

performance of additional functions and thus may make the application of a particular pricing 

method ineffective.259 Moreover, as expenses and revenue may vary, the bound shall be defined 

using a three-year weighted average ratio to stabilise the application of the criterion.260 

The differentiation between a distribution and non-distribution activities shall be 

performed according to objective measurement. For this, non-distribution activities shall include 

manufacturing, research, development, procurement, and financing. However, in case the 

transaction unites distribution and non-distribution activities in a manner that does not allow the 

definition of the share of distribution activities, such as a transaction including both provision of 

goods and financing to the consumer, it will be eligible to be priced under the simplified and 

streamlined approach. This is due to the impossibility of defining the operation expenses and 

revenue from different transaction elements.261 

Once it is defined that the transaction falls under the scope of the simplified and 

streamlined approach, the next step is to determine whether the transaction is in accordance with 

the arm’s length principle. According to the OECD, the transactional net margin method is the 

most appropriate because of the economically relevant characteristics of in-scope transactions and 

the information available on comparable transactions. The OECD also recognises instances when 

the application of the comparable uncontrolled price method will be more suitable depending on 

the availability of the internal comparable.262 

The heart of the Amount B Pillar One goes to the pricing matrix, which allows source 

States to receive returns on the marketing and distribution activities. The pricing matrix is based 

on a set of criteria: net operating asset intensity, operating expense intensity and industry 

grouping.263 The return rate is defined starting with the identification of the applicable industry 

group, which the OECD defines as the segmentation of the distribution activities between different 
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industries. 264 If the secondary industry group obtained more than 20% of sales, a weighted average 

return should be calculated, applying different return rates. Then, the tax administrator and the 

taxpayer shall determine the net operating asset intensity and operating expense intensity based on 

fixed assets, working capital, net operating assets, sales, and operating expenses. This will allow 

to identify the appropriate return rate varying from 1.5% to 5.5%. 

However, there are some general critics of Amount B Pillar One about its practical effect 

and the narrow scope since the analysis indicates that it does not cover a broad group of intra-

group transactions and the inclusion of the agent and commissionaires to the definition of the 

distributor might not ensure legal certainty since their status depends on the functions performed. 

Thus, this leads to the application of Amount B Pillar One on accounting data outside of the MNEs’ 

financial statements.265 

Since Amount B Pillar One aims to simplify the rules for determining arm’s length 

transactions for marking and distribution activities, the expected result is the improvement of the 

administrative system of taxation and reduction of the administrative burden on taxpayers.266 

However, the administrative design of Amount B Pillar One is quite complex since it entails the 

conjunction of public unitality rate-of-return regulations and cap-and-collar mechanisms policies, 

involving fixed rates of return for baseline distribution and marketing activities and two caps and 

collars, a margin of 0.5% around the fixed rate of return.267 Some authors suggest that Amount B 

Pillar One shall function as a reference pricing policy, giving taxpayers the right to follow the 

approach offered. To achieve this, both the State and taxpayer shall have the right to apply the 

simplified and streamlined approach. In addition, the pricing matrix shall only serve as an example 

for States to which the performance of their benchmarking is financially burdensome.268 In 

addition, Amoun B Pillar One does not, itself, solve the underlying problem of taxation in the era 

of digitalisation, which is the avoidance of the threshold of the PE. The potential result of the 

simplified and streamlined approach, in the context of a PE, will be focused only on the rules for 

attribution of profit.269 Therefore, Amount B Pillar One is insufficient to tackle the consequences 

of the digitalisation of international commerce in taxation. 
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3.2. Proposals by the European Union 

 

In the EU, the discussion of the impact of digitalisation on taxation of the digital economy 

started in 2002, with the question of the impact of electronic commerce on value-added taxes.270 

A possible solution was then proposed, based on the principle of destination, treating import 

operations as creating domestic value.271 However, the discussions did not result in any substantive 

proposal. On the other hand, the development of digitalisation and establishment of the Action 

Plan on Base Erosion and Profit Shifting in 2013 by the OECD showed evidence of the need to 

adopt the taxation system to meet the requirements of digitalisation. 

This resulted in two proposals, namely, a Proposal for a Council Directive on the common 

system of a digital services tax on revenues resulting from the provision of certain digital services 

and a Proposal for a Council Directive laying down rules relating to the corporate taxation of a 

significant digital presence in 2018. 

 

3.2.1. Proposal for Digital Services Tax Directive 

 

The DST Proposal offered the establishment of a 3% DST on revenues obtained from 

placing on a digital interface or advertising targeted at users of that interface, making available to 

users of a multi-sided digital interface which to find other users, interact with them and the 

transmission of data collected about users and generated from users’ activities on digital interfaces. 

The qualifying entities shall have worldwide revenues of EUR 750 million and the total taxable 

revenues obtained within the EU of EUR 50 million.272 The exceptions to the tax base are the 

provision of advertisement services where the platform owner is not responsible for placing 

advertisements, digital interfaces with the sole purpose of supplying digital content, 

communication, or payment services to users, and services provided through digital interfaces 

consisting of video, audio, or text, as it is not possible to define where the value is created 

clearly.273 The general rules for the place where value is created shall be deemed the State where 

the user of services is located.274 However, on 12 March 2019, the Economic and Financial Affairs 

 
270 Charles E. McLure Jr, “EU and US Sales Taxes in the Digital Age: A Comparative Analysis,” IBFD 56, no. 4 

(2002): 135. 
271 Ibid., 135. 
272 European Commission, “Proposal for a Council Directive on the Common System of a Digital Services Tax on 

Revenues Resulting from the Provision of Certain Digital Services” (Brussels: European Commission, 2018), 10. 
273 Gary Clyde Hufbauer and Zhiyao Lu, “The European Union’s Proposed Digital Services Tax: A De Facto Tariff”, 

Peterson Institute for International Economics. 18, no. 15 (2018): 7, 

https://www.piie.com/sites/default/files/documents/pb18-15.pdf. 
274 European Commission, op.cit, 10. 

https://www.piie.com/sites/default/files/documents/pb18-15.pdf


54 

 

Council could not reach an agreement on the sales tax with a scope limited to digital advertising 

services.275 After this, the proposal did not find much support “for political reasons as a matter of 

principle, irrespective of the technical adaptations made to the text.”276 

 

3.2.2. Proposal for Significant Digital Presence Directive 

 

However, despite the DST Proposal, as a short-term solution, did not succeed, the original 

intention to adopt the system of taxation was under the SDP Proposal, which offered the expansion 

of the threshold of PE. It shall be considered to exist in the Member State where the “business 

carried on through it consists wholly or partly of the supply of digital services through a digital 

interface” and satisfies at least one criterion: 

- The number of users of digital services in that Member State is more than 100 

thousand; 

- The number of business contracts for the supply of digital service in that MS 

exceeds 100 thousand; and 

- The total revenue obtained from that Member State resulting from the supply of 

digital services is more than EUR 7 million. 

The attribution of profit is based on the classic rules for attribution of profit to the PE with 

the arm’s length principle, considering the functions performed, assets used and risks assumed 

through the digital interface. However, since the expansion of the scope of a PE covered economic 

activity through physical presence, special attention should have been given to the use of intangible 

property, which could be attributed to the PE on the analysis of the functions performed, namely 

DEMPE.277 However, after the adoption of changes by the European Parliament enhancing the 

exchange of information between the taxpayers and relevant authorities and introducing the 

obligation of the European Commission to issue guidance for the assessment of digital presence,278 

the negotiations on the SDP proposal stopped after 30 July 2018, when the EU admitted that the 

unilateral change of the nexus of PE would increase the complexity of the international tax system 
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and uncertainty for investors.279 Thus, the EU shifted its focus from introducing unilateral 

initiatives to finding a solution at the universal level under the auspice of the OECD. 

The DST and SDP Proposals were the solutions to the emergency to prevent the adoption 

of divergent unilateral actions at the national level by Member States.280 By abandoning both 

temporary and permanent solutions for taxation of the digital economy, the EU opened the door 

for introducing DST by MS281 until a joint statement from the UK, Australia, France, Italy, Spain 

and the US on a transitional approach to existing unilateral measures before Pillar One is in effect, 

agreeing that the excess revenue obtained through national DST will be credited against the 

corporate income tax associated with Amount A Pillar One.282 However, the interim period ended 

on 31 December 2023, and the MLC is still not open for signature, giving States the freedom to 

establish domestic approaches to taxing the digital economy. 

 

3.3. National Measures Implemented 

 

As of 21 February 2024, the approach for introducing DSTs in Europe differs 

significantly. Spain, France, the UK, and Austria successfully implemented the DST but repealed 

it until the implementation of Amount A Pillar One. Portugal, Poland, and Hungary operate DSTs 

without stay. Slovakia expanded the concept of PE.283 In addition, States such as Latvia, the Check 

Republic, the Netherlands, Belgium, Norway, and Slovenia are considering implementing 

DSTs.284 
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Table No. 1. States in Europe which implemented national measures
285

 

 

The structure of the digital services tax generally comprises the selective revenue derived 

from levied on the user’s interactions, such as online advertisement, sale of user-collected data, 

and user interactions. The losses incurred in the given financial year are not considered for 

identification of the applicability of DST in contrast to the CIT, the tax base of which is calculated 

as revenue minus expenditures.286 The DST is a tax on intermediate services in the supply chain. 

Some authors categorise taxes on digital services as pure DSTs, including intermediary digital 

services in the chain, digital advertising services and unilateral adjustment to the PE.287 

However, expanding the scope of the PE is not an imposition of a tax on digital services. 

Secondly, the division of the taxes covering the same nature of profit generation with the 

administration mechanism based on the tax base is not enough to conclude the existence of a 

separate tax. Moreover, the question of types of taxes will be unanswered if the scope of one tax 

will cover two tax bases and if the operations with advertisement go beyond the existing tax.  

The average tax rate imposed by DST varies between 1.5% and 5%, excluding Turkey 

and Hungary, which established a 7.5% tax rate.288 The nexus comprises the global turnover at the 

MNE’s level and the threshold of revenue obtained in a particular jurisdiction. A global revenue 

threshold of EUR 750 million is established in Italy, Spain, Austria, and France, while the market 

threshold varies between EUR 25 million in Austria, France, and EUR 3 million in Spain.289 
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Table 2. States in Europe which established DST 

For the purpose of this thesis, the unilateral models of taxation of the digital economy in 

Italy and Slovakia will be analysed as the model example of functioning of DST and rare example 

of expansion of the scope of PE, respectively. 

 

3.3.1. The Model of Digital Service Tax Introduced by the Italian Republic 

 

Italy implemented DST on 27 December 2019, the tax base of which includes digital 

advertisement services, digital interface services, and data transmission. It is applicable if the user 

of a taxable service is located in the State’s territory. 

The applicability is conditional upon the thresholds at both the universal and national 

levels. The global revenue threshold is established at EUR 750 million, and the revenue generated 

in Italy is EUR 5.5 million.290 Interestingly, the scope of the DST in Italy is significantly expanded 

by not establishing the limitation for the profit to derive from the covered transactions for the 

global turnover threshold. The services covered reflect the idea of the DST Proposal by the EU.291 

However, the scope of exclusion from the tax base is broader and includes: 

- the provision of goods or services directly between users in the context of a digital 

intermediation service; 

- the supply of goods or services ordered online via the website of the supplier of 

such goods or services, where the supplier does not act as an intermediary; 

- making available a digital interface where the sole purpose is to supply digital 

content to users to supply communication services to users, or supply payment 

services to users;  

- financial services-related activities; and 
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- activities relating to the exchange of electricity, gas, environmental certificates and 

fuel.292 

The revenue from the generated transactions is to be regarded as generated in the territory 

of Italy when a user of such services is located in Italy. In the case of targeted advertisement, the 

tax employed the physical criterion of connection, meaning that if the advertisement is 

demonstrated on devices providing access to a digital interface located in Italy, then the revenue 

generated from such interaction between the user and advertisement shall be deemed to be 

generated in the territory of Italy. However, the approach is much broader in the case of the use of 

a multi-sided platform. A user is located in the State if she/he uses devices in the State’s territory 

to access multisided platforms and concludes a transaction on that interface.293 In addition to this 

rule, Italian national legislation also establishes safe harbour in the form of a definition of a 

device’s location using the Internet Protocol to minimise the risks of the avoidance of the digital 

presence in the State. The tax rate of 3% applies to all the covered transactions. 

However, this form of digital services tax is open to criticism; it neither cannot be 

classified as income tax as it applies to gross revenue, and it is not consumption tax because the 

tax base does not include the last point of sale to the end user.294 Some authors include DST in the 

sub-category of the consumption tax based on the turnover criterion for applicability.295 The 

problem with categorising of DST is that it is too broad and does not explain the essence of the tax 

since it represents just a different side of the business activity. Consumption taxes are taxing 

systems where the taxpayers are taxed based on how much they consume and not on how much 

they earn.296 On the other hand, turnover taxes, including DST, have recently become the object 

of discussion because of the increase in the consumption chains. Since the DST is based on the 

income obtained rather than revenue from the transaction, the total tax paid will be increased since 

it will pass through several companies.297 

Moreover, in responding to the argument that this tax may be classified as intermediate 

business-to-business transactions, there is no necessary connection between the location of the 

 
292 “Bilancio di Previsione Dello Stato per l’anno Finanziario 2020 e Bilancio Pluriennale per Il Triennio 2020-2022,” 

160 19G00165 § (2019), Article 37, bis (f), https://www.gazzettaufficiale.it/eli/gu/2019/12/30/304/so/45/sg/pdf. 
293 Ibid., Article 40. 
294 “Report on Italy’s Digital Services Tax” (Office of the Unined States Trade Representative Executive Office of the 

President, 2021), 19, 

https://ustr.gov/sites/default/files/enforcement/301Investigations/Report%20on%20Italy%E2%80%99s%20Digital%

20Services%20Tax.pdf. 
295 Young Ran Kim, “Digital Services Tax: A Cross-Border Variation of the Consumption Tax Debate,” Alabama 

Law Review 72, no. 1 (2020): 159. 
296 Jane L. Seigendall, “A Framework on Consumption Taxes and Their Impact on International Trade,” Dickinson 

Journal of International Law 18, no. 3 (2000): 576, 

http://elibrary.law.psu.edu/psilr/vol18/iss3/14?utm_source=elibrary.law.psu.edu%2Fpsilr%2Fvol18%2Fiss3%2F14

&utm_medium=PDF&utm_campaign=PDFCoverPages. 
297 Donald Rutherford, Routledge Dictionary of Economics, 3rd ed. (Routledge, 2012), 151. 



59 

 

user and the physical place of consumption since the last depends on the digitally identified 

Internet Protocol, which can be transferred artificially.298 

This approach results in 55% of the tax burden will be borne by consumers.299 This can 

be seen even now since Amazon has already announced that it will increase seller fees on its 

Amazon. fire website by 3% in response to France’s introduction of the DST.300 Google has a 

webpage that explains that DST charges will be applicable in addition to advertisement charges in 

the State in which an advertisement appears.301 This will lead to a reduction in sales and reflect 

excess profits and costs. Moreover, this logic raises the question of whether DSTs, in their current 

form, can solve the problems of taxation in the digital economy. According to the study prepared 

by the Congressional Research Service in April 2024, the result of applying this tax will be a 

reduction of 6.25% of the profits of relevant MNEs.302 In addition, the study also points out that 

since the consumers will bear the loss of profit, local consumption will decrease, lowering 

domestic revenue.303 

The introduction of DSTs also increases the possibility of double taxation.304 This is 

supported by the idea that some authors express that DSTs are essentially “disguised direct or 

corporate income tax.”305 The idea behind this is that DSTs have the structure of classical income 

taxes, posing the risk of being qualified as such under national legislation to cover the profit of 

MNEs. One may invoke that the taxation is still based on revenue and not on income. The response 

for this provided is that some “direct taxes, such as withholding tax as a collection mechanism of 

income tax, are also levied on gross profits.306 

For example, foreign income taxes can be credited against corporate income taxes in the 

US; However, as was stated previously, since the object of digital taxes is revenue, the tax 

authorities have discretion on whether to grant credit.307 In addition, introducing a DST in this 

form significantly increases the burden of administrative compliance since the amount of profit 
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attributed to a specific jurisdiction would have to be calculated individually, creating an additional 

burden also for tax authorities and posing a need to reassess each transaction.308 

Some authors also express the view that the imposition of the DST requires the 

clarification of the tax base, meaning that introducing the open scope list of covered transactions 

is insufficient to guarantee predictability. The tax base usually comprises not the categories of the 

covered transactions but operations performed on different multisided platforms. For example, the 

UK national law applies to search engines, social media platforms, and online marketplaces, but it 

is not applicable to the provision of online content, software sales, television, and broadcasting. 

This excludes MNEs such as PayPal, Netflix, Spotify completely, and Google, Amazon, and Uber 

in the relevant parts.309 Moreover, the scope of the DST in the UK still does not provide an answer 

to whether such platforms as LinkedIn or YouTube fall within the scope since their main activity 

cannot be referred to one group specifically.310 

However, the core problem of introducing DSTs is the selectivity of taxpayers. DSTs 

apply to a very limited number of taxpayers, allowing States to assess the potential amount of 

revenue to be received and even the precise number of taxpayers concerned. From the discussion 

of the International Community, the introduction of DSTs looks like States’ response to the 

digitalisation of commercial relations, allowing taxpayers to establish aggressive tax planning 

schemes.311 This aspect contradicts the neutrality of taxation.312 This is of particular evidence since 

most MNEs covered are established in the US, posing no additional questions to the US’s 

opposition to DSTs.313 The politicisation of international taxation is inevitable but possible to 

manage. The sensitivity of this sphere is demonstrated by the state practice when France expressed 

the possibility of imposing trade sanctions on the US in response to the US's unilateral recognition 

of the imposition of DSTs as discriminative under the US’s national law.314 
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3.3.2. The Expansion of the Concept of Permanent Establishment by the Slovak Republic 

 

On 1 January 2008, the Slovak Republic introduced the concept of the digital platform 

into national legislation, which is defined as a hardware or software platform necessary for the 

development and administration of applications,315 expanding the concept of PE to “the 

performance of activities with a permanent place in Slovak Republic [which] is also considered 

the repeated intermediation of transport and accommodation services, even via a digital 

platform.”316 In addition, the obligation of non-resident service providers to register digital PE was 

introduced. As stated by the Ministry of Finance of Slovakia, if such platforms do not register PE, 

the services will be subject to a final withholding tax.317 With this concept of PE, the activities of 

the MNEs in the digital transport and accommodation sphere are subject to 21% of corporate 

income tax.318 

However, a few critical points must be stressed in connection with the operation of the 

digital permanent establishment introduced. Firstly, the activities attributed to the permanent 

digital establishment comprise only the transport and accommodation sphere, which itself cannot 

constitute a permanent solution to the digitalisation of the economy since the number of fields that 

lose the physical connection for the creation of revenue is constantly increasing.  

Secondly, there is the question of whether the changes in national legislation can modify 

the application of the existing bilateral treaties. Even generally speaking, from the position of 

international law, national laws are merely facts that express the will of States, and they cannot 

modify and influence the application of the existing treaties.319 In addition, unilateral modification 

of tax treaties through the application of national legislation would threaten the principle pacta 

sunt servanda.320 Therefore, the Slovak Republic must renegotiate existing bilateral treaties to 

expand the concept of PE. 
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3.4. Withholding Tax 

 

Third, and another option for taxation of the digital economy, in addition to the DSTs and 

expansion of the concept of PE, is the withholding taxes. The establishment of this tax was 

proposed in August 2020 by the United Nations Tax Committee.321 Offered Article 12B of the UN 

MTC allows both source and resident States to impose a tax on income received from automated 

digital services, defined as any service provided on the Internet or another network requiring 

minimum human involvement. Both business-to-business and business-to-consumer transactions 

are covered. It established a broad tax base covering online advertising services, supply of user 

data, search engines, gaming, media platforms, etc.322 Importantly, Article 12B of the UN MTC 

would be applicable irrespective of global or local revenue turnover, maximising the benefits for 

developing States and removing administrative burdens.323 On the other hand, since both residents 

and source States obtain the right to tax the same income, it could lead to differences in the 

treatment of economically equivalent transactions.324 The same result could potentially be caused 

by the correlation between Article 12A and 12B of the UN MTC with regard to the separation of 

technical services and automated digital services since both concepts can cover the same 

transactions. And since the UN MTC does not establish an autonomous definition of technical 

services, the freedom of the State with regard to change of interpretation of the concept is limited 

only by general provisions of international law.325 

In addition, both Articles establish different applicable tax rates, which may cause 

disputes over the qualification of the transactions with the taxpayer. The main criticism of Article 

12B of the UN MTC lies in the open scope of the tax base since the list of the covered transactions 

is not exhaustive.326 This situation will lead to uncertainty for taxpayers, causing multiple 

disputes,327 and that was pointed out by the OECD when rejecting the system based on the 

withholding tax.328 Another reason for the uncertainty is that the structure of Article 12B UN 

MTCC provides a possibility to charge the portion of the income obtained in the form of either 

withholding tax or corporate income tax, leaving a great administrative burden for the stage of 
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avoidance of double taxation. In addition, the UN Tax Committee itself gave examples of 

transactions which will not be covered by Article 12B of the UN MTC as customised professional 

services, services providing access to the Internet and other devices, income obtained from the sale 

of physical goods irrespective of the presence of the Internet connection. 

In conclusion to this Chapter, the MLC is an insufficient instrument to tackle the problems 

of taxation in the digital economy, both from the points of view of its regulation and the potential 

results to be reached. Firstly, the local and global revenue thresholds do not encourage the 

development and expansion of commercial activity and do not ensure the equal treatment of MNEs 

on the basis of the origin of taxpayers. It creates a preferable treatment for SMEs whose annual 

turnover does not reach the threshold for application of the MLC. In addition, such entities would 

have even more favourable conditions achieved by the means of operation of Amoun B proposal. 

On the other hand, the EU recognised the need for cooperation at the universal level to achieve 

uniformity in the international taxation system, hence withdrew the attempts to regulate the field 

regionally. The same is applicable to unilateral measures for the implementation of DSTs and the 

expansion of the concept of permanent establishment since they do not ensure the predictability of 

taxation and require thorough communication with tax authorities in both source and residence 

States.  
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CHAPTER 4. PROPOSAL FOR TAXATION OF THE DIGITAL ECONOMY 

 

Having examined the peculiarities of the taxation of the digital economy, the causes why 

the current concept of PE and the profit attribution rules do not ensure fair taxation, and the 

international and regional proposals and unilateral measures in previous Chapters, Chapter 4 

describes the proposal for taxation of digital economy. For this, Part 1 offers the establishment of 

the Global Digital Tax (hereinafter – GDT), Part 2 propose the establishment of the Global Tax 

Authority (hereinafter – GTA), and Part 3 demonstrates the mechanisms of administration of the 

GDT. 

 

4.1. The Model of New Digital Tax 

 

The primary aim of the creation of a PE was to provide the possibility for source States 

to receive a fair part of the revenue generated in their territory by a foreign entity, focusing on the 

physical goods and provision of service.329 Nowadays, there are two most discussed options for 

capturing digital economic activity. The first is the expansion of the concept of PE to include 

digital activity, and the second is the imposition of taxes on the revenue of a foreign entity without 

the presumption of a separate legal personality acting in a source State.330 

The first idea was highly discussed both in doctrine331 and practice, taking into account 

the unilateral expansion of the concept by Slovakia in national legislation discussed in Chapter 

3.332 However, the inclusion of digital activity in the concept of PE does not seem to be the most 

rational choice nowadays. A PE is a form of tax nexus for the entity performing economic activity 

in a source State created to separate profit from the main entity. However, the taxation with PE 

requires one additional step compared to DSTs, which is the level of applicability, while other 

steps, such as the bilateral or multilateral agreement between States, identification of the revenue 

created in a source State, its attribution to a foreign entity or PE, separation of the total revenue of 

an entity from the revenue generated in the source State and application of the arm’s length 

principle to a transaction are the same. Therefore, the primary disadvantage of PE lies in its 

administration burden for taxpayers and tax authorities expressed in the need the asses its existence 

in each individual case. Thus, both unilateral expansion of the concept of permanent establishment 
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and the potential SDP Proposal by the EU are not able to ensure taxation in accordance with the 

principles of the Ottawa Framework, primarily contradicting the principle of simplicity of taxation. 

On the other hand, there is a need to take into account the experience of the efficiency 

assessment of the Pilar One, since, despite the agreement of the International Community on its 

model, it still does not ensure the equal treatment of taxpayers and employ the sourcing rules which 

do not reflect the complexity of digital transactions and contribution of information for multiple 

users. 

 

4.1.1. Global Revenue Threshold 

 

To solve the problems of taxation in the digital economy, the proposal has to meet such 

requirements: 

- It shall not be based on physical criteria of applicability;  

- Its application shall not create the assumptions of discrimination on the basis of the 

origin of taxpayers; 

- It shall be administrated effectively; 

- It shall respect the principles of taxation.333 

The main problem with the existing principles of taxation is the clash between the equality 

and efficiency of taxation. For example, while the Pilar I Amount A proposal, as a narrow-scope 

instrument, ensures the efficiency of taxation, it is highly criticised for being contradictory to the 

principle of equality on the basis of the origin of taxpayers. Even though the MLC does not 

establish the nationality criterion for applicability, it is caused by the global revenue threshold. 

Some authors support the application of the threshold for taxation of the digital economy,334 

however, the fact that most of the MNEs covered are incorporated in the US shall not be ignored, 

at least from the perspective of reaching a common global consensus. 

In addition, the doctrine does not discuss the protection of the interests of the MNEs and 

the creation of additional burdens due to their high volume of annual turnover. Once the MLC 

enters into force, the entities that operate in multiple source States but do not reach the threshold 

for its applicability will receive the advantages. From the perspective of business activity, the MLC 

does not favour the increase of turnover and expansion of economic activity into different 

jurisdictions. The MLC is less favourable to MNEs since the proposals do not cover SMEs, which 

is another source of inequality. Some authors state that despite the International Community’s 
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agreement on the Ottawa Ministerial Broad Taxation Principles, those are not completely 

addressed in the OECD proposals.335 

The same is applicable to the practice of implementation of DSTs, which are applicable 

on the basis of global and local revenue thresholds. For example, in a situation when the local 

revenue threshold is fulfilled, but two MNEs have global revenue of EUR 750 million and EUR 

749 million, the DST would not be applicable to the second taxpayer, while the first would have 

an additional burden of EUR 22.53 million, under 3% of DST rate. This approach contradicts the 

principle of vertical equality and encourages MNEs to lower their global revenue.336 Therefore, 

the proposals for taxation of the digital economy shall not establish revenue criteria and should be 

applicable to transactions without physical elements if revenue arises per se.337 

 

4.1.2. Local Revenue Threshold 

 

Both the practice of the implementation of DSTs and the MLC support the application of 

the local jurisdiction revenue threshold.338 Some authors also uphold such an approach, defining 

that it would ensure some level of flexibility for taxpayers.339 However, the main problem with the 

local revenue threshold is that it favours aggressive tax planning since the MLC does not provide 

the possibility to adapt the threshold to the GDP of the jurisdiction, meaning that the lowest 

threshold of applicability is EUR 250 000 of revenue from the jurisdiction with GDP less than 

EUR 40 billion. This results in a situation when the same threshold would be applicable in North 

Macedonia and Vanuatu, which had EUR 38 billion and EUR 978 million of the GDP in 2022, 

respectively.340 It will be harder for MNEs to reach the threshold in States with relatively low 

GDPs even despite the fact that the MNE might use the whole potential of the market, leaving 

source States without the fair part of the value created proportionally to the market resources used. 

Therefore, the local revenue threshold shall either be established in a matrix table establishing 

dependence between the threshold and GDP or not applicable.  

Additionally, the taxation of the digital economy shall not be fragmented between the 

industries, and one proposal shall be as broad as possible,341 since it overcomplicates the 
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administration of taxation for both taxpayers and tax authorities. Even the MLC, establishing the 

sourcing rules, is regarded as overburdening the taxpayers with accounting since MNEs shall be 

given more freedom to choose the appropriate indicator that best suits their available 

information.342 

 

4.1.3. Protection of Users and MNEs 

 

The imposition of DSTs and MLC would result in an increase in prices for end users 

proportionally to the tax rate imposed by a source State.343 The same is applicable to such proposals 

expressed in the doctrine as Internet Access Tax,344 levied directly on users and which is more 

correct to recall as fees,345 and Data Excise Tax, establishing that the information produced by the 

consumer by inputting the requests on web search would be taxed attributed to the webpage search 

holder and subsequently taxed.346 Such taxation would contradict the principle of neutrality of 

taxation, the measurement for which is the impact of the potential taxation on the economic 

activity.347 The immediate effect generated by such a form of taxation would be either the 

reduction of business activity in the jurisdiction, where the business conduct becomes irrational 

due to additional costs or the inclusion of taxes levied into prices for the users. Both results will 

reduce the economic activities of specific sectors, and additional revenue collected by the State 

might be compensated by the outflow of the profit caused by the termination of business activities. 

Therefore, the tax base of the new proposal shall be as broad as possible to ensure the principle of 

neutrality to safeguard the development of economic activity. 

In addition, the MLC is being criticised for complex sourcing rules that do not ensure the 

principles of certainty and simplicity of taxation.348 Moreover, the sourcing rules do not provide a 

fair solution for allocation between source States since the MLC take into account only the place 

of location of the viewer in case of the provision of digital advertisement.349 The application then 

would require constant communication with tax authorities or the conclusion of advance pricing 

agreements, giving them a margin of appreciation in the case of the definition of the place where 

the intangible property is used or the location of the user to whom the online advertisement is 
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shown. Therefore, what is needed to tax online business activity effectively is the criteria for 

identifying a source profit, which, even if based on the physical location of a user, establishes an 

objective method for definition. 

 

4.1.4 Mechanism of Global Digital Tax 

 

Having analysed the proposals for the taxation of the digital economy and identified their 

disadvantages previously, this section proposes the establishment of a GDT, the application of 

which would ensure the proportional allocation of revenue derived from digital economic 

activities. It is important to note that this taxation model’s success is conditioned upon its support 

by the International Community and the creation of the international authority responsible for the 

maintenance of the international taxation system of communication with national tax authorities 

to ensure the efficiency of communication to combat the practice of aggressive tax planning and 

tax avoidance. 

The tax base of the GDT is revenue deriving from data contribution from a State covering 

the provision of online advertising services, online intermediation services, licencing, sale or other 

alienation of intangible property or user data and other economic transactions with purely digital 

elements. The application of this tax would not be based on revenue creation volume but merely 

on the fact that the contribution of data by source States ensuring that both MNEs and SMEs are 

treated equally.350 The general definitions of residence and source would have to be amended to 

include the function of utilisation of data, including storage, performed by an entity established in 

a residence State and the function of contribution of data, including personal information, from the 

digital or physical jurisdiction of a Source State. 

The GDT would be applicable to both business-to-business and business-to-customer 

transactions in the form of limited tax liability to the transaction occurring in the digital jurisdiction 

of a State. Since the GDT aims to capture a significant digital presence, which requires interaction 

with a website or web page, the GDT would be applicable not only to bandwidth and servers but 

also to web hosting services.  

The sourcing rules, contrary to the MLC, would comprise the jurisdiction of the creation 

of value in addition to the physical criteria for attribution of profit to a State. Such rationale is 
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explained by the fact the sourcing rules proposed by the MLC do not ensure the attribution of 

profit to the jurisdiction of value creation.351 

The reason for attribution of profit to the State of location of a user is that the users are 

relatively immovable,352 and the user’s location is the most common jurisdiction for the 

contribution of data, which creates value in the place of residence. While somebody could argue 

that in the modern world, the physical reallocation of users has become simpler, this is contrary to 

the fact that even in the EU, which upholds freedom of movement, the average interstate mobility 

rate for all periods of movement is 9.1%.353 Therefore, the place where the user is located is a 

relatively stable criterion for the attribution of a profit to a source State. 

However, it is important to stress that the jurisdiction of the user’s location is not the only 

State that creates value. In 2020, 40% of Internet users were from East and Southeast Asia, while 

only 22% of the entities creating value from digital economic activity originated from there.354 

The taxation of the digital economy shall take into account the network effect created by 

interactions on the Internet.355 This means that the value is created in three stages of the 

commercial activity, namely, in the facilitation of value creation by an entity in the form of 

development, exploitation, protection, maintenance and enhancement of an object, the joint sphere 

of interaction between a user and entity by clicking the advertisement, and end-user sphere, by 

payment for a product or service.356  

Table No. 3. Stages of revenue creation 

 
351 Christian Fuchs, The Online Advertising Tax as the Foundation of a Public Service Internet (University of 

Westminster Press, 2018), 60, https://doi.org/10.16997/book23. 
352 Michael P Devereux and John Vella, “Are We Heading towards a Corporate Tax System Fit for the 21 St Century?” 

Fiscal Studies 35, no. 4 (2014): 471, https://doi.org/10.1111/j.1475-5890.2014.12038.x; John Vella and Michael P. 

Devereux, “Implications of Digitalization for International Corporate Tax Reform,” Intertax 46, no. 6 & 7 (2018): 

551, https://doi.org/10.54648/taxi2018056. 
353 Holger Bonin et al., “Geographic Mobility in the European Union: Optimising Its Economic and Social Benefits” 

(IZA, 2008), 30, https://docs.iza.org/report_pdfs/iza_report_19.pdf. 
354 Daniel Bunn, Elke Asen, and Cristina Enache, “Digital Taxation Around the World,” 7, 

https://files.taxfoundation.org/20200527192056/Digital-Taxation-Around-the-World.pdf. 
355 Gary D Sprague, “A Critical Look at the European Commission Staff Impact Assessment Relating to the Proposed 

EU Directives on Taxation of the Digital Economy,” Tax Management International Journal 47, no. 7 (2018): 4, 

https://www.bakermckenzie.com/-/media/files. 
356 Juha Häikiö and Timo Koivumäki, “Exploring Digital Service Innovation Process Through Value Creation,” 

Journal of Innovation Management 4, no. 2 (2016): 120, http://dx.doi.org/10.24840/2183-0606_004.002_0006. 

https://docs.iza.org/report_pdfs/iza_report_19.pdf
https://files.taxfoundation.org/20200527192056/Digital-Taxation-Around-the-World.pdf
https://www.bakermckenzie.com/-/media/files/people/sprague-gary/tmij-article-a-critical-look-at-the-european-commission-staff-impact-assessment.pdf?rev=cbc42182c0ec480087c0017209ce2a35&sc_lang=en&hash=CC81AACEAE1EB9FAF532880AB9D2525F


70 

 

The GDT aims to allocate the revenue created from all three stages to source States, in 

which either the data contributed to the creation of value or the end user received some digital 

goods or services. One could claim that the allocation of revenue generated by means located in a 

source State exclusively to such States would create inequality with residence States since the 

former would obtain more taxing rights.357 However, even the case of inequality will be 

compensated by the possible higher CIT rates, allowing residence States to charge a surplus of 

15% taxes in a source State, corporate gain tax, the application of which does not depend on the 

income taxes, withholding taxes on dividends, interest, royalties, and operational taxes such 

medical, social security, employment taxes. 

However, importantly, the MLC proposal does not capture revenue generated in the 

second stage of value creation since the user location and data contribution may occur in different 

States. This can be demonstrated by the example of the functioning of a social media platform 

established in State B, creating value from digital advertisement and data analytics services 

targeting users in State A. While interaction with advertisement and the origin of data may overlap 

with the place of the location of the user, the platform may operate on servers located in State C, 

meaning that the digital place of interaction is defined through the place of location of servers. 

Under the proposed sourcing rules, State C would not obtain revenue created with resources 

(servers) located in its territory. However, this situation involves the chain of information 

contribution. Firstly, the information was contributed by the user from State A to the servers 

located in State C and from the servers in State C to the entity in State B. 

In addition, the proposed sourcing rules do not take into account the change in the chain 

of data in the subsequent alienation of user data.358 For example, if, in the situation described 

above, the entity in State B would sell the data collected from users in State A by means of servers 

located in State C, the value associated would only be attributed to State A by the rule of users’ 

location.  

The same approach is applicable to the alienation of intangible property created with the 

information collected since the MLC establishes the location of consumption for the attribution of 

profit,359 meaning that the State which contributed information for the creation of intangible 

property, for example, in the case of databases, would not be able to receive the portion of value 

generated by such alienation despite the fact that information was collected from those States. 
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In addition, the situation is not resolved with the temporal criterion for attribution of profit 

when the user was located in the State when the information was collected but moved its location 

before the alienation of collected information by an entity. However, under the GDT, the value 

created would be attributed to a State of the contribution of information for commercial purposes. 

With regard to the tax rate the best option which would ensure tax certainty and 

significantly decrease the practice of tax avoidance is flat rate of 15%, consistent with the Pillar 

Two proposal, ensuring predictability for taxpayers.360 However, due to feasibility concerns and 

delegation of sovereignty to the GTA, it is possible to consider the establishment of adjustable tax 

rate, depending on the GDP of jurisdiction. 

While the EU refused the implementation of Bit Tax, having a volume of information 

transferred as a tax base, due to the impossibility of pricing the information,361 GDT would 

establish the market and value-based approaches for determining the value of information. The 

first would apply to the regular information contribution in the form of finished goods, such as the 

databases or provision of digital advertisement, consistently with the MLC, while the second 

would be applicable to the unique information with no comparable available and assess the 

economic benefits it grants to the holder of such information. 

The principle of single taxation would be ensured by double tax relief against foreign 

income in the source State by the credit for domestic tax attributed to foreign income. This 

approach would eliminate the different treatment of taxpayers between source and resident 

States.362 In addition, to mitigate tax abuse, Wilde offers the establishment of the subject-to-tax 

clause, meaning that the double tax relief mechanism might be conditional upon the foreign income 

being the subject of corporate income tax.363 With regard to risks of double counting, those would 

be eliminated by means of sourcing rules and administration by the DTA, meaning that if it is 

identified that the value was generated by means of information contributed from the digital 

jurisdiction of a source States, the profit from such transaction would be prevented to include into 

CIT base in a resident State. 

In addition, contrary to the unilateral or coordinated expansion of the concept of 

permanent establishment, the functioning of the GDT shall be based on the agreement of the 

International Community in the form of universal treaty, which would override the existing DTA 

and national legislation, which would be consistent with the principle of pacta sunt servanda. 
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Hence, this model of the taxation of the digital economy, while goes beyond the concept 

of a PE, is capable of ensuring the taxation consistently with the Ottawa Framework since it 

ensures equal treatment of MNEs independently of the origin of taxpayers and with SMEs 

operating internationally since the application of the GDT does not depend on global or local 

revenue thresholds. However, even with this model of taxation, there is still a problem of 

communication between national tax authorities, which is to be solved by the establishment of the 

international authority responsible for the maintenance of the system of international taxation. 

 

4.2. Establishment of the Global Tax Authority 

 

 The diversification of the unilateral and coordinated measures for taxation of the digital 

economy showed the need for effective cooperation on a universal level. The OECD cannot be 

described as the most effective form of international cooperation since developing States have no 

confidence that their interests are primarily considered. Moreover, the scope of the OECD’s 

activities cannot be described as covering fully international scope.364 Dietsch and Rixen argue 

that the form of the OECD is ineffective in the coordination of States since it has no competence 

to issue binding decisions.365 However, the importance of engaging developing States in 

cooperation is demonstrated by the fact that economic development and taxation are inseparable 

for those States.366 The International Tax Dialogue, created under the auspice of the OECD, 

engaging the European Commission, the Inter-American Development Bank, the International 

Monetary Fund (hereinafter – IMF), the World Bank Group and the Inter-American Center of Tax 

Administration, showed no substantive result of cooperation between the major stakeholders, 

which is evidence by the fact that the last conference, the main form of cooperation, was held in 

July 2015.367 Additionally, the International Tax Dialogue itself cannot be regarded as an 

international organisation or a forum that ensures the participation of developing States; it is only 

a platform for the coordination of major economies.368 

International cooperation experience shows that once the field reaches a cross-border 

character, a special body responsible for administration must be created. Such experience includes 
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the creation of the World Wide Web Consortium, the World Customs Organisation, the World 

Intellectual Property Organisation, etc. 

The essential criteria for the creation of an international organisation responsible for 

taxation were laid down by Horner, a formed OECD employee responsible for tax competition 

and transfer pricing guidelines, such as: 

- Gag rules: all issues must be eligible for discussion at the forum; 

- Fair share: attention should be given to profit allocation rules; 

- Link to official development assistance: development issues should be relevant in 

formulating tax policy; 

- Tax administration efficiency: developed States should assist developing States in 

improving tax administration; 

- Governance: developing States should have a meaningful voice in any world tax.369 

The most effective way to ensure the participation of developing States in the 

international taxation system is the establishment of the GTA. A similar proposal has already been 

upheld by the International Bank for Reconstruction and Development (hereinafter – IBRD). 

However, the scope of competence in that proposal included the collection of the proposed Digital 

Data Tax.370 However, as demonstrated in Chapter 1, due to the constant development of 

commercial relations, more relations will be subject to transformation, meaning that the archaic 

nature of PE is only the first object of such development.  

Even in doctrine, the idea of the creation of a world tax authority was expressed by Vito 

Tanzi in 1988,371 the competence of which would include the collection of taxes resulting from 

cross-border transactions.372 However, the more sovereignty is delegated from States to the 

organisation, the harder it is to reach an agreement on its establishment.373 The optimal way, 

nowadays, to address the problem of coordination of taxation is the assignment of administrative 

functions to the GTA and the introduction of the dispute settlement mechanism between States. 

This form would clearly identify the functions of Chapter 6 of the UN Charter, regulating the 

pacific settlement of disputes. To reach broader international fora, the GTA shall be established 

under the auspice of the UN with close cooperation of the OECD, which would ensure the 

consolidation of different fields of public law. In addition, the establishment of the GAT under the 

UN would solve the financing procedure, and it could benefit from well-developed rules for the 
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representation of States. This would also lead to closer cooperation with agencies such as the IMF, 

the International Telecommunication Union, and the IBRD. 

The competence of the GTA would consist of such main functions:  

- Administration of the existing DTA; 

- Maintenance of the register of cross-border taxation-related matters; 

- Identification and reporting of the development of international taxation; 

- Coordination of taxation of the digital economy; 

- Forum for the elimination of double taxation; 

- Dispute resolution between States. 

The prerequisite for the effective functioning of the GAT is the availability of information 

from the national tax authorities. Contrary to the proposal by the IBRD, which established that the 

organisation should communicate with national financial institutions to receive the information,374 

this would overburden the GTA with the number of sources of information. On the other hand, the 

national tax authorities would have to provide information on eligible taxpayers through the 

communication system. The information obtained by the GTA shall include information on 

taxpayers involved in international economic activity, turnover, tax rates applied, and credits and 

exemptions granted against foreign taxes. The GTA, therefore, would unite the legal basis for 

information exchange between tax authorities, creating a new model of tax cooperation.375 

In addition, the GTA would provide a model for forming international rules and 

standards,376 by uniting the practical experience of allocating revenue between States and actively 

engaging with other international organisations, such as the OECD, to address subsequent changes 

in international taxation. This could result in the establishment of commonly accepted accounting 

rules for businesses engaged in cross-border economic activity, procedures for mutual assistance 

in tax collection, and simplification of taxation of MNEs.377 

It is necessary to stress that the GTA’s competence in this form would mainly consolidate 

the functions separated between different international organisations, such as the OECD and the 

IMF.378 A clear separation of the roles between the GTA and the OECD shall be performed to 

avoid confrontation of functions. However, since the GTA would be established under the UN, 
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this would increase the efficiency of the monitoring function of the IMF and the International Bank 

for Reconstruction and Development. 

To ensure the fair representation of States, the GTA could operate on the basis of 

delegations with a mandate for a specific period. To tackle the conflict between the developed and 

developing States, each State shall have the right to propose the agenda reaching a certain threshold 

of agreement between States reflecting the relevance of the question. The decision of the GTA 

shall be taken by the majority agreement of Members in the form of voting.379 Additionally, each 

Member of the GAT shall be formally equal despite their administrative-territorial division, GDP, 

participation in other international organisations, etc. The same shall be applicable to the structure 

of the GTA, having only one organ with decision-making powers and no right of veto, contrary to 

the structure of the UN. 

 

4.3. Administration of Global Digital Tax 

 

The core of GDT is the question of its administration. Two elements shall be developed 

to identify the informational contribution in a source State. Firstly, the performance of the cross-

border commercial activity shall be possible only upon registration with the residence State tax 

authorities of the Unified Business Locator (hereinafter - UBL). Such an idea is based on 

Australia’s experience of the introduction of the Business Number.380 The administration of the 

UBL would be the responsibility of the GTA, tracking the cross-border information exchange 

between entities and users. Secondly, the national system of access to the digital market for users 

shall be established, meaning that the identification of the access by a user and interaction with the 

non-resident digital platform shall be performed on the basis of the digital number of users and the 

UBL. To detect the activity in digital space and ensure openness of the Internet, the multisided 

business platforms would have the reporting obligation to tax authorities of the transactions 

performed on the platform with the information, including the UBL of the provider of digital 

services or products and the digital number of users. The schematic table presents the procedure 

for the administration of the GDT.  
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Table No. 4. Administration of GDT 

 

Step 1. Assignment of the UBL by the residence State tax authorities to the entity before 

the involvement in cross-border economic activity. Step 2. Notification by the tax authorities of 

the residence State of the UBL assigned to the entity to the GTA. Step 3. Conduct of economic 

activity resulting in the creation of revenue by the non-resident entity in the source State. Step 4. 

Notification of the revenue generated from the economic activity captured by the tax authorities 

of a source State to the GTA. Step 4.1. Notification of the annual total revenue generated by an 

entity by the tax authorities of a residence State to the GTA. 

In this model, for example, in case of the provision of online advertisement in the territory 

of the source State A by an entity resident of State B, the tax authorities of State A would be able 

to receive revenue generated from the covered transactions, in case where the payment for such 

was processed through the financial institution established in State A or the revenue generated 

from the interaction with an advertisement by the users located in the territory of State A, which 

was subsequently monetised as collected personal or non-personal data or the servers on this the 

platform operates established in that States. The identification of the location of users would be 

conducted with an Internet Protocol address, tracing the location of the access point or through the 

transaction performed through State A’s financial institutions. After notification of the GTA by 

the tax authorities of State A and State B, it would be able to define the portion of revenue that 

shall be allocated to State A. 
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The same approach would apply in the case of a multiplicity of source States. They would 

transfer information on the data contributed to the value created by non-resident entities to the 

GTA, including the State of delivery of physical goods, place of access of the user, provider of 

advertisement, and data contributed by users, and it would define the proportion of revenue 

allocation, taking into the resources used in source States. 

The Internet Protocol is administered by the Internet Assigned Numbers Authority, a 

private standardisation organisation that assigns the number corresponding to the location of 

access to the Internet globally.381 Thus, the creation of such a model would require the transfer of 

such competence to the GTA. There is some substantive criticism of the application of the IP 

address to the users’ location due to the simplicity of avoidance of its assignment and change by 

means of a VPN.382 However, as pointed out by Marian, even if a user artificially changes the IP 

address, the profit from the digital economic activity would be attributed to the jurisdiction of the 

VPN service provider if the solution is implemented worldwide.383 The same approach applies to 

the GDT since even if the user changes the Internet access point, the source State, in the digital 

borders of which the interaction with advertisement occurred, would obtain the right to tax profit 

from such interaction. 

However, to avoid the practice of transferring the IP address, the mandatory registration 

of Internet users could be presented.384 This approach would ease tax supervision and make the 

attribution of profit to a particular jurisdiction more efficient. One could allege that the practice of 

registration of Internet access would constitute the overregulation of the market and pose risks to 

privacy, however, such practice of the identification of digital users has already been implemented 

by a number of States establishing the obligation of mandatory registration of SIM cards.385 The 

maintenance of the Internet user’s register would be the shared competence of national tax 

authorities and the GTA. This would require the comprehensive coordination of all States to ensure 

the proportional allocation of profit between source States since, due to the lack of operations in 

some types of digital transactions, such as the interaction between a user and advertisement, it is 

hard to track the revenue creation,386 therefore, States shall identify the data flow from users to 

non-resident entities. 

 
381 Oliver Voggenreiter and Ankit Gupta, “Determining User Location Using IP Address and Historical Device 

Locations,” Technical Disclosure Commons, 2017, 3, 
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edium=PDF&utm_campaign=PDFCoverPages. 
382 Nevena Vratonjic et al., “A Location-Privacy Threat Stemming from the Use of Shared Public IP Addresses,” IEEE 

Transactions on Mobile Computing 13, no. 11 (2014): 12, https://doi.org/10.1109/TMC.2014.2309953. 
383 Omri Marian, “Taxing Data”, BYU Law Review 47, no. 2 (2022): 511. 
384 Lucas-Mas, supra note, 27: 96. 
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386 Ran, supra note, 28: 339. 
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Comparing this approach with a proposal for significant digital presence, the operation of 

the former would be more burdensome, considering that it requires the application of the transfer 

pricing methods for the attribution of profit to a particular jurisdiction, while the application of the 

GDT is based on the data contribution.387 In addition, this would eliminate the distortion of 

approaches for the application of transfer pricing methods between national tax authorities and 

provide a unified approach for ensuring the arm’s length principle, which only takes into account 

the portion of the data contributed. 

The proposed taxation model would preserve the idea of a classic PE, namely, taxation in 

the place of interaction.388 However, due to the lack of physical elements in the digital economy, 

the taxation system shall employ the criterion of data contribution, resulting in value creation. Due 

to the openness of the Internet, for example, the possibility of a user located in the EU ordering 

goods on a website with the domain name of the US, the imposition of more strict restrictions 

would significantly limit the circulation of goods globally. 

In addition, this approach is more consistent than the Data Excise Tax proposal, the tax 

base of which is the volume of collected data, since it does not take into account the situation that 

the same amount of different types of data can create different values depending on its quality.389 

The GDT is based on the fact of value creation and not on the presumption that a particular conduct 

can generate value. Moreover, the Data Excise Tax does not completely address the situation of 

intermediary provision of digital services and attributes the profit created by the end user only to 

the source State of the location of such user. 

It also ensures the equality of taxation, taking into account the US counterargument for 

the MLC,390 since source States obtain the taxing right not in the conjugation of the requirements 

of economic presence in the jurisdiction and volume of such activity but merely on the basis of the 

place of creation of value by interactions with users. This would eliminate the possibility of 

arguing that the application of this model would target entities within a particular territorial range.  

The absence of the cliff effect is ensured by the application of the GDT on a general basis 

without the global or local revenue thresholds, which also significantly impacts the reduction of 

tax avoidance practices. The cliff effect exists “when a differential change to some characteristic 

of an individual [or entity] has significant economic consequences to that individual [or entity] 

characterised as relatively small increase of income, which could result in proportionally higher 

 
387 European Commission, supra note, 279: 2. 
388 Primavera De Filippi, “Taxing the Cloud: Introducing a New Taxation System on Data Collection?” Internet Policy 

Review 2, no. 2 (2013), 4, https://doi.org/10.14763/2013.2.124. 
389 Ran, supra note, 28: 338 
390 Lorraine, supra note, 15: 3. 
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taxes.”391 The possible economic loss negatively affects tax planning and creates additional 

administrative burdens for taxpayers. In the case of the implementation of the MLC, such a cliff 

effect could result in the eligibility of the MNE for taxation in another source State. The proposed 

model would ensure tax certainty, and the taxpayers would be able to plan the taxation consistently.  

The implementation of such a model requires comprehensive cooperation between States, 

in particular, to reach a consensus on the establishment of the GTA, creation of registers and 

mechanisms of the information exchange. More importantly, the national implementation process 

shall be analysed, taking into account the different treatment of international agreements in 

different law systems. Neither doctrine nor practice provides the solution to the interaction 

between the user and platform, which does not itself create revenue, therefore, the agreement of 

the International Community shall include the question of proportional allocation of value between 

the State of, for example, delivery of goods, and the State, in digital jurisdiction of which the 

purchase occurred if the transaction was proceed by the financial institution established in that 

State. 

In conclusion, the new system of taxation in the digital economy shall take into account 

the impossibility of the application of physical criteria for the allocation of profit between States 

and new ways for revenue creation, including the interaction between a user and digital product, 

not resulting in consumption. Given the diverse approaches to taxation of digital presence, the 

cooperation of the International Community is a crucial element in ensuring the principles of 

neutrality, proportionality, certainty and simplicity. Moreover, the effectiveness of the information 

exchange between national tax authorities, taxpayers and possibly international organisations shall 

be the cornerstone of a new model of taxation. While the question of regulation of the Internet, 

access points, and users is a complex and long-term process associated with the right to privacy, 

it is necessary to achieve fairness in the taxation system.  

 
391 Singh, supra note, 37: 935. 



80 

 

CONCLUSIONS 

 

1. Digitalisation, a socio-economic phenomenon, significantly impacted classic models 

of business activity. Existing models become more commercially rational as a result of the indirect 

network effect, mobility, and effective use of information, which allow for more rapid demand 

and supply formation and transfer of information without physical intermediaries by means of 

multi-sided platforms that provide effective coordination of market participants. Digitalisation also 

resulted in the emergence of new business models, such as information sharing, services and goods 

provision platforms and methods of value creation, since information itself becomes a source of 

value generation. This also increased the complexity of transactions since the same information 

collected may be used to generate profit on a self-standing basis and to support the development 

of goods or provision of services. 

2. The concept of permanent establishment is strictly tied to a physically fixed place of 

business in a source State, while purely digital business models enable revenue generation from 

transactions which lost physical links, such as digital advertisement services. This allows 

multinational enterprises to conduct commercial activity while not reaching the threshold for the 

existence of a permanent establishment. However, even if tax authorities defined the presence of 

permanent establishment in a source State on the basis of the location of servers, the rules for 

attribution of profit require fulfilment of the concept of significant people function conditional 

upon human presence in a place of location of permanent establishment to attribute profit to it. In 

addition, the exceptions to Article 5 of the OECD MTC do not ensure the consistency of 

application with regard to ancillary or preparatory activities or dependant agent permanent 

establishment, which does not address the problem of complex corporate structures conducting 

business activity from the jurisdictions with low cross-border communication between national 

tax authorities. 

3. The European Union formed two models for addressing the digitalisation of 

commercial relations, namely the Proposal for Digital Services Tax Directive and the Proposal for 

Significant Digital Presence Directive, establishing digital service tax and expanding the concept 

of permanent establishment, respectively. However, both models did not gain support due to the 

possible fragmentation of the international taxation system. The unilateral measures by States 

commonly involve the modification of the tax base and global and local thresholds for the 

application of digital service tax. For example, Austria, France, Italy, and Hungary established 

taxes covering the provision of online advertising services exclusively; the United Kingdom, the 

Czech Republic, Belgium, and Spain target revenue derived from user data sales. The national tax 

rate also fluctuates significantly from 2% in the United Kingdom to 7.5% in Hungary and Turkey. 
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Slovakia expanded the concept of permanent establishment to cover online intermediation services 

in transport and accommodation services. However, this differentiation of national approaches 

contradicts the principle of efficiency and simplicity of taxation, creating an enormous 

administrative burden for taxpayers and requiring the creation of separate accounting models for 

each State of conduct of commercial activity. 

4. The Pillar One Proposal by the Organisation for Economic Co-operation and 

Development abandons the concept of permanent establishment and offers the creation of a 

proportional allocation of revenue between resident and source State on the basis of the place 

where the revenue was created. However, the major criticism of this approach lies in the 

requirements of global and local market revenue thresholds to be reached for granting a source 

State a right to tax the profit of a non-resident. This approach is not compatible with the principle 

of an equal treatment since the majority of entities covered are incorporated in the United States 

of America and creates a cliff effect which does not encourage business entities to expand 

commercial activity with the aim not to reach the threshold of application of the Multilateral 

Convention to Implement Amount A of Pillar One, possibly creating the outflow of capital and 

revenue Moreover, the Pillar One Proposal does not ensure the equal treatment between MNEs 

and SMEs conducting cross-border commercial activity by favouring the latter with lower tax 

burden applicable to the same transaction but with different volume of revenue obtained. 

5. The proposed sourcing rules under the Pillar One Proposal do not ensure the allocation 

of profit to the State in digital jurisdictions of which the revenue was created. The proposal relies 

on the place of the location of users. However, user participation does not reflect the value creation 

within different stages of business activity, such as in the case of the provision of advertisement 

services when servers and viewers are located in different States. In addition, the proposal is silent 

on the value of creating databases comprising non-personal information generated by users from 

different States.  
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RECOMMENDATIONS 

 

1. To solve the problem of administration of an international system of taxation and 

combat the practices of taxation avoidance, it is recommended to establish the Global Tax 

Authority with the competence of maintenance registers of entities involved in cross-border digital 

activity, identification and reporting of development of international taxation, coordination of the 

new system of taxation of commercial activity, elimination of double taxation and pacific 

settlement of tax disputes between States. The Global Tax Authority should be created under the 

auspice of the United Nations, consolidating the related function of the International Monetary 

Fund and the International Bank for Reconstruction and Development. This Authority shall ensure 

equal participation of the developing and developed States with regard to the further development 

of the international tax system and cooperate with the Organisation for Economic Co-operation 

and Development to gain the support of the whole International Community. 

2. To ensure the taxation of the digital economy consistently with the principle of the 

Ottawa Taxation Framework Conditions, it is necessary to establish the Global Digital Tax, the 

application of which is based on the fact of information contribution from source State covering 

online advertising and intermediation services, licencing and other purely digital transaction. The 

global and local revenue thresholds shall not be applicable to ensure the equality of treatment of 

taxpayers. The access point of users to the Internet shall be tracked, and information contribution 

is to be detected by national authorities of source States by existing means such as the Internet 

Protocol address or new system, for example, the registration of Internet users. The conduct of 

cross-border commercial activity must be conditional upon the receipt of the Unified Business 

Located assigned by the national tax authorities of residence States and the Global Digital Tax 

shall be the shared competence of the national tax authorities and the Global Tax Authority. 
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ABSTRACT 

 

The thesis is devoted to an analysis of the impact of digitalisation on international taxation 

and approaches to address the associated problems. The research examines the concepts of source 

and residence, permanent establishment and its inability to be effective mean for taxation of digital 

economy. Both coordinated proposal and unilateral measures for expansion of the concept of 

permanent establishment and implementation of digital service taxes were assess on consistency 

with the Ottawa Taxation Framework Condition.  

The research offered an optimal way for taxation of the digital economy, taking into 

account doctrinal proposals and the establishment of the Global Tax Authority, ensuring effective 

administration of the international tax system. 

Keywords: digital economy, MLC, DST, concepts of source and residence, permanent 

establishment.  
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SUMMARY 

 

This thesis, titled “The Impact of Digitalisation in the Attribution of Profits to Permanent 

Establishment,” is devoted to analysing the development of technologies on the international 

taxation system and the methods to address such effects.  

The first chapter examines the concepts of source and residence and their development. 

Taking into account the identified in model tax convention and national legislations, it concludes 

that basic categories implemented more than a century ago became archaic and they are not able 

to capture profit generated from digital transactions, given the development of new ways of profit 

generation and business model under the impact of digitalisation. It lays down the principle of 

international taxation identified in the Ottawa Taxation Framework Conditions, explaining the 

need for new proposals to be consistent with these principles. 

The second chapter is devoted to the concept of permanent establishment as a prerequisite 

for granting a source State to impose taxation on the commercial activity of non-residents. It 

identifies the elements of the permanent establishment and its types to address the lack of physical 

elements in commercial digital cross-border transactions since its existence is strictly tied to 

physical presence in a source State. It is concluded that the rules for attribution of profit to 

permanent establishment, based on significant people function, are disabled to capture the profit 

generated for digital activity as digital transactions, in addition to losing physical elements, can be 

performed automatically without human intervention. 

The third chapter analyses existing proposals for taxation from the European Union, the 

Organisation for Economic Co-operation and Development and unilateral measures for expansion 

of the concept of permanent establishment and establishment of digital service taxes by Slovakia 

and Italy, respectively. It is defined that the expansion of permanent establishment is not an 

effective instrument to address the problem of digitalisation since it creates an additional 

administrative burden for taxpayers and national tax authorities, along with other proposals being 

discriminatory due to the establishment of global and local application thresholds. Thus, these 

proposals are not compatible with the requirements of the Ottawa Taxation Framework Condition. 

The fourth chapter formulate the sources of contradiction with the principles of 

international taxation of the digital economy and proposes the establishment of a global digital tax, 

applicable on general basis, inspired by doctrinal works coupled with a Global Tax Authority 

which would be responsible for administrating of the system of international taxation. 

In summary, the new proposal for taxing the digital economy shall be compatible with the 

requirements of digitalisation and the principle of taxation, while an effective system of 

administration shall be established to eliminate the practice of tax avoidance.  


