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Abstract:  

The objective of the thesis is to understand the recent debates related to Action 1 

Addressing Tax Challenges of the Digital Economy under OECD BEPS and review how 

the changes in technology expose the challenges to current international tax law. The 

thesis has been conducted by reviewing the related proposals under two “waves” of 

debates: taxation challenges of electronic commerce in the 1990s and taxation 

challenges of digital economy in the BEPS era (since 2013) as well as reviewing the 

technological changes under two periods and the implications for business models 

which in turn impact the current international tax law. The case in point is the online 

advertising business with three business models resulted from changes in customer-

targeting technologies used in online advertising. 

From the analysis of proposals by OECD during the last three decades, it could be seen 

that the nature of debates has not been significantly changed during the years and the 

OECD maintains a strong preference to measures that do not significantly change 

current international tax framework by sticking to the PE concept with great importance 

attached to physical locations. Under pressure from unilateral actions taken by 

countries to tax giant digital companies, OECD became active again with proposals 

under Unified Approach of Pillar One with new separate tax nexus. However, 

considering the political interests involved in dividing taxing rights, we expect that it 

would take a long time for the debate to finally reach any consensus. 

Another important finding of the research is the implication of technological changes 

on international tax law via changes in business models. Through the examination of 

three business models in online advertising industry, it is noted that source countries 

cannot rely on current PE concept to gain taxing rights over income from online 

advertising services performed by a foreign enterprise to a customer on the source 

country. Based on the benefits principle, it is worth considering the changes in 

international tax law to help source country benefit from these incomes. 
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1 INTRODUCTION 

1.1 Background and justification of the research 

Taxation is an important part of human life for its significant influence on various aspects 

of society. Taxation reflects the shared value, goals and aspirations of society and 

becomes the force that attaches individuals to the community.1 Taxation is also taken for 

granted as an “inherent and indispensable power of sovereign”. 2  As pointed out by 

Thomas Hobbes in his classic works, of essential rights that constitute sovereignty, it is 

“the power of raising money”.3 The allocation of such power among jurisdictions hence 

becomes one of the main topics under international tax law. In accordance with 

principles of international tax law, taxing right over business income is given to country 

in which the company has a permanent establishment. A permanent establishment can 

be constituted by either a fixed place of business or via a dependent agent within this 

country.4  

The development of information and communication technology (ICT) at an 

unprecedent pace as witnessed in recent years has changed how businesses across all 

sectors are done. The intangible characteristic of digitalisation permits the highly 

advanced technology business to provide services across border without setting up a 

physical presence in such market.5 It then raises concerns among different nations on 

the erosion of tax base, citing the irrelevance of the existing methods of allocation of 

taxing rights, which ultimately impacts the national sovereignty. This situation then 

makes researches and discussion over international tax law even more relevant. In this 

setting, OECD initiated its project on “Base Erosion and Profit Shifting” (BEPS) and 

“Aggressive Tax Planning”, which may bring in substantive changes to the fundamental 

principles of current international tax law.6 Of six pressure areas that has been identified 

by OECD in its 2013 Report “Addressing Base Erosion and Profit Shifting”,  the issue of 

application of prevalent international tax law to the taxation of profit derived from the 

delivery of digital services has come to attention of researchers in international tax law. 

 
1 Margaret A McKerchar, ‘Philosophical Paradigms, Inquiry Strategies and Knowledge Claims: Applying 
the Principles of Research Design and Conduct to Taxation’ (2008) 6 eJournal of Tax Research 5. 
2 Richard A Epstein, ‘Taxation in a Lockean World’ (1986) 4 Social Philosophy and Policy 49. 
3 Thomas Hobbes, Leviathan (2011) ch 18. 
4 OECD, ‘Model Tax Convention on Income and on Capital: Condensed Version 2017’ 
<http://www.oecd.org/tax/treaties/model-tax-convention-on-income-and-on-capital-condensed-version-
20745419.htm> accessed 9 October 2019. 
5 Arthur J Cockfield and others, Taxing Global Digital Commerce (Kluwer Law International 2013). 
6 Sjoerd Douma, ‘Legal Research in International and EU Tax Law’ [2014] Kluwer: Deventer 2014 
<https://papers.ssrn.com/abstract=2997210> accessed 29 October 2019. 
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There have been efforts to deal with this issue from OECD with BEPS Action 1 to deal 

with tax challenges of digital economy, European Commission with proposal for taxation 

based on “digital significant presence” and proposal for a common system of digital 

service tax, and unilateral measures adopted by different countries (e.g. France and 

United Kingdom with proposed Digital Service Tax). 

Unlike other initiatives taken under the roof of OECD BEPS project that already yielded 

certain agreements, OECD BEPS’s Action 1 on Tax Challenges of the Digital Economy is 

still undergoing intense debate and has not reached significant consensus. First initiated 

in 2013, the debate is still ongoing with the latest reports with proposals released in early 

2020, meanwhile, different countries expressed their impatience by introducing various 

unilateral measures to tax digital business. The matter of taxation of cross-border digital 

services hence attracts the attention from both tax policy makers and tax law researchers, 

giving rise to the emergence of literature recently. 

When it comes to the matter of taxing digital business, it first comes as surprise to me 

that digital business, at least, in some forms of electronic commerce, has already been 

existing in our lives since as far as back to the 1990s. Then, in case it is not totally new 

that digital services are offered across borders, why has the debate of taxing digital 

business gotten especially intense during the last few years since the release of OECD 

BEPS proposal? Another point that comes across my attention when reviewing previous 

research in this area is the high level of consensus that international tax regime needs 

reforming. And such consensus is supported by another implied consensus that the 

prevalent tax laws are built to facilitate the physical economic activities and hence are 

outdated in the era when more and more businesses come digital. It is hence worth re-

examining how digital services bring changes to the way cross-border businesses are 

taxed by challenging these above-mentioned consensuses.  

I also concern about OECD’s proposals related to addressing challenges of digital 

economy. Of various actions taken by OECD to addressing the BEPS issue, the first 

Action that aims at taxing challenges of digital economy turns out to be the most debated 

one. While the other Action plans have already been closed with proposals brought into 

real actions, proposals under Action 1 are still subject to intense debates. As debates over 

the taxation challenge of digital economy are not totally new but have existed since the 

time when the Internet became commercially popular in the 1990s, it is worth examining 

what has been proposed by the OECD in dealing with challenges from electronic 

commerce and then challenges from digital economy. Have there been any proposals 
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adopted in the past to challenges of electronic commerce and how they stay relevant (or 

become irrelevant) in the current context? 

1.2 Research questions and objectives 

Given the above motivation, this thesis is an attempt to systemize and validate the 

debates surrounding the tax challenges of digital economy by connecting the past debate 

over electronic commerce and international tax with the ongoing debate over taxation of 

digital economy. This thesis then attempts to review the underlying technologies that 

give rise to these two “waves” of debates; corresponding actions proposed and adopted 

in the past as well as current proposals; and to assess the relevancy of prevalent 

international tax principles by examining the specific case of online advertising business 

model. 

The research questions can be summarized as follows: 

1. What are the proposals brought by OECD to address the taxation challenges from 

digital economy, particularly related to the concept of “permanent 

establishment”? 

2. How do cross-border digital services, particularly, online advertising services, 

bring about challenge to the concept of “permanent establishment” under current 

international tax law? 

In addressing the first question, I plan to conduct the following steps: 

⎯ What are the rationales behind the prevalent setup of international tax law, 

especially the justification of “permanent establishment” concept, which decides 

the allocation of taxing rights concerning income generated from cross-border 

services?  

⎯ Have there been any proposals by OECD regarding the PE issue of digital 

business models prior to BEPS era and what were these proposals about? 

⎯ What are proposals that specifically address “nexus” challenge under Action 1 of 

OECD BEPS Project about? 

By conducting the above analysis, I want to systematize the rules based on which current 

international tax laws are shaped as well as what the debates over OECD Proposal are 

about. 
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In addressing the second question, the following sub-questions will be addressed: 

⎯ How are the allocation of taxing rights determined under tax treaties via the 

concept of permanent establishment? 

⎯ What are the technical differences from traditional advertising to online 

advertising? How has online advertising been evolved itself? How do these 

differences and evolvement pose threats to the concept of “permanent 

establishment”? 

By conducting the above analysis, I aim to identify the gaps (if any) in the concept 

“permanent establishment” under current tax laws with respect to taxing cross-border 

digital services in case of online advertising services and justify whether there is a need 

for changes in current tax laws to adapt the changes brought by digitalisation economy. 

1.3 Structure of the thesis 

This thesis is comprised of 7 chapters: 

Chapter 1: Introduction. This chapter presents the topic of the thesis. The opening part 

introduces the background and the justification for the research. The following part 

details research questions, research objectives, research plan and the structure of the 

thesis. 

Chapter 2: Research methodology. This chapter discusses how the taxation of cross-

border digital services is addressed in this thesis as a research subject with detailed 

elaboration on the choice of online advertising business model as a test case. The 

following part presents a summary of previous researches in the matter of international 

taxation and electronic commerce and later in the matter of taxation challenge of cross-

border digital services. The main research methodologies, i.e. legal doctrine and law and 

technology will also be presented in Chapter 2. The final part presents the delimitations 

of the thesis. 

Chapter 3: The evolution of technology and impacts on business models. This chapter 

presents the change in technology and impacts in the way business activities are 

conducted. This chapter helps partly address the second research question of how cross-

border digital services impose challenges to current international tax laws. 

Chapter 4: International tax framework. This chapter discusses the theoretical 

framework that decides how taxing rights are allocated among jurisdictions. The first 
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part presents with the economic principles used by the economists to justify the 

allocation of taxing rights. Second, the two common jurisdictions to tax are introduced. 

The following part introduces the problem of double taxation and application of tax 

treaties as the measure to relieve double taxation. On this background, the permanent 

establishment concept as the nexus in dividing taxing rights under tax treaties is 

presented. This chapter provides with fundamental understanding of how taxing rights 

are now allocated among countries with parties involving in cross-border transactions, 

preparing for the next chapter on proposals of OECD towards the “nexus” challenge. 

Chapter 5: Proposals of OECD related the “nexus” challenge: This chapter addresses 

the first research question of proposals brought up by OECD since the debate of 

international taxation and electronic commerce in the mid-1990s and the recent debate 

upon the BEPS project. To understand how cross-border digital services specially 

become a matter of concern for tax policy makers, I do a research on how this matter has 

been evaluated and addressed by OECD since the early development of Internet. The two 

first parts present the OECD’s attempts to modify PE concepts to address taxation 

challenges from electronic commerce and then the digital economy. The third part is to 

explain the implications of proposals by OECD on current tax treaties. This chapter 

directly addresses the first research question and provides a background of the current 

tax debate related to digital economy. 

Chapter 6: The case of online advertising business model: To better understand how 

current international taxation is challenged by cross-border digital services, I examine 

the case of online advertising business. First, the evolution of technologies used in 

targeting customers in advertising business will be presented. A background of online 

advertising market is also profiled. Second, based on the information of technologies and 

market players in online advertising business, I reconstruct the transaction 

arrangements of three online advertising business models and apply current provisions 

related to PE under the OECD Model Tax Convention and the Commentaries. Examining 

how PE-related provisions and commentaries deal with evolving online advertising 

business model helps address the second research question. 

Chapter 7: Conclusion: This chapter summarises research findings from chapter 3 to 

chapter 6. Focuses will be on the tendency of proposals by OECD throughout the years 

as well as how changes in technology inherently pose challenges to direct taxation. 

Suggestions for future researches are also provided. 



 

 

6 

2 RESEARCH METHODOLOGY 

2.1 Taxation of cross-border digital services under international tax law: 
the case of online advertising business 

First, the term “cross-border” is used to describe transactions that involve parties from 

different jurisdictions and that trigger tax obligations from in more than one country. 

Second, the term “digital services”, in the scope of this thesis, refers to services rendered 

under different business models arising as a consequence of advances in information and 

communication technology. In OECD’s 2015 Final Report on BEPS Action 1, OECD 

attempted to list out several prominent examples of business models, i.e. electronic 

commerce, payment services, app stores, online advertising, cloud computing, high 

frequency trading, and participative networked platform.7 Another attempt of defining 

“digital services” can be found in United Kingdom’s draft legislation for Digital Services 

Tax8, wherein the “digital services activity” means providing (a) a social media platform, 

(b) an internet search engine, and (c) an online market place. Given that OECD’s reports 

are the primary source of this thesis, I rely on the description of business models as raised 

by OECD in its reports and working papers to confine the scope of digital services for 

study purposes. The general theme of the thesis is about the prevalent tax provisions that 

govern the activities of providing digital services across jurisdictions as well as the 

proposals for changes in taxes applied to these activities raised by OECD. 

Third, international tax law is a part of tax law that comprises tax provisions concerning 

international or cross-border economic relations. Provisions of international tax law are 

applicable when a tax object is simultaneously connected with two or more jurisdictions.9 

Provisions of international tax laws in this thesis are comprised of domestic provisions 

that govern taxation of income with connection to two or more jurisdictions, domestic 

provisions that govern the application of tax treaties, provisions under bilateral tax 

treaties, and model conventions and commentaries from OECD. Along with the 

globalisation trend, when nations are more and more interconnected, taxation is not only 

 
7 OECD, Addressing the Tax Challenges of the Digital Economy, Action 1 - 2015 Final Report (OECD 
2015) ch 4 <https://www.oecd-ilibrary.org/taxation/addressing-the-tax-challenges-of-the-digital-
economy-action-1-2015-final-report_9789264241046-en> accessed 2 November 2019. 
8 ‘Introduction of the New Digital Services Tax - GOV.UK’ 
<https://www.gov.uk/government/publications/introduction-of-the-new-digital-services-tax> accessed 
27 November 2019. 
9 Marjaana Helminen, Finnish International Taxation (Talentum 2014) 
<https://researchportal.helsinki.fi/en/publications/finnish-international-taxation-4> accessed 30 
October 2019. 
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about the matter of what, how, and on whom to be taxed within a country but also 

concerned how different nations allocated taxing right on the same tax object. One 

noteworthy point of international tax law is that there exists no supra-national rule in 

international tax law, except the case of the European Union with certain law rules 

applicable to all EU Member states. Each nation has its own tax system which includes 

provisions concerning international tax law and such provisions may not be the same as 

those of other nations.10 When it comes to discuss how cross-border digital services are 

taxed under international tax law, the matter of concern here is mainly the means by 

which taxes are allocated between jurisdictions of parties that involve in the transactions. 

Such a point has been confirmed in OECD’s Public Consultation report in 2019 that 

digitalisation’s challenges imposed on direct tax mainly relate to the question of how 

taxing rights on income from cross-border activities in digital age should be allocated.11 

2.1.1 The choice of online advertising business model 

Online advertising business model is chosen as the test case of taxation of cross-border 

digital services under international tax laws. Online advertising first appeared in 1994 

when a website named HotWired offered to display AT&T’s banner on its website.12 The 

emergence of World Wide Web also led to the birth of search engines which at the same 

time provided with advertising services.13 Since the earliest days of the Internet, online 

advertising has sparked interests in both tax policy makers and tax researchers for its 

unique characteristics of being unbound by geographical borders and the involvement of 

multiple parties in its transactions in which the end-users of advertised products might 

not be the payee or payor. When the OECD started launching the BEPS Project with 

Action 1 focusing on taxation challenge of digital economy, online advertising was also 

one business model that attracted attentions as this business model embraces full 

characteristics of new business models of digital economy, especially the use of data 

generated from users. In addition, the constant growth in market size of online 

advertising industry makes it a promising untapped source of revenue for tax authorities 

around the world. In accordance to PwC’s report, in 2018, global spending on online 

 
10 ibid. 
11 OECD, ‘Addressing the Tax Challenges of the Digitalisation of the Economy’ (2019) Public Consultation 
Document <http://www.oecd.org/tax/beps/public-consultation-tax-challenges-of-digitalisation-13-14-
march-2019.htm> accessed 30 November 2019. 
12 Barbara K Kaye and Norman J Medoff, The World Wide Web: A Mass Communication Perspective (2001 
update, Mayfield Pub 2001). 
13 David S Evans, ‘The Online Advertising Industry: Economics, Evolution, and Privacy’ (2009) 23 The 
Journal of Economic Perspectives 37. 
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advertising was USD107.5 billion.14 It is estimated that online advertising industry would 

witness strong performance with compound annual growth rate (CAGR) from 2018 to 

2023 to be 8.4%.15 

The long appearance of online advertising since the earliest phase of Internet era, its 

constant revolution online business model and its underlying technological changes 

make it a good case study for testing the dynamics between technology changes and 

relevant tax laws to catch up with the changes. 

2.2 Previous researches on this area in general 

In OECD’s final report, OECD emphasized the unprecedented impacts brought by digital 

technology to the ways business are carried out, creating the first impression, at least to 

me, that the issues raised there are comparatively new along with the recent development 

of information technology (i.e. the popularity of data analytics, cloud computing, etc.). 

The review of literature available in this topic is by no means an easy task due to the vast 

number of researches done, especially since the initiation of BEPS project, and the lack 

of a systematic review of available researches specifically related to this topic within 

papers dated recently. Per my review of business models mentioned under OECD BEPS 

final report in 2015, some of them are not totally new, for example, online retailer or 

internet advertising. In fact, in Annex A of OECD BEPS final report in 2015, OECD also 

provided with a background of previous work done on digital economy, i.e. work leading 

to the Ottawa Ministerial Conference on Electronic Commerce during 1996-1998, and 

follow-up works by the Committee on Fiscal Affairs, mainly modification to commentary 

to provisions of tax treaties under Model Tax Convention.16 

How does the discussion over taxation of electronic commerce relate to recent discussion 

of digital economy? It is critical that we understand what electronic commerce was 

defined in the former debate. “Electronic commerce” is defined as a wide array of 

commercial activities carried out through the use of computers, including online trading 

of goods and services, electronic funds of transfers, online trading of financial 

instruments, electronic data exchanges between companies and electronic data 

 
14 PwC, ‘Global Entertainment & Media Outlook 2019–2023’ (2018) 
<https://www.pwc.com/gx/en/entertainment-media/outlook-2019/entertainment-and-media-outlook-
perspectives-2019-2023.pdf>. 
15 ibid. 
16 OECD, Addressing the Tax Challenges of the Digital Economy, Action 1 - 2015 Final Report (n 7) 151–
164. 
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exchanges within a company.17 There were a number of activities identified by Doernberg 

and Hinnekens as activities that can be carried out over Internet: the sale (or the lease) 

of goods; the provision of services (e.g. banking, health care, technical advice); the sale 

or licensing of computer software, the downloading of entertainment (e.g. movies, books, 

CD’s); the provision of online information (e.g. LEXIS/NEXIS database); the provision 

of advertising gambling; and round-the-clock global trading in all manner of financial 

instruments. 18  These above-mentioned activities are not too different from business 

activities as described in OECD BEPS Final Report 2015 or in UK’s Digital Service Taxes. 

Notwithstanding that, there still exist differences between “electronic commerce” and 

“digital economy”. The first difference is that while electronic commerce is comprised 

both the exchange of goods and services, the digital economy is weighted more towards 

the trade of intangibles. The second difference is that the activities under digital economy 

are conducted via not only computer but also other platforms, i.e. mobile. Finding the 

relationship between the discussion of international taxation and electronic commerce 

in the past with the discussion of international taxation in digital economy helps me 

consolidate my understanding about the change in technology and the development of 

the related debates. 

Given that, in reviewing researches done previously in the subject of taxation of digital 

economy, I divide them into two main groups of researches: (1) researches done on the 

topic of electronic commerce and international taxation in the 1990s, and (2) researches 

done on the topic of international taxation of digital economy during the time of BEPS.  

Researches on international taxation and electronic commerce have been conducted in 

an extensive manner since the mid of 1990s. One of the earliest and most extensive works 

done in this period is the work by Doernberg and Hinnekens.19 As identified by the 

authors in the book, despite the general consensus of emphasis on tax neutrality 

principle, there exist debates over the approaches. While the US Framework for Global 

Electronic Commerce insisted on not imposing any new taxes on internet commerce, the 

Bonn conference with participations of ministers from the European Union held the 

general view that conservative taxation treatment would not solve the problem raised by 

 
17 Richard L Doernberg and Luc Hinnekens, Electronic Commerce and International Taxation (Kluwer Law 
International 1999) 3. 
18 ibid 8. 
19 Doernberg and Hinnekens (n 17). 
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advanced technology.20 Disregarding the debate, which was viewed by authors to involve 

geopolitical factors and scientific factors, the authors provided with a comprehensive 

review of traditional international tax rules, technological changes and electronic 

commerce, and application of prevalent law to tax hypothetical electronic commerce 

activities. The authors focused on analysing substantive issues involved (rather than 

procedural issues such as tax administration and enforcement) such as jurisdiction to 

tax, the durability of permanent establishment concept in the face of electronic 

commerce, and income characterization. Upon reviewing the current tax laws governing 

electronic commerce activities, the authors viewed that the growth of electronic 

commerce would remain steady and governments should just make incremental changes 

to existing tax regulations. The authors also proposed with different approaches to 

allocate taxing rights between residence and source countries, for instance, keeping the 

status quo, enhanced residence-based taxation, enhanced sourced-based taxation, 

adapting prevalent permanent establishment concept or unitary taxation.21  

For researches of taxation on digital economy at later stage, the most important work to 

start with is evidently the report series issued by OECD/G20 BEPS Project on addressing 

the tax challenges of the digital economy. In the final report in 2015, OECD claimed that 

it would be impossible to ring-fence digital economy for tax purposes as digital economy 

has been increasingly important and integrated an unseparated part of economy. 

According to the report, the key features of digital economy include mobility, reliance for 

data, network effects, the spread of multi-sided business models, a tendency toward 

monopoly or oligopoly and volatility.22 These characteristics were further grouped into 

three key features: (1) cross-jurisdictional scale without mass, (2) reliance upon 

intangible assets, and (3) data and user participation.23 While the first two feature are 

not typically unique to digital business model and not new in comparison with 

characteristics of electronic commerce activities as identified since the middle of 1990s, 

OECD claimed that these features were more prevalent in recent technology and having 

 
20 ibid. Summarized by Doernberg and Hinnekens from Office of the Press Secretary of the White House, ‘A 
Framework for Global Electronic Commerce: An Executive Summary’ (1997) Telecommunications, v31 n9 
p35-36,40 <https://eric.ed.gov/?id=EJ550778> accessed 6 December 2019 and European Ministerial 
Conference, ‘Bonn Industrial Declaration on Electronic Commerce’ (1997) 
<http://www.echo.lu/bonn/industry.html> accessed 6 December 2019. 
21 Doernberg and Hinnekens (n 17) 302–342. 
22 OECD, Addressing the Tax Challenges of the Digital Economy, Action 1 - 2015 Final Report (n 7) 11. 
23 OECD, Tax Challenges Arising from Digitalisation – Interim Report 2018: Inclusive Framework on 
BEPS (OECD 2018) <https://www.oecd-ilibrary.org/taxation/tax-challenges-arising-from-digitalisation-
interim-report_9789264293083-en> accessed 8 December 2019. 
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more BEPS risk-exacerbating effects.24 The third feature is so far the most controversial 

and debated among countries and researchers. OECD views that data enables digitalized 

businesses to understand customer preferences in a more real-time and accurate 

manner, which then helps improve the products and services, leading to productivity and 

growth.25  This feature gives rise to further researches on whether value concept be 

reliable to justify the jurisdiction to tax as well as how value should be recognized and 

measured for tax purposes. 

2.3 About the research methodologies applied in the thesis 

2.3.1 Legal doctrine 

Legal science is not merely about the technical process and the acquisition of skills but 

rather about the methodology or approach that the researchers employ to address 

research objectives.26 In addressing the research questions, the dominant methodology 

of this thesis is legal doctrine. Legal doctrine, or otherwise referred to as black letter law, 

doctrinalism, and legal-dogmatic research,27 is a methodology that concerns researching 

current positive law as laid down in written and unwritten rules, principles, concepts, 

doctrines, case law and annotations in the literature.28 As described by Smits (2015), 

legal doctrine is an approach that attempts to systematically expose the principles, rules, 

and concepts underlying a specific legal field and analyses the relationships between 

these components so as to facilitate a thorough understanding of the law. 29  Legal 

doctrine helps describing what law is and serves as the starting point for further legal 

research. Without a thorough understanding of what existing laws are about, legal 

researches from other perspectives would be impossible.30  And the coherent nets of 

principles as established from the doctrinal analysis also serve as justification for the 

existing law. It could be understood that a rule should be best fit within the system, 

 
24 OECD, Addressing the Tax Challenges of the Digital Economy, Action 1 - 2015 Final Report (n 7) 11. 
25 OECD, Tax Challenges Arising from Digitalisation – Interim Report 2018 (n 23) 53. 
26 Michael Salter and Julie Mason, Writing Law Dissertations: An Introduction and Guide to the Conduct 
of Legal Research (Pearson/Longman 2007). 
27 Jan Vranken, ‘Exciting Times for Legal Scholarship’ (2012) 2 Law and Method 42. 
28 ibid. 
29 Jan M Smits, ‘What Is Legal Doctrine? On the Aims and Methods of Legal-Dogmatic’ [2015] Maastricht 
European Private Law Institute Working Paper No. 2015/06. 
<https://papers.ssrn.com/sol3/papers.cfm?abstract_id=2644088> accessed 6 October 2019. 
30 ibid. 
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otherwise, it is not law.31 Doctrinal research thus serves as an end for legal research as 

well. 

As described by Smits32 as the first core element, legal doctrinal approach adopts an 

internal perspective, which means that the law itself provides with sources for further 

study, description, explanation and analysis into (conflicting) underlying values, 

presuppositions and principles, as well as for criticism and any needed proposals for 

improvement.33 Regarding the second research question on how cross-border digital 

services bring about challenges to current tax laws, it is critical to understand how taxing 

rights on income derived from supplying cross-border services are allocated between 

jurisdictions under international tax law. The next step is to apply the prevalent tax 

regulations on the provision of cross-border digital services, and then to figure out the 

conflicts in current law. By following the above steps, I aim to build a systematic 

understanding of how the tax laws are applied in the case of cross-border digital services, 

particularly in the case of online advertising business model. 

Another important element of legal doctrine is that it systematizes the present law and 

hence accommodate new developments such as recently issued legal documents against 

the change in society. Smits viewed that the third feature distinguished legal doctrine 

from the historical and comparative method in the sense that legal doctrine is about 

understanding the positive law.34 In this sense, legal doctrine methodology helps address 

the first research question in reviewing the current PE-related provisions under 

international tax laws and the proposals related to PE by the OECD. In this thesis, I 

would like to bring in an internal perspective to describe how challenges related to PE 

concepts have been discussed and addressed in a chronological timeline along with the 

development of information and communication technology. Then an evaluation of the 

effectiveness of the changes throughout the time to PE concept and the upcoming 

proposal will be given. 

The following diagram represents research steps involved in the legal doctrinal 

methodology in this thesis. 

Figure 1 Research steps under the legal doctrinal approach used in this 
thesis 

 
31 ibid. 
32 ibid. 
33 Vranken (n 27). 
34 Smits (n 29). 
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2.3.2 Law and technology 

It comes as inevitable fact that relentless development of technology brings about 

unprecedented challenges to the important interests and values traditionally upheld by 

laws.35  It then necessitates an active legal research that accounts for the interaction 

between law and technology. In this background, law and technology as a research 

methodology has become an important branch of legal research and received more 

attentions from legal researchers. As a matter of definition, the term “law” refers to all 

government institutions that regulate individual or business conduct and that comprises 

court decisions, legislation, administrative rulings, and government policies. 36 

Regarding the term “technology”, while it comes to the impression of general audiences 

that technology should be relatively new, most of researchers sought for a broad 

definition of technology to cover all technological fields.37 According to Koops, the term 

“technology” refers to “the broad range of tools and crafts that people use to change or 

adapt to the environment”.38 Cockfield even gave a broader definition to technology as 

“human modification of the environment for a useful purpose”.39 In according to Moses, 

there exists distinction between “technology regulation” scholarship and the study of 

technological change.40 While the former focuses on the newness of technology and the 

ways laws should regulate the new technology, the latter puts emphasis on technology 

change and how law or regulation adapts in an evolving socio-technical landscape.41 It is 

also suggested that the dimension of time be respected in the study of regulation of 

 
35 Arthur J Cockfield, ‘Towards a Law and Technology Theory’ (Social Science Research Network 2004) 
SSRN Scholarly Paper ID 615088 1 <https://papers.ssrn.com/abstract=615088> accessed 5 April 2020. 
36 ibid 2. 
37 Lyria Bennett Moses, ‘How to Think about Law, Regulation and Technology: Problems with 
“Technology” as a Regulatory Target’ (2013) 5 Law, Innovation and Technology 1, 2. 
38 EJ Koops, ‘Ten Dimensions of Technology Regulation: Finding Your Bearings in the Research Space of 
an Emerging Discipline’ [2010] Dimensions of technology regulation 309, 314. 
39 Cockfield, ‘Towards a Law and Technology Theory’ (n 35) 2. 
40 Moses (n 37) 6. 
41 ibid 6, 10. 
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technology by extending the study to cover not only “invention” but also “innovation” 

and “diffusion”.42 Brownsword proposed the terminology of “the challenge of regulatory 

connection” in an effort to call for “constant reconnection” to study the mismatch 

between laws and technology change.43 Cockfield, as an active researcher in the matter 

of international taxation and digital commerce, opined that a theory of law and 

technology provided with frameworks to identify and address the cases where change in 

technology undermined values and interests traditionally protected by law.44 If we apply 

the above concept of law and technology as proposed by Cockfield, it is then helpful that 

we start from determining what might be the values or the interests currently protected 

by current international tax law and how technology change threatens these value or 

interests. In the scope of this thesis, to describe the general changes in information and 

communication technology, I employed the previous literature in international taxation 

and electronic commerce and technological description in OECD’s working papers to 

depict the changes in technology. For the technological changes in online advertising 

business model, I relied on the literature from management perspectives on online 

advertising or digital marketing business model. 

The following diagram represents research steps involved in the law and technology 

methodology in this thesis. 

Figure 2 Research steps under the law and technology approach used 
in this thesis 

 

 
42 ibid 16. 
43 Roger Brownsword, Rights, Regulation, and the Technological Revolution (Oxford University Press 
2008) ch 6. 
44 Arthur J Cockfield, Walter Hellerstein and Marie Lamensch, Taxing Global Digital Commerce (2020) 
488–489. 

 

Examine the underlying technological change in general and in 
advertising business

Examine how change in technology results in change in business 
model

Examine how change in business model creates challenges to 
taxation by applying current international tax rules.



 

 

15 

2.3.3 Source of data 

Given the legal context of the research, for the legal doctrine methodology, the main 

source of data comes from prevalent international tax law. As mentioned above, 

international tax law is a part of tax law that comprises tax provisions concerning 

international or cross-border economic relations. Provisions of international tax law are 

applicable when a tax object is simultaneously connected with two or more 

jurisdictions.45 In general, provisions of international tax laws are comprised of domestic 

provisions that govern taxation of income with connection to two or more jurisdictions, 

domestic provisions that govern the application of tax treaties, and provisions under 

bilateral tax treaties. As a general principle of international tax law, treaty provisions 

override domestic tax law’s provisions in case of conflict. As the tax treaties are bilaterally 

signed between countries with the detailed provisions depending on the negotiation 

process and bargaining powers of parties involved, even one country may have different 

versions of tax treaties when signing with different countries. Therefore, considering that 

a significant number of tax treaties are concluded based on OECD Model Tax Convention 

and the terms and structures of OECD Model Convention are largely integrated in 

bilateral tax conventions of even non-OECD member countries 46, the primary legal 

source for both the research questions, especially the second one, in this thesis is Article 

5 of the OECD Model Tax Convention that provides with definition of PE. The 

Commentaries will also be used as a primary source of interpretation as they are “well-

known and easy access” to both OECD and non-OECD member countries.47 The latest 

version of OECD Model Tax Convention and Commentaries as it read on 21 November 

2017 will be used, unless otherwise specified.48 

For the first research question, concerning the measures that OECD have come up  to 

deal with the “nexus” challenge raised by electronic commerce and then digital economy, 

I relied on proposals related to PE under OECD’s official reports and working papers and 

PE definitions and any modifications to PE definitions in OECD Model Tax Convention 

and Commentary from time to time to systematize the proposals and actual 

modifications related to the PE concept. Specifically, for the discussion regarding 

 
45 Helminen (n 9). 
46 Andreas Haufler, ‘Taxation in a Global Economy’ (Cambridge University Press 2001) Cambridge Books 
51 <https://econpapers.repec.org/bookchap/cupcbooks/9780521782760.htm> accessed 18 February 
2020. 
47 Arvid Aage Skaar, Permanent Establishment: Erosion of a Tax Treaty Principle (Kluwer Law and 
Taxation Publishers 1991) 45. 
48 OECD, ‘Model Tax Convention on Income and on Capital’ (n 4). 
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OECD’s works to deal with taxation challenge of electronic commerce, the most 

influential work is Ottawa Taxation Framework Conditions 1998. 49 Follow-up works 

after Ottawa by OECD Business Profit Technical Advisory Group will be also discussed.50 

For discussion regarding OECD’s works to deal with taxation challenge of digital 

economy (or works under BEPS era), the reports under Action 1 would be used, 

specifically, the Final Report51 in 2015, the Interim Report52 in 2018 and the Programme 

of Work53 in May 2019. In addition to Action 1, the Final Report in Action 7 with respect 

to Preventing the Artificial Avoidance of Permanent Establishment Status54 would be 

used since the proposals under Action 7 were in fact realised in the latest version of the 

OECD Model Tax Convention and Commentaries as it read in 21 November 2017.55 As 

reports under the BEPS projects are not considered a proper source of law, proposals 

under BEPS project would be analysed more from a political-sociological perspective so 

that the audiences could gain an understanding of actions taken by states, enterprises, 

individuals and non-governmental organisations.56 In addition, in a discussion of the 

taxation of online advertising business model, I also relied on the recent case study of 

Google Ireland Limited v. French tax authority. 57 Therefore, specific provisions under 

French-Ireland Income Tax Treaty as well as the opinions of the Court will be quoted in 

the thesis. However, it is noted that the use of this case is to demonstrate how the PE 

provisions are interpreted in real-life case study. 

As the thesis is also conducted from the law and technology perspective, other non-legal 

sources are also employed so that the audiences could have a thorough understanding of 

 
49 OECD, ‘A Report by the Committee on Fiscal Affairs, as Presented to Ministers at the OECD Ministerial 
Conference, “A Borderless World: Realising the Potential of Electronic Commerce” on 8 October 1998.’ 
(1998) <https://www-oecd-org.proxy.shh.fi/ctp/consumption/1923256.pdf>. 
50 OECD, Addressing the Tax Challenges of the Digital Economy, Action 1 - 2015 Final Report (n 7) 154–
156. 
51 ibid 364. 
52 OECD, Tax Challenges Arising from Digitalisation – Interim Report 2018 (n 23) 168. 
53 OECD, ‘Programme of Work to Develop a Consensus Solution to the Tax Challenges Arising from the 
Digitalisation of the Economy’ (n 305). 
54 OECD, Preventing the Artificial Avoidance of Permanent Establishment Status, Action 7 - 2015 Final 
Report (OECD 2015) <https://www.oecd-ilibrary.org/taxation/preventing-the-artificial-avoidance-of-
permanent-establishment-status-action-7-2015-final-report_9789264241220-en> accessed 7 March 2020. 
55 OECD, ‘Model Tax Convention on Income and on Capital’ (n 4). 
56 Douma (n 6) 51. 
57 See the press release of Paris Administrative Court with relevant reports of the case at ‘La Société 
Irlandaise Google Ireland Limited (GIL) n’est Pas Imposable En France Sur La Période de 2005 à 2010’ 
<http://paris.tribunal-administratif.fr/Actualites-du-Tribunal/Communiques-de-presse/La-societe-
irlandaise-Google-Ireland-Limited-GIL-n-est-pas-imposable-en-France-sur-la-periode-de-2005-a-
2010?fbclid=IwAR1SEZUfITHg81pOcRrhLb3bKLAT3UErzmSZ1y_A7tHdFTRap0sTzRM4hv4> accessed 
19 April 2020. 



 

 

17 

how technology, especially technology used in online advertising, has changed 

throughout the years. 

2.4 Delimitations 

This thesis dealt mainly with the allocation of taxing rights under tax treaties, the concept 

of “permanent establishment” as defined under OECD Model Tax Convention and its 

Commentaries in particular. Therefore, I mainly mention the development of PE 

concepts under OECD Model Tax Convention and its respective Commentaries as well 

as OECD’s respective proposals and not regard the provisions under UN Model Tax 

Convention or specific double tax treaties. 

Another limitation of this thesis is its sole focus on direct taxation issue. While the 

digitalization of economy is depicted to present with challenges to both areas of direct 

tax and indirect tax, this thesis focuses on direct taxation, specifically the impacts of 

digitalization to the matter of allocation of taxing rights under tax treaties through the 

concept of permanent establishment. The issue related to indirect taxes, i.e. value added 

tax, sales tax, etc. is not addressed. 

OECD identified two key rules that frame the taxation of profits from cross-border 

transactions, i.e. the nexus rule to determine jurisdiction to tax a non-resident enterprise 

and the profit allocation rule that determines the relevant share of profits subject to 

taxation.58 As profit allocation is the next step following the determination of jurisdiction 

to tax and that is not related to the concept of “permanent establishment”, I will not 

discuss the regulations as well as any proposals related to the profit allocation rules in 

the scope of this thesis. 

While the works under OECD BEPS Action 1 are still in progress with constant updates 

from OECD, my thesis confined the time limitation of materials up to January 2020. 

 

 
58 OECD, Tax Challenges Arising from Digitalisation – Interim Report 2018 (n 23) 167–168. 
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3 THE EVOLUTION OF TECHNOLOGY AND IMPACTS ON 
BUSINESS MODELS 

When it comes to the taxation of digital services, one question may come across many of 

us that what are typical of recent technology developments so as to give rise to the need 

for a tax reform concerning digital services. It would be generally assumed that 

considering the appearance of digitalised businesses, i.e. online retailing, online 

advertising from the beginning of the 1990s, international tax laws should have been 

developed to catch up with changes accordingly. The taxation of cross-border digital 

services is indeed not a new issue. Since the rise of electronic commerce from the 

beginning of the 1990s, there have been various literatures that addressed the challenges 

brought by the growth of global e-commerce. Then why does the debate around the 

taxation of digitalised business model get especially intense recently since BEPS? Should 

there be any disruptive technological development appearing that triggers the intense 

debate? Given the above, this chapter attempts to present the change in technology that 

gives rise to change in the way business activities are conducted. The study of the change 

of technology is to reconstruct a timeline where the change in technology and the change 

in tax law are learnt and hence, to figure out the “mismatch” between these two subjects. 

3.1 Technology advances before the “Internet” 

Humans have participated in trade since the prehistoric era as evidenced from the 

archaeological findings of primitive man ornaments and weapons whose origins were 

traced to faraway lands from the excavation sites.59 One of the earliest available records 

in clay tablets revealed that the ancient Egyptian and Babylon witnessed frequent 

exchanges of commodities such as grain, weapons, building materials, etc. 60  The 

Phoenicians in Middle East are believed to have been the first that maintained active 

commerce activities by means of mastery at sea navigation, which were then further 

developed by the Greeks in the Mediterranean.61 The “pax Romana”, the 200-year-long 

period of peace, which was credited to Roman’s great organising and administrating 

skills, provided with opportunities for commercial development.62 The Scandinavians 

with great ship building and sea navigation skills led the revolution in maritime 

commerce, pushing for greater development of cross-border commerce during the 

 
59 Clive Day, A History of Commerce (New York [etc] Longmans, Green, and Co 1914) 9 
<http://archive.org/details/commerchistory00daycrich> accessed 12 January 2020. 
60 ibid 10–11. 
61 ibid 13. 
62 ibid 26. 
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Middle Age.63 The Renaissance witnessed significant commercial development driven by 

the extension of geographical exploration and discovery. 64  Later, in the nineteenth 

century, significant technical progress with the new material inventions, steam-engine, 

intensive use of machinery have transformed the cross-border commerce activities in 

even more dramatic manner.65  

According to Macaulay: 

“The chief cause which made the fusion of the different elements of society so 

imperfect was the extreme difficulty which our ancestors found in passing from 

place to place. Of all inventions, the alphabet and the printing press alone 

excepted, those inventions which abridge distance have done most for the 

civilisation of our species. Every improvement of the means of locomotion 

benefits mankind morally and intellectually as well as materially, and not only 

facilitates the interchange of the various productions of nature and art, but 

tends to remove national and provincial antipathies, and to bind together all 

the branches of the great human family.”66 

It could be seen that the development of commerce in the human history has been 

constantly driven by different factors, but the most important one is technology progress. 

From the maritime commerce to the invention of locomotive engine, and later, the 

invention of the computer and Internet, all the revolutions have one thing in common, 

which is the ability to abridge the geographical distance between lands. It then raised one 

debate whether there is a need for reform of tax laws in face of digital challenge. Many 

argue that Internet should just be regarded as a part of constant technological progress 

as several questions typical to the rise of Internet resemble to the debates once raised 

when modern shipping or aviation first appeared.67 One trait that the revolutions before 

Internet have in common is that they cannot totally erase the physical traces in exchange 

of goods and services. These revolutions only help shorten the distances between the 

sellers and the buyers, facilitating higher volume of goods and services exchanged but 

parties involved in the exchange still have contacts at physical locations to get the goods 

or services transferred or rendered. The invention of computer and telecommunication 

 
63 ibid 70. 
64 ibid 128. 
65 ibid 274. 
66 Thomas Babington Macaulay, The History of England, vol 1 (5th edn, 1849) 370 
<http://gutenberg.org/ebooks/20273.mobile> accessed 18 January 2020. 
67 Subhajit Basu, Global Perspectives on E-Commerce Taxation Law (Ashgate 2007) 2. 
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technologies then challenges such status quo and brought about tremendous impact on 

the cross-border commerce activities, especially in the provision of services. 

3.2 The development of Information Communication Technology (ICT): 
From electronic commerce to digital economy 

As mentioned in the second part on previous researches in the field of taxation of digital 

commerce, there has been a shift from researches on electronic commerce and 

international taxation from early 2000s to researches that capture the impacts of 

taxation on digital economy since the release of BEPS report by OECD. In the 2015 Final 

report, the previous work on electronic commerce, i.e. the work that led to the 1998 

Ministerial Conference on Electronic Commerce in Ottawa and the related outcomes, 

was also considered prior work on the digital economy.68 While the difference between 

impacts on cross-border commerce exerted by the past inventions, e.g. maritime 

commerce, steam engine, and by the inventions of computer and Internet can be more 

or less reasonably related by general audiences, it takes extra efforts to understand what 

is the incremental change in the last 20 years from electronic commerce to the so-called 

digital economy. While the Internet is frequently loosely credited for the development of 

electronic commerce and later, the digital economy, constant revolutions in ICT should 

be credited for. This part attempts to bring in the characteristics of underlying 

technologies that makes the inventions in ICT become disruptive forces in comparison 

with the past technological advances. 

3.2.1 From electronic commerce 

The term “Electronic commerce” refers to “the use of computer networks to facilitate 

transactions involving the production, distribution, sale, and delivery of goods and 

services in the market place”.69 Electronic commerce is not confined to the streamlining 

of relationship between consumer and business but also extended to the enhancement 

of efficiency in business processes within a firm and between firms.70 In a report on tax 

policy implications of electronic commerce issued by US’ Department of Treasury in 

1996, types of electronic commerce activities included retailing and wholesaling; the sale 

of computer software, photographs, online information such as legal reference 

 
68 OECD, Addressing the Tax Challenges of the Digital Economy, Action 1 - 2015 Final Report (n 7) 151–
165. 
69 Cockfield and others (n 5) 11. 
70 ibid. 
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information (LexisNexis), magazine or book via distribution by CD-ROMs, 

videoconferencing, stock trading, to name a few.71 

The technological revolution related to electronic commerce is frequently associated with 

the inventions of personal computing devices, i.e. computers, mobile devices, other 

physical artefacts, etc. and the Internet. However, the most critical change that underlies 

all these mentioned products is the transformation of manner by which information is 

communicated, which is coined as “digitisation” 72 . In accordance with Gartner’s 

definition, “Digitization is the process of changing from analog to digital form, also 

known as digital enablement.”73 As described about the technological advances before 

the Internet, one common trait of the inventions before Internet is that the commercial 

transactions are still conducted in a physical manner. Under digitisation process, 

information of various types, i.e. images, speeches, text, etc. is converted into a sequence 

of number, and then, can be transmitted globally at the speed of light. The recipients of 

the information can easily convert the transmitted information back to the original 

format. 74  As put by Negroponte, “the technological revolution is about the global 

movement of bits which are colorless, sizeless, and weightless.”75 Such process allows 

various goods and services to be rendered in digital formats and become “information 

goods”. 

Digitisation lays the most fundamental ground for the existence of Internet. The Internet 

is a term that refers to the interconnected networks that connect millions of computers 

worldwide.76 While the Internet refers to the logical network infrastructure that involves 

the use of software infrastructure, it is not made possible without the development of 

hardware infrastructure. Hardware infrastructure is comprised of three main 

components: network access equipment, local on-ramps, and the telecommunication 

networks. 77  "Network access equipment or terminal equipment is the end-user’s 

terminal equipment that enable end-user to connect with the network. Examples of 

 
71 ‘Selected Tax Policy Implications of Global Electronic Commerce’ (Department of the Treasury Office of 
Tax Policy 1996) 9–11 <https://www.treasury.gov/resource-center/tax-policy/Documents/Report-Global-
Electronic-Commerce-1996.pdf>. 
72 Cockfield and others (n 5) 13. 
73 See definition of ‘Digitization’ (Gartner) <https://www.gartner.com/en/information-
technology/glossary/digitization> accessed 4 February 2020. 
74 Cockfield and others (n 5) 48. 
75 Nicholas Negroponte, Being Digital (1. Vintage Books ed, Vintage Books 1996) 14. 
76 Cockfield and others (n 5) 12. 
77 ibid 14. As summarised from Ravi Kalakota and Andrew B Whinston, Frontiers of Electronic Commerce 
(Addison-Wesley Pub Co 1996) 50. 
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network access equipment are computers, telephones, or specialised business equipment 

such as cash register.78 On-ramps refer to the connection device that helps connect the 

end-user terminal equipment with the Internet. Examples of on-ramps are modem that 

connects the phone line with the computer and through which personal computer gets 

connected to the Internet, wi-fi or cellular that allows wireless access. 79  The third 

component of the hardware infrastructure is telecommunication network. When the end 

user finally connects with the Internet via on-ramps, the information will be transmitted 

via the telecommunication networks, made of submarine fibre optic cable that connects 

different continent.80 

The hardware infrastructure, i.e. end-user equipment, telephone line, wireless cellular, 

or fibre cable, helps build the connection between Internet user or paves the highway for 

Internet. The transmittal of data on the highway is made possible by the software 

infrastructure. The software infrastructure provides with the protocols that govern how 

information is communicated. Typical issues addressed by the software infrastructure 

include the manners by which the physical connections carry the electronic impulses, the 

way the information is compiled and transmitted, or the display and usage of 

information, etc. 81  Important aspects of the software infrastructures include 

client/server architecture, routers and World Wide Web. 

Regarding client/ server architecture, basically, there have been two models of client/ 

server architecture. The first one is mainframe-based model, wherein the terminals or 

computers unable to store or manipulate data were attached to a large central computer 

and all the computing processes of the terminals were done on the mainframe. As a result 

of centralisation, the architecture is costly and slow in processing data, especially audio 

and video.82 The second model is file server model, wherein the terminal computers are 

linked to the storage server. The storage server is mainly responsible for data storage 

while the computing works are done on the client computer. This model is faster in terms 

of handling data.83 There exist some client/server architectures that lie between these 

two described models by equally allocating computing works between server and 

terminal computers. The server manages the client applications, stores and secures data 

 
78 Cockfield and others (n 5) 14. 
79 ibid. 
80 ibid. 
81 ibid 15. 
82 ibid 17. 
83 ibid. 
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and scalability of client networks. For instance, in e-commerce, a server might handle 

the data storage of multiple users simultaneously, coordinating the process from 

information query to payment processing.84 One important characteristic of server is 

that it can be any computer and could be located anywhere by the business. The location 

of the server does not depend on where the business is managed, and the business even 

is not required to own a server.85 

World Wide Web, marking the development of Internet software applications, is long 

considered the factor that drove the development of e-commerce for its ability to make 

Internet friendly to end-user. Initially proposed in 1989 as a simplified means of 

disseminating documents among users to enhance team collaboration, the web soon 

found its wide applications.86 The Web is “a multimedia, hypertext system” that “blends 

text, images, video, and audio instead of display simple text”. Links embedded in web 

documents may provide users with accesses to any other web documents on Internet 

servers worldwide.87 The underlying “domain name system” that associates numerical 

destination addresses with memorisable address names allows users to get accessed to 

the web easily. The advent of search engines, e.g. Google, allows user to get easier access 

to the web by simply entering keywords and selecting list of websites as offered by the 

search engine. 

3.2.2 To digitalisation of economy 

The conference on electronic commerce organised by OECD and the government of 

Finland in cooperation with EC Commission, the government of Japan and the Business 

and Industry Advisory Committee to the OECD (BIAC) in Turku, Finland in November 

1997 could be considered one of the very first global efforts to tackle challenges raised by 

business activities conducted on the Internet. After 16 years, since 2013, the debate has 

now been shifted to tackling taxation challenges of digital economy. It is then worth 

examining what digital economy is and more important, what has been the disruptive 

changes in technology during that 16 years that calls for countries’ recent attention in 

tackling taxing issues of digital economy. 

 
84 ibid 18. 
85 ibid. 
86 ibid 19. 
87 ‘Selected Tax Policy Implications of Global Electronic Commerce’ (n 71) 7. 
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There has not been a comprehensive definition of “digital economy”. 88  As stated by 

experts of the European Commission: “Defining what constitutes the digital economy 

has proven problematic, as it is becoming increasingly difficult to separate the two as the 

use of technologies becomes more commonplace.” 89  OECD then described “digital 

economy” as the result of “a transformative process brought by information and 

communication technology (ICT), which has made technologies cheaper, more powerful, 

and widely standardized, improving business processes and bolstering innovation across 

all the sectors of the economy.”90 The term “electronic commerce” now refers to only one 

business model among other business models, i.e. app stores, online advertising, cloud 

computing, participative networked platform, high speed trading, and online payment 

services. 91  In the follow-up work in 2018, the term is slightly altered from “digital 

economy” to “digitalisation of economy”. No specific definition regarding “digitalisation” 

has been given by OECD but there is an underlying understanding that digitalisation 

involves the use of Internet-based tools and developments in ICT, helping businesses 

easier to be in contact with customers, and other stakeholders, reducing transaction 

costs, and improving productivity.92 It is important to distinguish the term “digitisation” 

and the term “digitalisation”. “Digitisation” refers to the process of converting data from 

the form of “analog” to “digital”, which is considered the process that lays ground for the 

advent of Internet.93 “Digitalisation” is generally referred in literature from management 

perspectives  as “the use of digital technologies to innovate business models, provide new 

revenue and create value-added opportunities”.94 

At the digitalisation age, ICT development is characterised with constant progress that 

drives down the prices of ICT products and stimulates further process of 

 
88 Daniel Blum, ‘Permanent Establishments and Action 1 on the Digital Economy of the OECD Base 
Erosion and Profit Shifting Initiative – The Nexus Criterion Redefined?’ (2015) 69 Bulletin for 
International Taxation <https://www.ibfd.org/IBFD-Products/Journal-Articles/Bulletin-for-
International-Taxation/collections/bit/html/bit_2015_06_int_1.html> accessed 11 December 2019. 
89 Expert group on taxation of the digital economy, ‘Working Paper: Digital Economy - Facts & Figures’ 
(European Commission 2014) Brussels Digit/008/2014 3 
<https://ec.europa.eu/taxation_customs/sites/taxation/files/resources/documents/taxation/gen_info/go
od_governance_matters/digital/2014-03-13_fact_figures.pdf>. 
90 OECD, Addressing the Tax Challenges of the Digital Economy, Action 1 - 2015 Final Report (n 7) 11. 
91 ibid 116. 
92 OECD, Tax Challenges Arising from Digitalisation – Interim Report 2018 (n 23) para 4. 
93 ‘Digitization’ (n 73). 
94 Vinit Parida, David Sjödin and Wiebke Reim, ‘Reviewing Literature on Digitalization, Business Model 
Innovation, and Sustainable Industry: Past Achievements and Future Promises’ (2019) 11 Sustainability 
391. 
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standardization. 95  The standardisation and commoditisation take place in different 

places on the value chain, i.e. hardware and software infrastructure. 

In terms of hardware, these trends can be clearly seen from personal computing devices. 

Unlike what happens in the initial stage where computer manufacturers produce 

different models of computers based on varied standards, the architect of personal 

computers is gradually standardised, leading the manufacturers to compete in price 

instead.96 Another change in terms of personal computing devices in comparison with 

the previous periods is the appearance of integrated packages of hardware and software, 

i.e. tablets, smartphones. The personal computing devices are more diversified as the 

end users now have more means of access to the Internet other than traditional personal 

computers, such as by smartphones, tablets, or televisions. The end users are also able 

to connect with the Internet via specialised devices produced by businesses. 97  As 

hardware devices are increasingly diversified and more technically versatile, there are 

more and more mobile devices that get connected to the Internet, leading to an 

interconnected infrastructure referred to as Internet of Things.98 The increase use of 

synchronised devices that share the same set of data by individuals suggests an emerging 

business model where the sales of hardware devices at low price are just strategic steps 

as the actual revenue comes from the provision of value added goods and services for 

device users.99 

The trends of standardisation and commoditisation also result in constant innovation in 

software. Growing competition in the software market makes it difficult for companies 

to sustain competitive edges unless the companies constantly seek for innovation and 

differentiation. 100  And the standardisation and commoditisation trends that 

concurrently take place in different resources, i.e. hardware, software, and network 

infrastructure, allow businesses to combine all resources in one package and offer them 

via the Internet as services.101 The direct result of the trend is cloud-based process, which 

then gives rise to the X-as-a Services (XaaS). As mentioned in the above session on the 

 
95 OECD, Addressing the Tax Challenges of the Digital Economy, Action 1 - 2015 Final Report (n 7) para 
64. 
96 ibid 66. 
97 ibid 67. 
98 ibid 68. 
99 ibid. 
100 ibid 72. 
101 ibid 78. 
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client/server architecture with the mainframe model, centralised hosting of software 

resources existed since the 1960s with the mainframe providers offering centralised 

computing power and database storage.102 The standardisation and commoditisation 

trends in various aspects of ICT industry resulted in networks with higher capacity, 

computers and storing devices offered at significantly reduced price, increase in adoption 

of hardware virtualisation,103 service-oriented architecture, and utility computing.104,105 

The X-as-a-Service (XaaS) is referred to as the process in which the software products 

are offered as a service via the Internet rather than a good traditionally offered by users 

installing software locally on their own computers or terminal equipment. Users get 

access to many B2C applications, i.e. search engines, social networking applications, etc. 

through a web browser rather than downloading any executable code. Payments are then 

made based on the user’s actual usage (e.g. number of accounts subscribed) or a fixed 

periodical fee instead of the one-time large fee plus support under the traditional 

software licensing model.106 The rise in number of smartphones and tablet devices along 

with better Internet connection makes it popular again to download applications. The 

service providers now also offer interconnectivity services that automatically download 

and upgrade the prevalent versions in users’ devices.107 

In the final report of OECD BEPS, the use of data is mentioned as one dimension of the 

evolution of ICT technology, along with personal computing devices, telecommunication 

networks, software, and cloud-based process.108  Of arguments that OECD and other 

major international organizations rely on to put forward tax reform, the importance of 

user data is the most novel and pressing point.109 The increase in the number of highly 

 
102 Cockfield and others (n 5) 17; OECD, Addressing the Tax Challenges of the Digital Economy, Action 1 - 
2015 Final Report (n 7) para 79. 
103 “Virtualisation” hides the technical detail from the end users and reduces the per unit service cost, 
enabling the sharing and/or aggregation of physical resources, such as operating systems, software, and IT 
services. See more at Efraim Turban, Electronic Commerce: A Managerial Perspective (Reprint, Prentice-
Hall International, Inc 2000) chs 19-Page 27. 
104 “Utility computing is a business model whereby computer resources are provided on an on-demand 
and pay-per-use basis. This contrasts sharply with the traditional software development life cycle model 
of purchasing physical systems, configuring them, and devoting them to one application for their useful 
life.” See more at ibid 19-Page 13. 
105 OECD, Addressing the Tax Challenges of the Digital Economy, Action 1 - 2015 Final Report (n 7) para 
79. 
106 Turban (n 103) chs 19-Page 16. 
107 Cockfield and others (n 5) 18. 
108 OECD, Addressing the Tax Challenges of the Digital Economy, Action 1 - 2015 Final Report (n 7) paras 
64–82. 
109 Joyce Beebe, ‘Recent Developments on the E.U.’s Digital Tax Proposal’ (James A Baker III Institute for 
Public Policy of Rice University 2019) Report 2 <https://scholarship.rice.edu/handle/1911/106087> 
accessed 9 October 2019. 
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versatile Internet-connected devices, the growth of software applications offered to users 

via personal devices, and the sophistication of techniques designed to collect user data 

(for example: cookies on Website) are main reasons leading to increase in substantial 

amount of data of diversified attributes.110 From my point of view, to be more precise, 

the use of data should be presented as a result of the above technological revolutions, 

rather than a technological evolution itself. 

The OECD also pointed out the emerging trends and potential developments that might 

impact on digital business models, i.e. Internet of Things, virtual currencies, advanced 

robotics, 3D printing, the sharing economy and collaborative production as well as the 

conceptual overview of interactions between layers of ICT.111 

3.3 Impacts on business model 

In previous part, a review of technological changes underlying the rise of electronic 

commerce and “the digitalisation of economy” has been made. In short, the rise of 

electronic commerce in the 1990s was driven by the “digitisation” process, i.e. the move 

from analog to digital, which then brought changes to the way information is 

transmitted, the digitalization of economy was driven by accumulated technological 

improvements in ICT. Specifically, the standardization and commoditization trends as a 

result of constant ICT development give rise to the increasing level of connectivity, which 

in turn increases the mobility of intangibles, users and customers and business 

functions.112 

In the early development stage of the Internet that gave rise to electronic commerce 

activities, the most pressing point about which tax policy makers and researchers were 

concerned is the “total irrelevance of geographic considerations” of the Internet.113 As the 

Internet is a borderless technology, it makes tracing the source of income become a 

mission impossible for tax authorities.114 

Along with the digitalisation trend, in its series of BEPS reports, OECD highlighted the 

following common characteristics of digitalised business models:115 

 
110 OECD, Addressing the Tax Challenges of the Digital Economy, Action 1 - 2015 Final Report (n 7) para 
77. 
111 ibid 42–46. 
112 ibid 69. 
113 Doernberg and Hinnekens (n 17) 7. 
114 ibid. 
115 OECD, Tax Challenges Arising from Digitalisation – Interim Report 2018 (n 23) 24. 
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⎯ Cross-jurisdictional scale without mass; 

⎯ Reliance on intangible assets, including IP; 

⎯ Data, user participation and their synergies with IP. 

While OECD has done describing the evolution of information and communication 

technology in general, when it comes to the analysis of specific business models, the link 

between technological changes and business models and then challenges raised by 

technological changes to the prevalent international tax framework was loosely 

presented.116 OECD, however, put much emphasis on the advantages of key features of 

digitalization economy and tax planning schemes conducted by technology companies 

as an attempt to align with the purpose of addressing BEPS issue of the whole project.117 

However, it is worth noting that the same tax planning strategies are also used by 

companies of traditional business, the arguments over the digitalization of economy as a 

key source of BEPS became weakened.118 In the 2018 Interim report, the OECD focused 

on comparing how traditional business models and digital business models create value 

as a means of support for its conception of value creation, which has already been 

acknowledged by researchers as the new and prevalent paradigm in international tax 

law. 119  The challenges brought by digital economy to prevalent international tax 

concepts, e.g. permanent establishment concepts were vaguely presented. 

 
116 Olbert and Spengel (2017) viewed that the descriptions of “the digital economy and the emergence of 
new business models” were “superficial” as the Final report only mentioned new forms of user experience 
and revenue generation. See more at Marcel Olbert and Christoph Spengel, ‘International Taxation in the 
Digital Economy: Challenge Accepted?’ (2017) 9 World Tax Journal <https://www.ibfd.org/IBFD-
Products/Journal-Articles/World-Tax-Journal/collections/wtj/html/wtj_2017_01_int_4.html>.  
117 OECD, Addressing the Tax Challenges of the Digital Economy, Action 1 - 2015 Final Report (n 7) 85–
95. 
118 In the final report, OECD admitted that digital economy and its business models do not generate BEPS 
issue but only exacerbate BEPS risks via some of its key features. See ibid 11. Schoen (2017) referred to the 
Starbucks case in which the tax base was eroded by using mispriced royalty payments from local coffee 
shops to foreign entities for the use of Starbucks brand. See Wolfgang Schoen, ‘Ten Questions About Why 
and How to Tax the Digitalized Economy’ (Social Science Research Network 2017) SSRN Scholarly Paper 
ID 3091496 <https://papers.ssrn.com/abstract=3091496> accessed 14 October 2019. 
119 Olbert and Spengel (n 116) 9. 
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4 INTERNATIONAL TAX FRAMEWORK 

4.1 International tax principles 

Before we proceed to the concept of “permanent establishment”, it is important that we 

comprehend the whole theoretical framework of international direct taxation that 

governs the taxation of cross-border transactions. International tax law is a part of tax 

law that comprises tax provisions concerning international or cross-border economic 

relations. Provisions of international tax law are applicable wherein a tax object is 

simultaneously connected with two or more jurisdictions. 120  International income 

taxation is supposed to address two fundamental questions: First, what is the level of 

taxation to be imposed on income from cross-border taxation; Second, how are the tax 

revenues collected to be shared among taxing jurisdictions?121 The two questions are also 

rephrased as issues of “defining the tax base” and “dividing the tax base”.122 The first 

issue is generally proposed to be addressed by the single tax principle.123 The second 

issue of dividing taxing rights is approached from two theories: sourcing theory versus 

benefit theory, which then give rise to the concept of source-based and residence-based 

taxation respectively.124 There exist debates concerning whether these above mentioned 

theories laid foundation for prevalent international tax framework. However, in an 

attempt to better understand the fundamental components of international tax law 

concerning the taxation of cross-border transactions, a thorough understanding of these 

theories is necessary. 

4.1.1 The benefits principle 

Benefits principle is among core principles of taxation that give grounds for both 

residence-based and source-based taxation that will be discussed later. The rationale 

behind the benefits principle is simple that taxes are paid for the public services provided 

by government. As claimed by Adams Thomas, “the justification for this great class of 

taxes (taxation of business) is plain” from both political and moral perspectives: 

 
120 Helminen (n 9). 
121 Reuven Avi-Yonah, ‘International Taxation of Electronic Commerce’ (1996) 52 Tax Law Review 507, 
517. 
122 Avi-Yonah, ‘International Taxation of Electronic Commerce’ (n 121). 
123 J Wheeler (ed), Single Taxation? (IBFD 2018) 5. 
124 Avi-Yonah, ‘International Taxation of Electronic Commerce’ (n 121); Peter Hongler and Pasquale 
Pistone, ‘Blueprints for a New PE Nexus to Tax Business Income in the Era of the Digital Economy’ (Social 
Science Research Network 2015) SSRN Scholarly Paper ID 2586196 
<https://papers.ssrn.com/abstract=2586196> accessed 9 October 2019. 
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A large part of the cost of government is traceable to the necessity of maintaining 

a suitable business environment. … Business is responsible for much of the work 

which occupies the courts, the police, the fire department, the army, and the navy. 

New business creates new tasks, entails further public expense…The industry 

which does not pay its due share of public expense is generally a source of 

weakness and not a source of strength. Surveyed from one point of view, business 

ought to be taxed because it costs money to maintain a market and those costs 

should in some way be distributed over all the beneficiaries of that market. 

Looking at the same question from another viewpoint, a market is a valuable 

asset to the social group which maintains it and communities ought to charge for 

the use of community asset.125 

In accordance to Avi-Yonah, the benefits principle justifies both residence-based and 

source-based taxations. Such a conclusion came from his inference of the benefits 

principle that “the residence jurisdiction has the primary right to tax passive 

(investment) income, while the source jurisdiction has the primary right to tax active 

(business) income.”126 First, as individuals are the ones that earn investment income, the 

application of residence-based taxation to passive or investment income makes sense as 

residence is comparatively easy to identify in the case of individuals. In addition, 

individuals mostly belong to the same society, which then makes it easier for taxation to 

address distributive concern in the residence country. Second, active or business 

incomes are mainly earned by corporations, which stand to most benefits provided by 

the governments of host countries, for instance, provision of infrastructure, education, 

laws, etc. In addition, the residence status of corporation is hard to determine or easy to 

be manipulated, therefore, source-based taxation is highly preferable in this sense. 

Finally, as MNEs do not belong to one specific society, the income should not belong to 

a specific society only for distributive purposes.127 

In accordance to Avi-Yonah, the rise of electronic commerce would undermine the 

benefits principle as the prevalent income tax rules might leave the income from 

 
125 Thomas S Adams, ‘The Taxation of Business’ (1917) 11 Proceedings of the Annual Conference on 
Taxation under the Auspices of the National Tax Association 185, 187. 
126 Avi-Yonah, ‘International Taxation of Electronic Commerce’ (n 121) 520.  
127 ibid. Detailed characteristics related to source-based taxation and residence-based taxation will be 
unfolded in the next part. However, for better understanding of the distributive concern as mentioned in 
the main text, it is good to know that source-based taxation is applicable to income sourced from the host 
country while residence-based taxation applies to worldwide income. 
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electronic commerce untaxed.128 For justification purposes, the benefits principle, in 

accordance with many researchers, is still relevant when it comes to tax income from 

digital economy. According to Skaar, the followings are benefits provided by the 

government of market jurisprudences, to name but a few:129 

- Legal system in general: Legal system paves the way for digital world by providing 

with playground for enterprises to provide digital online services. For instance, 

the governments issue laws on banking system that facilitate online payments as 

creditable means of payment, or laws on consumer protection that encourages 

customers to enter into the transactions, or laws that effectively enforce 

customers to make payments for services consumed. 

- Protection of intellectual property rights: As digital economy is mostly built up 

from intangible assets, it is important that the intellectual property rights being 

undermined. 

- Maintenance of technical infrastructure: The guarantee of Internet stability, the 

supply of energy, etc. are of great importance for the rise of many digital business 

models. 

4.1.2 The single tax principle 

The single tax principle is the principle by which “Income from cross border transactions 

should be subject to tax once (that is, neither more nor less than once)”.130 In other word, 

the single tax principle is posited as the immediate ideal between double non-taxation 

and double taxation.131 The formulation of the single tax principle is the starting point 

for the “international tax regime” widely supported by several tax scholars, and among 

them, Avi-Yonah as the most enthusiastic supporter. According to Avi-Yonah, the 

answers to the above two questions of international tax law are properly addressed by 

two related concepts: the single tax principle and the benefits principle.132 The benefits 

principle, described in the previous part, determines the appropriate rate of tax for 

 
128 ibid 523. 
129 Skaar (n 47) 111–152. The benefits as indicated by Skaar are further developed by Dale Pinto, ‘The Need 
to Reconceptualize the Permanent Establishment Threshold’ (2006) 60 Bulletin for International Taxation 
266 <https://espace.curtin.edu.au/handle/20.500.11937/38171> accessed 12 February 2020; and Hongler 
and Pistone (n 89). 
130 Avi-Yonah, ‘International Taxation of Electronic Commerce’ (n 121) 517. 
131 Wheeler (n 123) 15. 
132 Avi-Yonah, ‘International Taxation of Electronic Commerce’ (n 121) 517. 

 



 

 

32 

purposes of the single tax principle.133 Under the benefits principle, the primary right to 

tax active business income is assigned to source jurisdictions while the right to tax 

passive business income is assigned to residence jurisdiction.134 This coherent tax regime 

has been further developed in later papers of Avi-Yonah135 and gained wide recognition 

among later tax researchers. 

The principle is viewed to be first stated in the work of the League of Nations dated from 

the 1920s. In the commentary to the first draft of model convention of the Committee of 

Technical Experts in 1927, the below statement is found: 

“It is highly desirable that States should come to an agreement with a view to 

ensuring that a tax payer shall not be taxed on the same income by a number of 

different countries, and it seems equally desirable that such international 

cooperation should prevent certain incomes from escaping taxation altogether. 

The most elementary and undisputed principles of fiscal justice, therefore, 

required that the experts should devise a scheme whereby all incomes would be 

taxed once and only once.”136  

The same idea was also found in the work of Adams, the architect of the foreign tax credit 

adopted by the US in 1918. 137  Notwithstanding that, later tax policy developments 

presented a greater emphasis on the relief of double taxation or the state of “more than 

single taxation”. The main reason for such a trend is the tax competition taken place 

between different countries to reduce tax burdens for multinational enterprises in order 

to win investment inflows, and the double nontaxation became the by-product of this 

process.138 The reverse trend with a shift towards the prevention of double non-taxation, 

however, is marked with the publication in 1998 of the OECD Report on Harmful Tax 

 
133 ibid. 
134 ibid. 
135 See note 4, Wheeler (n 123) 5. Wheeler made a list of Avi-Yonah’s later papers that further consolidate 
the “international tax regime” relying on the single tax principle and the benefits principle, e.g. Reuven 
Avi-Yonah, ‘International Tax Law as International Law’ (2004) 57 Tax Law Review 483 
<https://repository.law.umich.edu/articles/553>, Reuven Avi-Yonah, ‘Who Invented the Single Tax 
Principle?: An Essay on the History of US Treaty Policy’ (2015) 59 New York Law School Law Review 
<https://repository.law.umich.edu/articles/1663>. 
136 ‘Report Presented by the Committee of Technical Experts on Double Taxation and Tax Evasion’ (1927) 
Doc.G.216.M.85 II 23 <https://biblio-archive.unog.ch/Dateien/CouncilMSD/C-216-M-85-1927-
II_EN.pdf>. 
137 Wheeler (n 123) 15. 
138 Hugh J Ault, ‘Some Reflections on the OECD and the Sources of International Tax Principles’ (Social 
Science Research Network 2013) SSRN Scholarly Paper ID 2287834 1195 
<https://papers.ssrn.com/abstract=2287834> accessed 9 February 2020. 
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Competition and the report on the Application of the OECD Model Tax Convention to 

Partnerships in 1999. 139  Most recently, OECD and G20 expressed further official 

commitment to the single tax principle via its release of the final BEPS package dated 5 

October 2015 as to address both the issues of double taxation and double non-taxation.140 

In the presentation of BEPS project deliverables at the G20 Finance Ministers meeting 

dated 8 October 2015 in Lima, OECD Secretary-General put that: 

“Base erosion and profit shifting affects all countries, not only economically, but 

also as a matter of trust. BEPS is depriving countries of precious resources to 

jump-start growth, tackle the effects of the global economic crisis and create more 

and better opportunities for all. But beyond this, BEPS has been also eroding the 

trust of citizens in the fairness of tax systems worldwide. The measures we are 

presenting today represent the most fundamental changes to international tax 

rules in almost a century: they will put an end to double non-taxation, facilitate 

a better alignment of taxation with economic activity and value creation, and 

when fully implemented, these measures will render BEPS-inspired tax planning 

structures ineffective.”141 

While it sounds convincing and straightforward for the single tax principle to be the goal 

of tax policy development, the concept is not unanimously agreed by many scholars and 

experts in the field. First, it is a concern over whether there exist policy justifications for 

the acceptance of the single tax principle by each state separately. Such a concern tracks 

to the other debate over whether there is an existence of an international tax regime. 

According to Avi-Yonah, it is unquestionably recognised that domestic tax laws of 

different countries increasingly share a sort of international “common language” (e.g. 

residence concept, permanent establishment concept) and the use of common strategies 

to tackle the same taxation issues (e.g. progressive tax rates in personal tax income).142 

Another evidence of the convergence of tax laws can be found in the bilateral tax treaty 

 
139 Wheeler (n 123) 9. As explicitly stated in OECD, The Application of the OECD Model Tax Convention to 
Partnerships (OECD 1999) para 52 <https://www.oecd-ilibrary.org/taxation/the-application-of-the-oecd-
model-tax-convention-to-partnerships_9789264173316-en> accessed 9 February 2020, the two 
fundamental purposes of the OECD Model Convention is to eliminate double taxation and prevent double 
non-taxation. 
140 Wheeler (n 123) 10. 
141 OECD, ‘OECD Presents Outputs of OECD/G20 BEPS Project for Discussion at G20 Finance Ministers 
Meeting - OECD’ (G20 Finance Ministers Meeting, Lima, Peru, 8 October 2015) 
<http://www.oecd.org/tax/oecd-presents-outputs-of-oecd-g20-beps-project-for-discussion-at-g20-
finance-ministers-meeting.htm> accessed 9 February 2020. 
142 Reuven Avi-Yonah, ‘Commentary (Response to Article by H. David Rosenbloom)’ (2000) 53 Tax Law 
Review 167, 168. 
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network. Whether based on OECD or UN Model Convention, tax treaties share the same 

structure of articles, similar wordings and have higher legal status than domestic tax 

law.143 Rosenblooms, however, refuted the existence of an international tax regime as 

well as the single tax principle based on the following observations:144 

- There is a lack of official multilateral documents that recognise the existence of 

international tax systems;145 

- From the wordings of US Model tax treaty, the choice of international tax 

conventions is unbinding as “The Convention shall not restrict in any manner any 

benefit now or hereafter accorded ..., by the laws of either Contracting State,", 

which allowed taxpayer to disregard tax treaties.146 

Shaviro opined that single tax principle is difficult to be implemented even considering 

the strengthening of multilateral cooperation in tax area.147 Another difficulty is caused 

by the difficulty in rationalisation the single tax principle as a policy goal due to the lack 

of “direct normative reason to care about the number of taxes that are being levied on a 

given taxpayer transaction”.148 Shaviro further emphasized: “After all, most of us would 

rather be taxed twenty times at 1 percent rate each time than once at 35 percent.”149 

Second, there exists disagreement over the origin of the idea that cross-border income 

should be taxed just once. For instance, Avi Yonah referred to the limitation-on-benefits 

provision and the recommendations regarding partnerships and other entities not 

subject to taxation of OECD Model Convention as to incorporate the single tax 

principle.150 However, Lang interpreted the other way in the General Report drafted for 

the 58th Congress of International Fiscal Association in Vienna in 2004, concluding that 

“the existing double tax conventions based on the OECD Model cannot be easily seen as 

serving the prevention of double non-taxation… The individual provisions of the OECD 

 
143 Wheeler (n 123) 11. 
144 H David Rosenbloom, ‘International Tax Arbitrage and the International Tax System, David R. 
Tillinghast Lecture on International Taxation’ (1998) 53 Tax Law Review 137. 
145 ibid 164. 
146 ibid. 
147 Daniel Shaviro, ‘The Two Faces of the Single Tax Principle’ (2016) 41 Brooklyn Journal of International 
Law 1293, 4. 
148 ibid 2. 
149 ibid. 
150 Avi-Yonah, ‘Who Invented the Single Tax Principle?’ (n 135) 314. 
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Model cannot be generally interpreted so as to prevent double non-taxation.”151 Such a 

view is ascertained in OECD’s Final Report on BEPS Action 6.152 

The debate over the justification and feasibility of the single tax principle is still open. As 

doubted by many scholars, the double taxation might not be a negative matter at all.153 It 

is possible that both the residence and source jurisdictions have valid justification to tax 

on cross-border income, and as stated by Schlunk, politicians and academicians should 

accept double taxation, keeping it at reasonable level rather than finding way to 

dismantle it.154 

4.2  Source-based and Residence-based taxation 

As mentioned above, of questions to be addressed by international tax law, the matter of 

dividing taxing rights on cross-border transactions between jurisdictions has been at the 

center of international tax law. It then comes as the most fundamental issues in 

international tax law to determine when and on what basis taxation should arise and 

when or how countries involved in cross-border transactions claim their rights to tax or 

cede taxing rights to each other. Most countries establish jurisdiction to tax by relying on 

factors (e.g. physical presence during a calendar year, nationalities, etc.) that indicate a 

sufficient connection between the taxable person and/or taxable income and the 

respective countries. 

There are two widely adopted foundations that countries in the world rely on to claim 

their taxing rights: source-based taxation and residence-based taxation. Residence-

based taxation is established on the relationship of the income recipient to the taxing 

jurisdiction while source-based taxation is founded on the relationship between the 

taxing jurisdiction and the location where business activities take place.155 Tax payers 

under residence-based taxation are taxed on their worldwide income while under source-

 
151 Michael Lang, ‘Double Non-Taxation - General Report’ (IFA 2004).  
152 OECD, Preventing the Granting of Treaty Benefits in Inappropriate Circumstances, Action 6 - 2015 
Final Report (OECD 2015) para 68 <https://www.oecd-ilibrary.org/taxation/preventing-the-granting-of-
treaty-benefits-in-inappropriate-circumstances-action-6-2015-final-report_9789264241695-en> accessed 
11 February 2020. Specifically, it is clarified that “tax treaties are not intended to be used to generate 
double non-taxation.” 
153 Wheeler (n 123) 53. 
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based taxation, tax payers are taxed on income generated from country of the source of 

income. 

4.2.1 Source-based taxation 

Sourced-based taxation refers to the taxing approach that entitles the country of source 

to tax income of non-residents that have a reasonable nexus within the territory of the 

respective jurisdiction.156 These are economic activities and capital interests that are 

substantively connected with the relevant jurisdictions. 157  As specified under OECD 

Model Convention, there are three classes of income and capital with different level of 

limitation of taxing rights applied by source country, among which the first two classes 

are taxed based on source-based approach:158 

- Income and capital that may be taxed without any limitation in the State of source 

or situs: Examples of income under this class include income from immovable 

property situated in the source jurisdiction, gains from the alienation of shares 

deriving more than 50 per cent of value from the property, business income 

gained from conducting business through a permanent establishment situated in 

the source jurisdiction, etc.159 

- Income that may be subjected to limited taxation in the State of source: Examples 

of such class of income include royalty, dividends and interests. Taxes applicable 

to this income class is imposed on a gross basis with low tax rates (up to 10%).160 

Source-based taxation’s origin is traced back to the four economists commissioned by 

the League of Nation to come up with principles that eliminate double taxation.161 The 

four economists evaluated different options for a basis of jurisdiction to tax (political 

allegiance, nationality, residence, domicile, permanent residence, and location of wealth 

or origin) and eventually narrowed down the choices to either domicile or origin.162 
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These two factors are indeed a part of economic allegiance, which are comprised of 

origin, situs, enforceability or legal status, and domicile.163 Origin or origin of the wealth 

was “the place where the wealth is produced, that is, to the community the economic life 

of which makes possible the yield or the acquisition of the wealth. This yield or 

acquisition is due, however, not only to the particular thing but to the human relations 

which may help in creating the yield.”164 The source-based taxation, as “bedrock” of most 

international treaties, entitles source jurisdiction to claim the share on profits earned 

within its territory. It preserves the inter-nation equity by prioritizing the source 

jurisdiction above the residence jurisdiction in claiming the first ”bite” of income and 

extending the foreign tax credit for its non-resident against taxes imposed at home 

country on the foreign-sourced income.165 Source-based taxation satisfies the benefits 

principle of taxation as non-residents are also obligated to pay taxes for benefits received 

from the government of host country.166 

Source-based taxation is applicable to the impersonal form of taxation or taxes that apply 

to non-individual taxpayers.167 Source jurisdiction employs two main instruments when 

imposing tax. First, it is the definition of source that determines the share of tax base. 

Second, it is the tax rate to be imposed on such tax base.168 Companies now manage a 

value chain across jurisdictions then it has been common that a company may be resident 

in one jurisdiction and earn income from its operation in many source jurisdictions as 

well as in its own residence jurisdiction. As a result, source jurisdictions determine the 

amount on which they claim the taxing rights by allocating profits, using unilateral 

separate accounting.169 However, such a method is subject to arbitrary judgement due to 

increasing complexity in the operations of MNEs with costs and overheads shared 

interfirm and difference in accounting rules.170 A pure source-based taxation can also 

trigger tax competitions where jurisdictions try to drive down the source-based tax rate 

to attract more tax bases.171 
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4.2.2 Residence-based taxation 

Residence-based taxation refers to the approach in which residence jurisdiction claims 

taxing rights over its residents’ worldwide income, regardless of source. As specified 

under OECD Model Tax Convention, certain items of income or capital are taxable only 

in the State of residence of the tax payer.172 Examples of these items of income or capital 

include royalties, gains from the alienation of shares or securities, dividends, or interest 

that are not directly related to property in another state.173 The residence status of a tax 

payer is generally determined based on “citizenship”, “domicile” or “residence”, 

“incorporation”.174 The first two are applicable to individual tax payers and the concept 

of “incorporation” is relevant for corporate tax payers. 

- Citizenship: There are few countries in the world that rely on the citizenship to 

claim taxing rights on its residences’ worldwide income. The United States is 

among these few countries. However, there are several countries, e.g. the 

Netherlands, that use citizenship for a limited number of tax purposes, i.e. 

impose tax on worldwide income of diplomatic and consular officers.175 

- Domicile or residence: Although the concept of “resident” may vary by 

jurisdictions, it is the most widely adopted basis for taxing worldwide income of 

individuals by many jurisdictions in the world. This concept usually refers to the 

personal connection of an individual with a specific territory and this connection 

is often evidenced by a number of factors, e.g. the number of days that one resides 

in one country, having a permanent address, etc.176 

- Incorporation: Related to the test whether a residence status arises in the case of 

corporate taxpayers, a company is deemed to be a resident for tax purposes in 

one country if it maintains “a place of effective management” or it is 

“incorporated” in this country. 177 

Considering “a place of incorporation”, a company is regarded a resident if it is 

incorporated under the laws of the respective country and a non-resident if it is 
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incorporated under the laws of another jurisdiction. The use of the 

“incorporated” test has its advantages of being straightforward rule and less 

consuming in terms of compliance and administration.178 However, the test is 

subject to high level of arbitrariness as company can easily file articles of 

incorporation in any country without maintaining a real economic presence 

therein.179 Given that, the OECD Model Convention rejected to attach importance 

to pure formal criterion like registration when it comes to the determination of 

residency status of a company.180 

The alternative test of whether a company is a tax residence in a particular state 

is the test of “place of effective management” or the place where the company was 

actually managed.181 This test is preferable to the “incorporated” test as it is more 

difficult for a company to manipulate by relocating the management of a 

company than changing the place of incorporation.182 When the place of effective 

management is considered, a number of factors are accounted for, for instance, 

the place where the meetings of the board of directors are usually held, the place 

where the top executive officers carry out their works, where the headquarters 

are located, where the accounting records are kept, etc.183 

The residence-based taxation is considered an ideal option to tax by the economists as it 

will not result in tax competition between countries to attract investment inflows and 

hence not result in decrease of global total tax base.184 Another reason for preference of 

the residence-based taxation to the source-based one by the economists is that it is 

difficult to track the source of income and under residence-based taxation, investment 

decision will not be influenced by the tax rate.185 Notwithstanding that, a pure residence-

based taxation is not totally ideal. First, it is infeasible for countries to forego its taxing 

rights on income earned within its border by foreigners. Developing countries with heavy 

investment capital inflows would be worse off in compared with developed countries 

 
178 Dale Pinto, ‘A New Three-Tier Proposal for Determining Corporate Residence Based Principally on 
Individual Residence’ (2005) 11 Asia-Pacific Tax Bulletin 14, 15. 
179 Basu (n 67) 38. 
180 OECD, ‘Model Tax Convention on Income and on Capital’ (n 4) 112. 
181 ibid. 
182 ibid. 
183 ibid. 
184 Basu (n 67) 40. 
185 ibid. 

 



 

 

40 

where the investors come from.186 Second, it is of great concern that residence-based 

taxation makes it easier for tax avoidance or evasion by companies channelling 

investment flows from the source country to a country with favourable treaty terms and 

finally to a tax haven.187 It is even difficult for developed countries with developed tax 

administration system to tax these income.188 

4.3 Double taxation and the relief of double taxation under tax treaty 
rules 

4.3.1 Double taxation 

It is the fact that most of countries in the world concurrently apply jurisdiction to tax 

based on principles of both source and residence. Consequently, income earned from one 

country by a company that resides in another country will be taxed both in the country 

of the source of the income and the country of residence.189 Double taxation then occurs 

as a matter of fact. Double taxation is thus defined, in a non-comprehensive manner, as 

the imposition of comparable taxes by two or more sovereign countries on the same items 

of income of the same taxable person for the same taxable period.190 Specifically, juridical 

double taxation occurs when a taxpayer is subject to tax on the same income, for the 

same taxable period, in more than one jurisdiction. Economic double taxation takes 

place when taxes are imposed on two or more different taxpayers by more than one 

jurisdiction with respect to the same income. Double taxation does not simply mean that 

the same transaction is effectively taxed more than once; rather, it means that overall tax 

burden is higher than it is ought to be.191 

The concurrent imposition of taxes by both source and residence jurisdictions is only one 

type, among others, that causes double taxation. When it comes to the overlapping of 

jurisdiction to tax, double taxation comes in three basic forms: residence-residence 

double taxation, residence-source double taxation, and source-source double taxation.192 

Residence-residence double taxation occurs when a taxpayer is deemed a resident in 

more than one nation and both countries claim taxing rights on this taxpayer’s income 

based on resident taxation principle. For example, when there is a mismatch in the 
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residence test applied by two countries as one country deems that the place of effective 

management to constitute residency status while the other one considers the place of 

business registration as basis of taxation. Residence-source double taxation, as 

mentioned above, occurs when more than one nation claims their taxing rights on one 

income of a taxpayer based on residence basis and source basis, respectively. Source-

source double taxation takes place when more than one country both considers a 

particular income originating within their borders. 193 In the most ideal situation, if every 

nation adopts the same taxation principle or has an international authority to manage 

the overall taxes imposed and divide among the jurisdictions, the double taxation 

circumstances might be avoided.194 However, as analysed previously, it is infeasible that 

the same taxation principle is applied to every country or there would exist an 

international tax authority to settle the taxing rights between countries. It then gives 

ways to bilateral treaties that help settle the issue of which country has the right to tax 

the income and which country has to cede its taxing right over the income.195 

Double taxation can also be caused by the differences between jurisdictions in income 

categorisation. For example, when a company provides an IT-related service in a source 

jurisdiction, income generated from this transaction is categorised as business income 

in the source country while as royalty in its country of residence. As we recall from the 

previous part on the income classes subject to taxes under source-based and residence-

based taxation, income from business income through a permanent establishment may 

be taxed without limitation by source country196 while income from royalties may be 

restricted to taxation in residence country. 197  In some cases, differences in income 

classification may also result in certain income being not taxed in either of two countries 

involved.198 

4.3.2 Application of tax treaties 

Bilateral tax treaties attempt to settle juridical double taxation of MNEs’ income, 

discriminatory tax treatment of foreign business and promote information exchanges 

between tax authorities.199 Before coming into the details of how tax treaties’ provisions 
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solve the juridical double taxation issues, we first have a look at the history of the model 

conventions based on which most of the bilateral treaties are concluded. 

The first model bilateral convention, as a follow-up work from the League of Nation 1921, 

was drafted by 1928 and was followed by the Model Conventions of Mexico (1943) and 

London (1946).200  Although there had been few bilateral conventions employing the 

principles in these very first model conventions in the following decades, these principles 

were not widely and fully adopted, leading to few bilateral treaties concluded with many 

gaps and dissimilarities.201 The increasingly connected economies of OECD necessitates 

the harmonisation of bilateral conventions in accordance with a shared set of principles, 

definitions, rules, methods, and interpretation.202 In this background, in 1956, the Fiscal 

Committee of OECD started to work on a draft convention, the final deliverable of which 

was published in 1963 (1963 Draft Convention)203, that reconciled the differences in the 

existing bilateral conventions at that time as well as provided with terms that would be 

accepted by all member countries.204  Since then, different versions of OECD Model 

Conventions have been published that integrate periodical updates and inputs from both 

member and non-member countries. 205  The OECD Model Convention has exerted 

significant influences on the process of negotiation, application, and interpretation of tax 

conventions of not only OECD member countries but also non-member countries. It was 

estimated that more than 2000 bilateral treaties were concluded based on OECD Model 

Convention’s recommendations.206 OECD Model Convention was also used as a basis for 

the original drafting and subsequent revision of the United Nations Model Double 

Taxation Convention between Developed and Developing countries.207 It is also claimed 

that the Commentaries on the provisions of the Model Convention “a widely accepted 
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guide to interpretation and application of the provisions of the existing bilateral 

conventions”.208 

Under current international tax system, the residence countries are obligated to 

eliminate the double taxation by accomplishing either of the following two methods:209 

- exemption method: income or capital that is taxable in the State of source or situs 

is exempted in the State of residence, but it may be taken into account in 

determining the rate of tax applicable to the taxpayer’s remaining income or 

capital; 

- credit method: income or capital that is taxable in the State of source or situs is 

subject to tax in the State of residence, but the tax levied in the State of source or 

situs is credited against the tax levied by the State of residence on such income or 

capital. 

In analysing the tax treatments toward income from a cross-border transaction where 

tax treaties are available, the following steps have been considered: 

Characterisation of income: 

As mentioned above under the part related to source-based and residence-based 

taxation, incomes are classified into different groups to which different limitations to the 

taxing rights of source country and residence countries apply. Determining the character 

of income is in fact the first step when it comes to analysing the proper tax treatments 

toward a cross-border transaction.210 Income characterisation rule, or the classification 

and assignment of income method, was already included in tax treaties by the League of 

Nations in the 1920s and has been an important basis for assigning taxing rights among 

source and residence jurisdiction in international tax treaties as well as in case when no 

tax treaty is available.211  It has long been a difficult task to assign the accurate category 

to different incomes but since the rise of e-commerce, the distinction was even made 

harder. For example, in the past, where the physical dictionary is sold, income derived 

from this transaction is categorised as sales of goods. When the dictionary content is 

digitised, income earned from the sales of digitised form of this dictionary may be 
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regarded as either sales proceeds or royalties (as the digitised form of the dictionary can 

be copied and further distributed to many other buyers at ease). In case the dictionary 

now is published online and updated regularly and what the buyer pays is for the access 

to the online dictionary, such a payment might be considered for the service. There have 

been no straightforward criteria available to distinguish between royalties and business 

profits for income from e-commerce.212 OECD attempted to provide with a simplified 

guideline to tackle the income classification issue by stating that e-commerce 

transactions would give rise to business income, except the cases where the transfer of a 

copyright right involved.213  Such a view, however, is not unanimously shared by all 

academic researchers as well as tax policy makers around the world.214 

Determine jurisdiction to tax (the nexus rule)  

After the nature of income is determined, the next step is to determine the allocation of 

taxing rights between countries involved. Most tax treaties limit the taxing rights of 

source country over the business income derived by the non-tax resident unless the non-

tax resident carries business activities through a permanent establishment situated in 

the source country (Article 7, OECD Model Tax Convention).215 Most international tax 

treaties reserve a provision to determine the circumstances in which a permanent 

establishment exists or the threshold at which the presence of a non-resident be taxed in 

the source country.  

4.4 Permanent establishment concept 

4.4.1 History background of PE concept 

PE concept has been widely adopted in both bilateral tax treaties and domestic tax law 

for determining the taxing rights for the source country over income derived by a non-

resident taxpayer. PE concept first appeared in the Industrial Code of Prussia, Germany 

in the 19th century to refer to a place of business activities under German business law 

and for other purposes than taxation purposes.216 It was not until the middle of the 19th 

century that the concept, originally known as “Bestriebsstatte” or “a fixed physical 
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location”, became a taxation concept to eliminate the double taxation in intermunicipal 

relations of Prussia.217 For a municipality to apply source taxation, the “place of business” 

must be “fixed” in the municipality and “it had to be possible to recognize the enterprise’s 

intentions to go on performing the business activity at this place.”218 The turn of the 20th 

century witnessed increase in volume of international trade, which then resulted in 

increased inter-state double taxation.219 That was when the above concept penetrated 

into inter-state tax convention, i.e. the Convention between the Governments of  Austria-

Hungary and Prussia in 1899.220 Two elements of the concept were “fixed location” and 

“a visible intention to carry on business”.221 

The concept was brought to wider attention when the four economists convened as 

commissioned by the League of Nation in 1923 to come up with the theoretical principles 

for allocating taxing rights.222 In accordance with the report released in 1927, “the real 

centers of management, affiliated companies, branches, factories, agencies, warehouses, 

offices, depots, shall be regarded as permanent establishments.”223 It is considered a 

milestone that remarks the use of PE concept as a basis for source taxation.224 

4.4.2 Definition of PE 

As mentioned above, Article 7 (1) specified the principle of allocating business profits of 

an enterprise through the presence of permanent establishment as follows: 

Profits of an enterprise of a Contracting State shall be taxable only in that State 

unless the enterprise carries on business in the other Contracting State through 

a permanent establishment situated therein. If the enterprise carries on business 

as aforesaid, the profits that are attributable to the permanent establishment in 

accordance with the provisions of Paragraph 2 may be taxed in that other State.225 
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The underlying rationale of Article 7 is that the taxing right is awarded to the source 

jurisdiction when an enterprise operates in the source country via a permanent 

establishment, which constitutes the enterprise’s participation in the economic life of the 

source country. 226  According to Basu, the PE concept represents the prerequisite 

connection that justifies the source taxation of “business profits” in general.227 Such a 

connection should be as “definitive” and “organised” to the extent that “casual business 

connections or even a steady stream of exports without a “business presence” of the 

foreign exporter will not trigger source taxation.” 228  The term “permanent 

establishment” is then defined under Article 5(1) of the OECD Model Tax Convention as 

containing a series of threshold tests. 

Article 5(1) provides that: “For the purpose of this Convention, the term “permanent 

establishment” means a fixed place of business through which the business of an 

enterprise is wholly or partly carried on.” According to the Commentary, PE concept is 

comprised of three elements:229 

- The existence of a “place of business”, i.e. a facility such as premises or, in certain 

instances, machinery or equipment; 

- The place of business must be “fixed”, i.e. it must be established at a distinct place 

with a certain degree of permanence; 

- The carrying on of the business of the enterprise through this fixed place of 

business. This means usually that persons who, in one way or another, are 

dependent on the enterprise (personnel) conduct the business of the enterprise 

in the State in which the fixed place is situated. 

The place of business is the location in which the business activities of foreign enterprises 

are conducted. The place of business has been traditionally perceived to be of physical 

tangible places and cannot be exclusively constituted by intangible assets. 230  The 

requirement for a fixed place is not only the basis for allocation rules under Article 7 of 
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Business profits but also appears in other distributive rules in OECD Model Tax 

Convention.231 The term “fixed” can be used to describe the two attributes: “spatial and 

temporal”.232 “Spatially” speaking, the fixation implies the geographical status within the 

taxing state. In case of business activities taking place in different locations within the 

source jurisdiction as required by the nature of the business activities, a particular 

location within which business activities are moved might be considered to constitute a 

coherent whole commercially and geographically with respect to that business.233 The 

place of business, hence, is not necessarily a building but extends to include any 

substantial physical object where commercial activities can be conducted. OECD also 

extends the possible cases that could be deemed to constitute a PE by providing 

exceptions under Article 5(3) with cases of construction PE that lasts more than twelve 

(12) months, and under Article 5(5) with cases of dependent agent PE. Article 5(5) 

provides that a PE is constituted in case there exists a person who, on the behalf of the 

foreign enterprise, habitually concludes contracts or plays important roles in concluding 

in the enterprise’s name (dependent agent PE).234 In addition to the fixed attribute as 

presented by the geographical status, great importance is also attached to the degree of 

permanency of the PE as suggested by the duration of existence. In practice, the 

application of duration test is inconsistent and subject to high level of arbitrariness. It is 

suggested by OECD Model Tax Convention that a permanent establishment would not 

be deemed to exist if the place of business is maintained in a period less than six (6) 

months.235 

The last element is that the enterprise must carry on business through the PE. This 

element is also interpreted as “at the disposal of the enterprise”. The ways of conducting 

business activities are varied and need not be of a productive character.236 This element 

represents the test of the control of taxpayer over deemed PE and functional integration 

of PE into the business model of the enterprise.237 No formal legal right is required to 
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constitute such a control.238 A location may be considered to be at the disposal of the 

enterprise based on the factual presence and activities it performs there.239  

Article 5 (2) of the OECD Model Convention provides an inexhaustive list of places that 

could be regarded “permanent establishment”: a place of management, a branch, an  

office, a factory, a workshop, and a mine, an oil or gas well, a quarry or any other place 

of extraction of natural resources.240 However, these places should satisfy the conditions 

as specified under Article 5(1) to be regarded as PE.241 

Article 5(4) provides with exceptional cases that are not deemed to constitute a PE. The 

list includes facilities employed for the purposes of storage, display, maintenance and 

maintenance of goods for another enterprise’s processing purposes, maintenance of a 

business place for collecting information, etc.242 These above activities are commonly 

referred to as activities of preparatory and auxiliary nature.243 

Given the above, in determining whether a PE is constituted for tax purposes, taxpayers 

should first determine whether a place of business satisfies the conditions under Article 

5(1). In case the place falls under the list of exemption as noted under Article 5(4), such 

a place is not deemed to constitute a PE.  

4.4.3 Justification of PE rules 

As mentioned above, PE concept has long been considered a cornerstone concept in 

international tax law and has been codified in bilateral treaties as well as domestic 

corporate tax laws of many countries. Now, it comes by as the question of how the PE 

rules came at the first place. An understanding of the justification of PE rules is necessary 

when we consider the justification and implication of the OECD proposal regarding tax 

nexus in the following section as well as what “value” or “interest” upheld by PE concept 

that technology change has undermined. 

Should there be any justification underlying the existing rules regarding PE concepts? 

Little has been agreed over the set of guiding principles for a specific tax policy and it is 
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suggested by Cockfield that the prevalent justifications are subject to arbitrariness.244 

Such high level of arbitrariness in international tax law can be explained by the fact that 

there exist no supranational tax authority to design an unified world tax law. Although 

there exist certain accepted guiding principles, tax laws are often developed in deviation 

from the original principles by different political forces.245 Countries attempt to balance 

between securing its tax sovereignty by collecting tax revenue as much as possible and 

not intriguing retaliation from its trading partners by providing with certain tax 

incentives.246 

If we traced back from the initial discussion of the Committee of Experts of the League 

of Nation, the model tax convention was initially designed with intention to give 

preference to the resident-based taxation over source-based taxation. As noted by the 

Committee of Experts, most of the surveyed countries were more interested in source-

based taxation as they were “dominated by the desire to tax foreigners.” 247  The 

Committee even recommended the abandonment of taxing rights by residence 

jurisdictions in the event of double taxation.248 The Committee, however, then opined 

that non-residents could not be taxed effectively by source countries and that source-

based taxation would discourage foreign investors. 249  As a result, the Committee 

concluded that the residence jurisdiction should be granted with exclusive taxing rights 

over cross-border income and the treaty countries would provide exemptions from 

source jurisdiction for income from non-resident.250 Notwithstanding that, later review 

by the League of Nations noted that source-based taxation was already supported in 

existing bilateral tax treaties, claiming that “as far as income from commercial or 

industrial activities was concerned, source-state taxation was accepted if the enterprise 

had a branch, an agency, an establishment, a stable commercial or industrial 

organisation, or a permanent representative.”251 Skaar viewed this remark as the turning 
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point of PE being relied on as basis for source-based taxation principle. 252  Other 

commentators, however, are of view that the PE principles are invented as a means of 

curbing taxing rights of source jurisdiction by the developed countries, which are capital 

exporting nations and hence prefer residence jurisdiction.253 

Contemporary tax policy makers have relied on both equity and efficiency perspectives 

to justify the PE concepts. From an equity perspective, tax policy choice is justified based 

on the entitlement theories, i.e. benefit principles, economic allegiance, or inter-nation 

equity.254 In the past, multinational companies would only establish stores or branches 

when these companies considered doing significant business in a source country. In the 

early age of industrialisation, physical presence within the source country is a requisite 

for companies to enter into a market. The PE rule helps prevent source country from 

imposing unacceptable taxes on foreign business with relatively insignificant presence in 

the source country. The PE rule helps ensure the balanced share of tax revenue between 

residence and source countries, rewarding the capital exporting countries (residence 

country) for its efforts of producing while recognising the capital importing countries 

(source country) for its efforts of maintaining good investment environments.255 

From the efficiency perspectives, promotion of tax neutrality principles and the 

simplicity are used as justifications.256 The tax neutrality principle holds that a tax system 

should not influence economic decisions on the basis that the allocation of scarce 

economic resources will be optimal if the market allocates the resources without 

distortions.257 The PE concept, along with the exemption method under Article 23A(I) of 

the OECD Model Tax Convention, helps guarantee capital import neutrality. 258 

Specifically, the PE concept puts foreign business and local business on an equal footing 

level by ensuring that if capital is invested in a country, the income should be subject to 

the same level of taxation, regardless of the investor’s residency.259 Regarding simplicity 
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principles, PE concept offered a straightforward compliance guide to business and tax 

authorities.260 
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5 PROPOSALS OF OECD RELATED TO THE “NEXUS” 
CHALLENGE 

As mentioned above in the third chapter about the evolution of technology and 

implications on business model, the cross-border nature of electronic commerce 

business model and then business models arising from the digitalization economic 

trigger the irrelevance of geographic border, which reduces the need to maintain physical 

presence in the source jurisdiction to conduct business activities. As a result, the PE, as 

the nexus for taxing rights of source jurisdiction, became undermined and has been 

viewed as challenges to direct taxation of source jurisdiction in OECD’s reports. This 

chapter hence presents a chronology of proposals and actions taken by OECD since the 

debate of international taxation and electronic commerce in the mid-1990s and the 

recent debate upon the BEPS project. 

5.1 Prior works of OECD related to digital economy 

5.1.1 Timeline 

Since the rise of e-commerce, the OECD has been considered the most active forum that 

connects governments and major business stakeholders into the discussion for taxation 

implications of e-commerce. Initial efforts were taken when the OECD and government 

of Finland in cooperation with the European Community (EC), the government of Japan 

and the Business and Industry Advisory Committee to the OECD held a conference on 

electronic commerce in Turku (Finland) in November 1997. The Turku conference stated 

for the first time that “the communication poses challenges for the traditional concepts 

underlying VAT system” 261  and then urged international attention to address these 

challenges. After Turku conference, Committee on Fiscal Affairs (CFA) brought about 

solutions for various issues presented under the Turku report, preparing for the 

Ministerial meeting on electronic commerce in Ottawa in October 1998. The meeting was 

attended by representatives from all 29 OECD member countries, 12 non-member 

countries, 12 international organisations and many companies, trade unions, consumer 

groups, and other non-governmental organisation. 262 The Taxation Framework 

Conditions, which are also referred to as Ottawa taxation framework conditions, were 

adopted by the Finance Ministers of the OECD Member countries meeting at Ottawa in 

 
261 OECD, ‘“Electronic Commerce: The Challenges to Tax Authorities and Taxpayers”, An Informal Round 
Table Discussion between Business and Government’ (1997). 
262 OECD, ‘OECD Ministerial Conference -"A Borderless World: Realising the Potential of Global Electronic 
Commerce"’ (1998) SG/EC(98)9/FINAL. 
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October 1998. The Ottawa Taxation Framework Conditions have been source of 

reference for governments all over the world in addressing tax challenges from e-

commerce.263 The meeting was a success considering that OECD managed to infiltrate a 

sense of urgency for debate among its member as well as agree on fundamental 

conditions that lay grounds for future works in this respect.264 The most fundamental 

guiding principle in the conclusions of Ottawa was that the prevalent general tax 

principles that apply to the conventional commerce should remain relevant in dealing 

with electronic commerce.265 However, the CFA did not impose a strict approach towards 

the solutions, suggesting that it did not exclude options of implementing new 

administrative or legislative measures or changes to the existing measures, provided that 

those measures are intended to assist the application of the existing tax principles. The 

CFA also insisted that those measures would create any discriminatory tax treatments 

towards e-commerce transactions. 266  The document further concluded that the 

application of any of those measures should be conducted in a manner that maintains 

the fiscal sovereignty of countries, achieves fair sharing of tax base and avoids double 

taxation and unintentional non-taxation. 267  The conference also managed to reach 

consensus on the five fundamental principles268, which later appeared in OECD’s works 

of tax challenges of digital economy.269 The five fundamental principles are as follows: 

- Neutrality: “Taxation should seek to be neutral and equitable between forms of 

electronic commerce and between conventional and electronic forms of 

commerce.” 

- Efficiency: “Compliance costs for taxpayers and administrative costs for the tax 

authorities should be minimised as far as possible.” 

- Certainty and simplicity: The tax rules should be clear and simple to understand 

for taxpayers. 
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- Effectiveness and fairness: Taxation should produce the right amount of tax at 

the right time. 

- Flexibility: The system for taxation should be flexible and dynamic to keep up 

with technological and commercial development. 

 Although the Ottawa conference was among the very first attempts of OECD to initiate 

international cooperation within tax issues of e-commerce, it could be seen that in 1998, 

OECD adopted relatively conservative approaches towards taxing e-commerce 

transactions, not viewing e-commerce as a very disruptive event that necessitates 

reforming traditional tax principles yet. What has been done in Ottawa was mainly to lay 

the grounds for future developments. 

After Ottawa 1998, the CFA further worked on the issue of taxation on electronic 

commerce by establishing different “technical advisory groups” (TAG) comprised of 

representatives from both OECD and non-OECD governments with each group focusing 

on different practices, i.e. consumption taxes, technology, business profits, treaty 

characterisation, professional data assessment.270 Of these groups, business profits (BP) 

TAG advised on how the current tax treaty rules for the taxation of business profits apply 

in the context of electronic commerce and to examine proposals for alternative rules.271 

The works of BP TAG regarding adjustments towards current PE rules will be discussed 

below for its relevance to the tax challenges of digital economy. In addition to BP TAG’s 

works, the CFA also conducted further works in the realm of tax treaties, giving rise to 

several updates related to PE definition in the OECD Model Tax Convention and its 

Commentary in its 2003 version. Therefore, in the below section, I will also discuss the 

addition of “server” to PE definition and relevant debates about it. 

5.1.2 Proposals regarding changes to PE definition by “Business profits” 
TAG 

This part summarises the proposals to modify PE definitions by Business profits 

Technical Advisory Group (BP TAG) as a follow-up of Ottawa 1998. BP TAG proposed 

different measures ranging from slight modifications to prevalent PE definition to the 

addition of totally new nexus for source-based taxation. 
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Table 1  Alternatives to modify PE definitions by BP TAG (Summarised by the 

author from OECD report)272 

No. 
Proposed 

alternatives 
Content 

Conclusions after 

examination 

1 Modification of the 

PE definition to 

exclude activities that 

do not involve human 

intervention by 

personnel, including 

dependent agents 

Modify the PE definition to 

expressly exclude the 

maintenance of a fixed place of 

business used solely for the 

carrying on of activities that do 

not involve human 

intervention by personnel, 

including dependent agents 

Not pursue. 

2 Modification of the 

PE definition to 

provide that a server 

cannot, in itself, 

constitute a PE 

The PE definition would not 

cover situations where a fixed 

place of business is used merely 

to carry on automated 

functions through equipment, 

data, and software such as a 

server and website 

- Not pursue 

this option at 

that time 

- Monitor for 

further 

study273 

3 Modification of the 

PE definitions/ 

interpretation to 

exclude functions 

attributable to 

software 

This option would indirectly 

expand the list of exemptions 

under Article 5(4) by excluding 

functions attributable to 

software. 

Not pursue. 

4 Elimination of the 

existing exceptions in 

Article 5(4) or 

making these 

The first option is to eliminate 

all the exceptions under Article 

5(4). 

Continue to monitor 

 
272 ibid 154–156. 
273 This option, however, is pursued with the addition of “server PE” concept in the Commentaries of the 
OECD Model Tax Convention and the Commentaries as it read in 2003. See more at Part 5.1.3 
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No. 
Proposed 

alternatives 
Content 

Conclusions after 

examination 

exceptions subject to 

the overall condition 

that they be 

preparatory or 

auxiliary 

The second option is to make 

all the activities referred to in 

the existing exceptions subject 

to the overall limitation that 

they be of a preparatory or 

auxiliary nature. 

5 Elimination of the 

exceptions for 

storage, display or 

delivery in Article 

5(4) 

Amend Article 5(4) so that the 

use of facilities solely for 

purpose of storage, display, or 

delivery should no longer be 

considered not to constitute a 

PE 

Continue to 

monitor274 

6 Modification of the 

existing rules to add a 

force-of-attraction 

rule dealing with 

electronic commerce 

This option is to amend Article 

7(1) to include a so-called 

“force-of-attraction” rule which 

would deal with electronic 

commerce operations. The aim 

would be to ensure that a 

country may tax profits derived 

from selling in that country, 

through an enterprise’s 

website, products similar to 

those sold through a PE that 

the enterprise has in the 

country. 

Not pursue. 

7 Adopting 

supplementary nexus 

rules for purposes of 

taxing profits arising 

The option would be to modify 

the OECD Model to include a 

provision that would allow for 

the taxation of income from 

Examine in the 

context of the work 

that the OECD was to 

undertake on the 

 
274 This option is later proposed under Action 7 BEPS Project and realised as modification to Article 5(4) of 
the OECD Model Tax Convention and the Commentaries as it read in 2017. See more at Part 5.2.3. 
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No. 
Proposed 

alternatives 
Content 

Conclusions after 

examination 

from the provision of 

services 

services if an enterprise is 

present in the source country 

during a specific period of time 

for service provision purposes. 

The rationale was that the 

income-producing functions 

take place in foreign countries 

without the need to set up 

physical facilities or use a fixed 

base of operations.275 

application of tax 

treaties to services. 

 

At that time, in addition to the above options that might involve minor changes to the 

concept of PE, BP TAG also raised several options that require fundamental 

modifications to prevalent tax rules. 

Table 2 Alternatives with significant modifications to existing tax rules 

(Summarised by author from the OECD report)276 

No. Proposed alternatives Content 

1 Allowing source taxation of 

payments related to some 

forms of electronic commerce 

in a similar manner to 

Apply withholding tax on all or certain cross-

border payments related to electronic 

commerce. Debates were focused on whether 

personnel or electronic equipment in source 

country are required. 

 
275 In fact, this option has already been incorporated under Article 5(3) of United Nations Model Tax 
Convention. Under UN Model Tax Convention, the term “permanent establishment” also encompasses 
“The furnishing of services, including consultancy services, by an enterprise through employees or other 
personnel engaged by the enterprise for such purpose, but only if activities of that nature continue (for 
the same or a connected project) within a Contracting State for a period or periods aggregating more 
than six months within any twelve-month period”. See more at United Nations Model Double Taxation 
Convention between Developed and Developing Countries: 2017 Update (United Nations 2018) 
<http://www.un-ilibrary.org/economic-and-social-development/united-nations-model-double-taxation-
convention-between-developed-and-developing-countries-2017-update_cc8f6035-en> accessed 29 
February 2020. 
276 OECD, Addressing the Tax Challenges of the Digital Economy, Action 1 - 2015 Final Report (n 7) 155–
156. 
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No. Proposed alternatives Content 

payments of passive income 

(i.e. interest, dividend, etc.) 

2 A new nexus: base eroding 

payments arising in a country 

Apply withholding tax on all cross-border 

payments which are deductible for domestic 

tax purposes by an in-country payors. 

3 Replacing separate entity 

accounting and arm’s length 

by formulary apportment of 

profits of a common group 

Net profits of a company, or a group of relate 

companies that does business in more than 

one country will be divided by a formula 

among the countries where it operates. 

4 Adding new nexus of 

“electronic (virtual) PE” 

An alternative nexus would apply to 

electronic commerce operations. PE 

definition would be extended to cover so-

called “virtual fixed places of business”, 

“virtual agencies”, or “onsite business 

presence” 

 

For these changes, BP TAG concluded that electronic commerce and other business 

models arising from new technologies did not justify such significant changes to existing 

tax rules.277 BP TAG, however, recognised that it was necessary to monitor the way that 

new business models arising from new technologies.278 

5.1.3 Modifications to PE concept under OECD Model Tax Convention 

Further to the works of BP TAG, following Ottawa taxation framework, OECD has also 

added the concept of Server PE in its commentary to Article 5 OECD Model Tax 

Convention since its release of 2003 version. In this version, OECD mentioned the cases 

where a server may constitute a PE. OECD considers the server on which the website is 

stored and through which the website is accessed to be (1) a piece of equipment and (2) 

to have a physical location.279 Therefore, the server should constitute a “fixed place of 
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business” of the enterprise that operates the server as specified under Article 5(1). 

Similar to the traditional physical permanent establishments, before being considered a 

permanent establishment, the server is also required to be “at the disposal of the 

enterprise” as well as does not fall under the exemption list as specified under Article 

5(4). Specifically, in order for source country to tax profits from the server PE, the foreign 

enterprise should carry on its business through the server and the activities for which the 

PE is employed is not of auxiliary or preparatory nature. 280  It also disregards the 

constitution of PE by an Internet website for it is just a combination of data and software 

and not tangible property.281 It could be seen that the commentary was still strongly 

attached to the traditional PE principles with its emphasis on the tangible aspect of the 

PE. 

5.2 OECD’s works under BEPS project 

5.2.1 Timeline 

The OECD initiated its BEPS project in 2013 in an attempt to find a solution to base 

erosion and profit shifting, which was perceived as “a serious risk to tax revenues, tax 

sovereignty and tax fairness for OECD member countries and non-members alike”.282 It 

expressed its concerns over the lag of current international tax standards in keeping up 

with changes in global business environment, especially with the rapid development of 

the digital economy.283 The report then suggested developing an Action Plan that aimed 

to align taxing rights with real economic activity and realign international standards with 

the current global business environment and that might include proposals with 

modifications to tax treaties.284 Within the same year, the OECD issued the Action Plan 

in July 2013 with 15 Actions to address BEPS. The Action Plan set out the deadlines with 

resources needed and methodology to implement the actions.285 On addressing concern 

of countries over the allocation of taxing rights between source and residence countries, 

the OECD expressed that its main focus was to address BEPS, not aiming to change the 

existing international standards on the allocation of taxing rights on cross-border 
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income.286 The Task Force on the Digital Economy (TFDE) as a subsidiary of the OECD’s 

Committee on Fiscal Affairs was formed to identify the challenges of digital economy as 

well as options to address these challenges.287 

In 2014, the OECD released the deliverable report in September 2014 (2014 Deliverable), 

which presented a number of options to tackle direct tax challenges of the digital 

economy. 288  Options introduced in the 2014 Deliverable included modifications to 

exemptions from PE Status, new nexus based on digital presence, replacing PE with 

significant presence, creation of a withholding tax on digital transactions, introducing a 

bandwidth or “bit” tax.289 TFDE also stated its reliance on the same set of principles as 

adopted at the Ottawa Conference in 1998 to evaluate the options.290 Notwithstanding 

that, the TFDE was of view that it might not go forward with any option if other Action 

Plans could solve the BEPS problems.291 

In September 2015, the OECD issued the final reports for all 15 BEPS Actions, including 

Action 1. In this Final Report, the TFDE concluded that as the digital economy is rapidly 

becoming the economy itself, one cannot “ring-fence” the digital economy from the rest 

of the economy for tax purposes.292 The OECD extended its scope of solutions to cover 

tax challenges imposed by not only new business models brought by changes in ICT but 

also prevalent business models that leverages advances in ICT.293 In the Final Report, 

the TFDE categorised challenges by digital economy into three groups: nexus, data, and 

characterisation.294 According to the OECD, the nexus challenge is associated with the 

question towards the appropriateness of current tax rules to determine jurisdiction to 

tax. The OECD pointed out that the nexus challenge is caused by two factors: first, the 

reduced need for extensive physical presence in order to carry on business and second, 

the increasing role of network effects generated by customer interactions.295 In this Final 

report, as what it did in the 2014 Deliverable, the OECD also showed its hesitation to 
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recommend any options under this Action for its view that measures taken under other 

Actions are sufficient and its fear of causing systemic issues to current international tax 

principles.296 Not recommending any options in the Action, OECD, however, allowed 

individual countries to incorporate any of the options in domestic laws or bilateral tax 

treaties as additional safeguards against BEPS. 297  Such approval is viewed to be in 

contrast with BEPS project’s initial goal of preventing countries from coming up with 

separate solutions, which in turn caused double or multiple taxation.298 

After the release of Final Report in 2015, while the OECD showed its inactivity in pushing 

forward the result from the final report, G20 and the EU stepped in, expressing their 

concerns over the issues related to taxation of digital economy. In March 2017, the 

Finance Ministers of the G20 highlighted the importance of addressing taxation matters 

in digital economy, requiring the OECD to deliver the interim report in 2018.299 In May 

2017, G7 acknowledged the importance of monitoring the developments in digitalisation 

of the economy and expressed its supports for the works of the OECD TFDE.300 The EU 

initially agreed with the OECD’s approaches in the 2015 Final report of “not ring-fencing” 

digital companies as well as the characteristics of business models of digital economy.301 

Notwithstanding that, later on September 21, 2017, the European Commission (EC) 

issued its report that expressed its concerns about the lack of global progress in reaching 

consensus on tax matters of digital economy and indicated its preference to capture 

digital activities by further examining its Common Consolidated Corporate Tax Base 

(CCCTB).302 As CCCTB was a long-term option, for immediate actions, the EC came up 

with several short-term alternatives that specifically aimed at digital companies or digital 

transactions. 303  These short-term options somehow went against the EU’s previous 
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agreement of not ringfencing digital economy. As impatient as the EC was, EU’s member 

countries also showed their impatience by initiating uncoordinated and unilateral 

solutions to tax digital companies. Examples include France’s proposal of turnover tax 

on technology companies, United Kingdom’s diverted profits tax, Italy’s Levy on digital 

transactions.304 

Against this urgent background, on March 2018, the OECD released its Interim report 

that further elaborated digital markets and the concept of value creation.305 Lengthy as 

it was criticised306, the Interim Report made a significant move to cover the issue of 

allocation of profits and potential changes to nexus rules.307 As above-mentioned, in the 

first BEPS report in 2013, the initial purpose was to tackle the base erosion and profit 

shifting issue, not to touch the issue of allocating taxing rights.308 Such a move heralded 

the follow-up works in 2019 of the OECD that addressed two separate issues with focus 

on two pillars: Pillar One on the allocation of taxing rights that seeks to undertake a 

coherent and concurrent review of the profit allocation and nexus rules; and Pillar Two 

on the remaining BEPS issues or “global anti-base erosion mechanism” that aims to 

prevent profit-shifting as well as ensure minimum level of tax paid by MNEs.309 Two 

public consultation documents on Pillar One and Pillar Two have then been released by 

November and December 2019, respectively. 

5.2.2 Proposals regarding the changes in nexus rules 

We recalled the principles of business profit allocation through the presence of a PE 

under Article 7 (1) of the OECD Model Tax Convention that the source state can only tax 

non-resident taxpayer’s profits when there exists a PE situated therein the source state 

and the source state can tax only the portion of profit attributed to such PE.310 Such a 

rule indicates that there are two principles that involve in the taxation of cross-border 

activities. As summarized by the OECD, two key principles include: the nexus rule to 

determine jurisdiction to tax a non-resident enterprise, and the profit allocation rule, 
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which is traditionally based on the arm’s length principle.311 Such an approach had been 

clearly defined since the initiation of BEPS Action 1 but came up just by the time of the 

2018 Interim Report, followed by the agenda under Programme of Work.312 Given that 

the theme of this thesis is challenges exposed to the PE concept, I will just explore 

proposals that are relevant to the nexus rules as mapped out under Programme of 

Work.313 The OECD aimed to develop a new nexus rule that escapes the constraint of 

physical requirements and that reflects the business presence in the market jurisdiction 

under the digital ages. 314  It also stated that such a nexus should allow market 

jurisdictions to exercise taxing rights.315 

Pertaining to this aim, the OECD expected to explore two approaches:316 

- The first approach is to modify the existing PE-related provisions in current tax 

treaties by amending Article 5 and Article 7 of the OECD Model Convention so 

that a PE is deemed to exist when there exists “a remote yet sustained and 

significant involvement” in the market jurisdiction. 

- The second approach is to design a new and separate nexus that involves 

identifying new non-physical taxable presence apart from PE and/or new concept 

of income taxable (concept of source), i.e. income derived from a particular 

source in a jurisdiction. At this stage, the latest proposed Unified Approach came 

up with a revenue threshold in the market as the key indicator of a sustained and 

significant involvement in that jurisdiction.317 As this approach went beyond the 

traditional PE concept, it will not be explored in the case study of online 

advertising business in the following parts. 

5.2.3 Modifications to PE concept under OECD Model Tax Convention 

As aforementioned, at the beginning of the Project, the OECD viewed that the taxation 

challenges under digitalization of the economy might be tackled by modifications of PE 
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as work done under the Action 7 (Preventing the Artificial Avoidance of Permanent 

Establishment Status) and then by proposals under the Action 1.318 While the proposals 

under Action 1 are subject to ongoing debate, the proposals under Action 7 have been 

realized as some measures are incorporated to the latest version of the OECD Model Tax 

Convention: 

Modification of Article 5(4): 

According to the TFDE, the exceptions to PE status as specified under Paragraph 4 of 

Article 5 of the OECD Model Tax Convention should be modified as some activities of 

preparatory or auxiliary nature in the conventional business models might have become 

the core functions under the digital economy.319 Given that, under Action 7, a new test 

was introduced to exclude the firms that conduct these used-to-be preparatory or 

auxiliary activities as their core functions out of the exemption list under Article 5(4).320 

New Article 5(4.1) provided that a fixed place of business should not be put in the 

exception list (or should constitute a PE) if the same enterprise or a closely related 

enterprise maintains another fixed place in the source jurisdiction, or the overall activity 

resulting from the combination of activities carried on by the two enterprises is not of a 

preparatory or auxiliary character. 321  The introduction of rule was meant to give a 

constraint over the fragmentation of business activities among related business. 

Modification of Article 5(5): 

In accordance with the amended Article 5(5), a PE is deemed to be constituted if an 

enterprise has a person act on its behalf “and, in doing so, habitually concludes 

contracts, or habitually plays the principal role leading to the conclusion of contracts 

that are routinely concluded without material modification by the enterprise.” 322 Noted 

that in the previous version, such a person can only be deemed a PE of the enterprise if 

this person concludes the contracts in the name of the enterprise in a frequent manner. 

After the amendment of Article 5(5), the constitution of PE is possible even when the 

contract is not concluded under the name of the enterprise or even when this person does 

 
318 OECD, Addressing the Tax Challenges of the Digital Economy, Action 1 - 2015 Final Report (n 7) 357, 
376. Details of the amendments are presented in Appendix 1 of this thesis 
319 ibid 132. 
320 OECD, Preventing the Artificial Avoidance of Permanent Establishment Status, Action 7 - 2015 Final 
Report (n 54) 28. 
321 OECD, ‘Model Tax Convention on Income and on Capital’ (n 4) 31–32. 
322 ibid 32. 
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not sign the contract directly but somehow plays an important role in getting the contract 

concluded.323 Article 5(5) is viewed to inhibit the commissionaire arrangements.324 For 

example, in the past, an MNE may use a third-party commissionaire that provides with 

sales support services while enter into a separate contract with its customers to sell the 

goods or services. By doing so, the MNE does not have a PE in the source jurisdiction 

and income earned from the provision of services to the customers may not be subject to 

corporate tax in source jurisdiction.325 The modification of Article 5(5) is to assign more 

importance to substance over formality to reduce the cases when MNEs enter separate 

agreements with local customers and the local subsidiaries to avoid creating PE in the 

source country. 

Modification of Article 5(6): 

The OECD also revised Article 5(6) by narrowing down the definition of an independent 

agent.326 An independent agent generally does not constitute a PE and for a person to be 

qualified as an independent agent, (i) the agent must carry on business in the source 

country as an independent agent, (ii) the agent must act for the foreign enterprise in the 

ordinary course of that business. However, if the person acts “exclusively or almost 

exclusively” on behalf of one or more enterprises to which it is “closely related”, such a 

person is no longer considered an independent agent.327 

5.3 Legal implications of proposals under BEPS 

This part discusses the potential implications of OECD’s proposals on the prevalent 

international tax law that regulates the allocation of taxing rights via the concept of 

permanent establishment under tax treaties. As observed from the OECD’s proposals 

and actual actions taken towards challenges from electronic commerce and then digital 

economy, OECD has so far remained a conservative approach in dealing with tax 

challenges from digital economy. As we observed from the list of alternatives specified 

under Part 5.1.2 and the proposals stated under Part 5.2.2, the pattern is that OECD 

generally came up with the first set of measures with modifications to existing PE 

definitions by either extending the conditions to fall under “fixed” attribute or narrowing 

the conditions to qualify for PE exemption status. The second set of measures involves 

 
323 ibid. 
324 Cockfield, Hellerstein and Lamensch (n 44) 141. 
325 See more in the case of Google Ireland v. French Tax Authority which is analysed in Part 6.2.3.2 
326 Cockfield, Hellerstein and Lamensch (n 44) 142. 
327 OECD, ‘Model Tax Convention on Income and on Capital’ (n 4) 32. 
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more significant interference with the existing international tax laws by adding a 

separate nexus to tax cross-border digital business activities.  

In the wake of electronic commerce in the mid-1990s, the OECD evaluated that the 

challenges from electronic commerce to international taxation were not significant and 

agreed to moderate the development. Important action done in this period was just 

confined to the addition of “server PE” to the commentary to the model tax convention. 

The addition of “server PE” to the paragraph that elaborates the “fixed” attribute of a PE 

reflected OECD’s willingness to stick with traditional PE concept. Faced up with the 

“wave” of digitalization, OECD also showed its hesitancy to adopt measures that might 

significantly change prevalent international tax law as OECD initially contended that 

measures taken under other Actions, i.e. Action 7, would be enough to tackle taxation 

challenges from digital economy. However, this time, modifications were directly made 

to the provisions of the model tax convention, not to the commentary. These 

modifications limit the ability of non-resident taxpayers to take advantage of preparatory 

and auxiliary exemptions or commissionaire arrangement to avoid the formation of PE. 

In addition to the modifications already made to the latest OECD Model Convention and 

the commentaries, there remains proposal that involves designing a new and separate 

nexus apart from PE and that may result in separate provision added to current model 

convention. 

As OECD is an intergovernmental economic organization of only 36 countries328 , it 

comes as general audiences’ concern that how BEPS initiatives of OECD and resulting 

modifications to the OECD Model Tax Convention and the Commentaries possibly exert 

impacts on current international tax treaties of both OECD and non-OECD countries. 

There are two mechanisms that facilitate the translation of OECD BEPS results into 

current international tax law. The first mechanism is by the use of OECD Model Tax 

Convention and the Commentaries as source for interpreting current tax treaties. The 

second mechanism, which is also the result of BEPS Action 15, is by Multilateral 

Instrument to modify bilateral tax treaties.329 

Regarding the first mechanism, while it is evident that the OECD Model Tax Convention 

and the Commentaries have long played an important role in the process of negotiating 

and concluding tax treaties of both OECD member and non-member countries, the use 

 
328 Data updated as at April 2020. See more at: https://www-oecd-org.proxy.shh.fi/about/ 
329 Yariv Brauner, ‘Treaties in the Aftermath of BEPS’ (2016) 41 Brooklyn Journal of International Law 
1019 <https://brooklynworks.brooklaw.edu/bjil/vol41/iss3/3>. 
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of the model convention and the commentaries as means of interpretation of legal 

provisions in tax treaties remains controversial. If OECD Model Convention is legally 

binding on OECD member countries, the Commentaries are “not designed to be annexed 

in any manner to the conventions signed by Member countries”.330 Notwithstanding 

that, OECD suggests that the Commentaries have been drafted and agreed upon by the 

experts of CFA and hence be of assistance in application, interpretation of conventions 

and be referred in case of dispute settlements.331 The obligation upon the use of the 

Commentaries in interpreting tax treaty provisions for OECD countries is subject to their 

country’s reservations on an Article of the OECD Model Tax Convention and 

observations on the Commentary.332 The use of the Commentaries in interpreting tax 

provisions among non-OECD countries is also observed, especially in countries that 

participate in the OECD’s discussions on the OECD Model and Commentary.333 There 

have been examples of cases where the Courts rely on the Commentaries to examine the 

tax treaty provisions (i.e. courts of US, Canada, and Austria).334In addition, the approach 

to which the Commentaries are used to interpret the tax treaty provisions is also a matter 

of concern. The static approach refers to the approach in which the usage of the 

Commentaries is limited to the version of the Commentaries effective as at the 

conclusion date of the tax treaty. 335 The ambulatory approach refers to the approach in 

which the changes to the Commentaries after the conclusion date of the tax treaty 

provision can be used for interpreting purposes.336 The latter is generally not welcomed 

by international tax law experts337 based on the principle that if a treaty provision is 

based on the OECD Model, only the Commentaries effective as at the negotiation and 

conclusion date of the treaty can be considered as the context of the treaty and hence 

adopted by signing parties.338 

 
330 OECD, ‘Model Tax Convention on Income and on Capital’ (n 4) 18. 
331 ibid. 
332 Kobetsky (n 226) 177. 
333 ibid. 
334 ibid. 
335 Ulf Linderfalk and Maria Hilling, ‘The Use of OECD Commentaries as Interpretative Aids - The 
Static/Ambulatory–Approaches Debate Considered from the Perspective of International Law’ (2015) 2015 
Nordic Tax Journal 34, 2. 
336 ibid. 
337 ibid. Linderfalk and Hilling cited Michael Lang and Brugger Florian, ‘The Role of the OECD 
Commentary in Tax Treaty Interpretation’ (2008) 23 Australian Tax Forum 107., Jones Avery, ‘The Effect 
of Changes in the OECD Commentaries after a Treaty Is Concluded’ (2002) 56 Bulletin for International 
Taxation 102. 
338 Kobetsky (n 226) 177. The conclusion is drawn upon analysis of Article 31 and 32 of Vienna Convention 
on the Law of Treaties. See more at Vienna Convention on the Law of Treaties 1969. 
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The second mechanism to make resulting changes from OECD BEPS report to be quickly 

adopted comes from actions taken under Action 15 of OECD BEPS project. As the result 

of globalization, the amount of economic activities taken between countries constantly 

increases, resulting in large number of bilateral tax treaties signed between countries. In 

addition to challenges on substance, the large numbers of existing tax treaties make it a 

burdensome task to update bilateral tax treaties due to large efforts involved in initiating 

bilateral negotiation process. Given that, Action 15 of the BEPS Action Plan comes up 

with the analysis related to the development of a multilateral instrument to allow 

countries to swiftly implement any modifications resulting from BEPS project into 

bilateral tax treaties.339 Under Action 15, an Ad hoc group has been established so that 

every country that is interested in the project and that is even not OECD member 

countries can participate. As of 28 February 2020, there have been 94 countries joining 

the list of signatories and parties to the multilateral convention to implement tax treaty 

related measures to prevent BEPS.340 

 

 

 
339 OECD, Developing a Multilateral Instrument to Modify Bilateral Tax Treaties, Action 15 - 2015 Final 
Report (OECD 2015) 9 <https://www.oecd-ilibrary.org/taxation/developing-a-multilateral-instrument-to-
modify-bilateral-tax-treaties-action-15-2015-final-report_9789264241688-en> accessed 5 April 2020. 

340 See the list of countries participated in Multiteral Instrument here 
http://www.oecd.org.proxy.shh.fi/tax/beps/beps-mli-signatories-and-parties.pdf 
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6 THE CASE OF ONLINE ADVERTISING BUSINESS MODEL 

6.1 Technology and advertising 

Online advertising is among business models that are subject to intense debates of tax 

challenge of digital economy. What makes online advertising become subject of scrutiny 

by tax policy makers could be partly explained by the growing revenue reaped by high-

value MNEs such as Google and Facebook. Another reason for special attention to the 

online business models can be attributed to the initial concern of the BEPS project, i.e. 

the deployment of tax planning strategies by giant digital technologies, i.e. Google and 

Facebook. It is not of coincidence that many countries have come up with proposals that 

aim at online advertising industry. For example, France attempted to introduce its digital 

service taxes to tax the GAFA companies – a French acronym for Google, Apple, 

Facebook, and Amazon due to French government’s concern that these companies 

earned significant profits from the French market without paying a fair share of tax.341 

Austria also introduced new legislative package that provides for a revenue-based digital 

business tax of 5% on online advertising.342   Per my observation from literature review 

related to the taxation matter of online advertising business, focus has been put more on 

the legal structures of these companies, which are also exploited by traditional 

business. 343  Few articles have really touched the technological aspect of online 

advertising model. Considering that online advertising existed since the early phase of 

Internet, we should question that how has online advertising transformed in terms of 

technology through the years to an extent that justifies recent tax reforms as proposed 

by several governments? A suggestion for the question is to profile the online advertising 

industry and technological changes that drive the development of online advertising 

business. 

6.1.1 Online advertising market players and value chain 

Online advertising is constituted by “a series of interlocking multi-sided platforms (or 

“two-sided markets”) that help deliver the advertising contents from advertisers to 

 
341 Bob Michel, ‘The French Crusade to Tax the Online Advertisement Business: Reflections on the French 
Google Case and the Newly Introduced Digital Services Tax’ (2019) 59 European Taxation 
<http://link.library.ibfd.org/portal/The-French-crusade-to-tax-the-online/q8j6D61Nq3Q/> accessed 26 
March 2020. 
342 Gunter Mayr, ‘New Digital Business Tax on Online Advertising in Austria’ (2019) 59 European Taxation. 
343 See Michel (n 90); and Georg Kofler, Gunter Mayr and Christoph Schlager, ‘Taxation of the Digital 
Economy: “Quick Fixes” or Long-Term Solution?’ (2017) 57 European Taxation 
<https://www.ibfd.org/IBFD-Products/Journal-Articles/European-
Taxation/collections/et/html/et_2017_12_e2_1.html>. 
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users.344  While in the current debate, it is often assumed by general audiences that 

Google or Facebook as the companies representing for online advertising business 

model, the online advertising market is in fact comprised of a variety of different players 

that supports the online advertising activities. 

Yuan and others (2012) divided two groups of players, i.e. traditional major players: 

advertisers, publishers, ad networks, and users and new players as the result of 

development in the industry, i.e. Demand side platform (DSP), Supply side platform 

(SSP), Ad exchanges (ADX), Data exchanges (DX).345 The following diagram by Yuan and 

others (2012) demonstrates the eco-system of market players and trading process 

between players. 346  The trading process also presents the value chain of online 

advertising business. 

Figure 3 Market players and trading process in online advertising 
industry (Source: Yuan and others (2012)) 

 

The trading process in online advertising market, as numbered in the above diagram, is 

comprised of the following activities:347 

 
344 Evans (n 13). 
345 Shuai Yuan and others, ‘Internet Advertising: An Interplay among Advertisers, Online Publishers, Ad 
Exchanges and Web Users’ [2012] arXiv:1206.1754 [cs] 7 <http://arxiv.org/abs/1206.1754> accessed 12 
April 2020. 
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First, from the demand side, the advertiser initiates the advertising campaign in the 

market.  

Second, the markets trade campaigns and impressions to balance the demand and supply 

for better efficiency. Traditionally, advertiser will work with ad networks, a company that 

connects advertisers to the publisher that want to host advertisements. Due to the 

emergence of multiple ad networks, the ad exchange (ADX) appears as an aggregated 

marketplace of multiple ad networks. ADX is comprised of two platforms, i.e. demand 

side platform (DSP) and supply side platform (SSP). These two platforms act as the 

agencies of advertisers and publishers, respectively. DSP helps advertisers or ad agencies 

in bidding for campaigns in multiple ad networks. DSP, in other literature348, is also 

referred to as advertiser tools or firms that manage ad campaigns, sending ads to 

publishers. Examples of firms running DSP are Double Click, Google, aQuantitative. 

SSP helps publishers by registering publishers’ inventories (impressions) in different ad 

networks and accepting the most profitable ads automatically on publishers’ behalf. SSP, 

in other literature349, is referred to as publisher tools. Publisher tools are firms that 

manage publisher inventory, serving ads into ad space. Examples of publisher tools are 

DoubleClick, Google, aQuantitative, 24/7 Real Media. 

ADX helps publisher source suitable ads from various ad networks on a real-time manner 

based on publisher’s ad request with a given context to serve users. The general idea 

behind these platforms is the specialisation that helps reduce labour efforts in contacting 

and negotiating between advertisers, publishers and ad networks as well as aim for 

market efficiency. ADX may be referred to as intermediaries or firms that match 

advertisements to inventory and setting prices. 350 

Third, publisher registers impressions with the market or publisher offers advertising 

slot for bidding. Publishers are firms that offer online information content to general 

public (e.g. news, journals, etc.) either free or behind a paywall. Examples of publisher 

include Web publishers, social networking sites such as Facebook, LinkedIn, Twitter. 

 
348 David S Evans, ‘The Economics of the Online Advertising Industry’ (2008) 7 Review of Network 
Economics <http://www.degruyter.com/view/journals/rne/7/3/article-rne.2008.7.3.1154.xml.xml> 
accessed 27 March 2020; Henk Kox, ‘A Profile of the Online Advertising and Tracking Industry: 
Technology, Business Model and Market Structure’ (Social Science Research Network 2014) SSRN 
Scholarly Paper ID 2870603 <https://papers.ssrn.com/abstract=2870603> accessed 4 January 2020. 
349 Evans (n 348); Kox (n 348). 
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Fourth, users issue search queries or visit website. 

Fifth, data exchange (DX) collects user data and sells these data on an anonymous basis 

to DSP, SSP, ADX, or even directly to advertisers in a real-time manner. DX may include 

different types of firms that provide with specialist online advertising services. 351 

Example of DX include network search intermediaries, data brokers, tracking 

companies. Network search intermediaries are firms that provide searching services 

such as Yahoo!, Google, Facebook, and Bing.352 Data brokers are firms that collect and 

sell aggregated information on individual persons or firms. These data may be collected 

from public source, i.e. census data, phone directory, etc. or third parties such as network 

search intermediaries. These data as combined could provide with profiles for firms and 

individuals or for matching firm with potential customers of particular selection 

characteristics. 353   Tracking companies are specialist firms (other than the search 

engines) that collect behavioral data of Internet users through the use of “cookies”354 and 

then makes sales of these data to advertisers or data brokers. 

As the opportunities and profit in the online advertising industry constantly change, the 

distinction between kinds of platforms or intermediaries is getting blurred. In fact, giant 

network search intermediaries such as Google and Facebook have also expanded their 

business models to cover the full value chain of online advertising activities. For example, 

Google provides both the technical infrastructure to provide online advertisement 

services and client assistant services to maximise the efficiency of advertisement 

campaign.355 

 
351 Kox (n 348). 
352 These firms have joined the online advertising by setting up advertising subsidiaries since 2000. Google 
has organized its online advertising business through subsidiaries such as DoubleClick, AdSense, Adwords, 
etc. 
353 As summarised by Kox (n 94), large data brokers are LexisNexis (mainly B2B business background 
checks), Experian (focus on credit information), Acxiom, Accurint, Everify, Graydon (Netherlands, mainly 
in creditworthiness checks). More specialist data brokers such as LocatePeople.org, MelissaData.com and 
123people.com provide localization data like personal addresses, email addresses and phone numbers. 
354 ”Cookies” is the piece of data that is sent from a website and stored on the end-users’ personal devices 
by the web browser. Cookies are designed so that the websites could remember and record users’ browsing 
activities or information previously inputted by the users. See more at David M Kristol, ‘HTTP Cookies: 
Standards, Privacy, and Politics’ <https://doi.org/10.1145/502152.502153> accessed 26 March 2020. 
355 Michel (n 341) 532. 
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6.1.2 Evolution of technology in online advertising industry 

As advertising involves “making products or services known about and persuading 

people to buy them”356, it is self-evident that one criterion for successful advertising 

campaign is to target as many right customers as possible. Before the advent of the 

Internet, people rely on traditional media, i.e. print, radio, and television. Traditional 

media normally reach audiences on a periodical schedule (e.g. fixed showtime on 

television and radio, daily or weekly newspaper, etc.).357  As traditional media generally 

have less access to detailed information of its audience in comparison with online 

advertising, contents offered by traditional media are relatively undifferentiated and less 

tailored in comparison with that of online advertising.358 However, it is not out of a 

sudden for online advertising to be as effective as what we observe today. The 

technologies underlying online advertising have been constantly revolutionized since the 

2000s. According to Kox, the technology improvement in targeting customer of the 

online advertising can be summarized in the following five steps:359 

- Newspaper-like targeting360: Online advertising industry could be traced 

back as early as the time when the Internet was opened for commercial players 

in 1992. The publishers (i.e. owners of websites with specific contents) would 

offer spaces in the websites for ads placement to the advertisers. Initially, this 

advertising method is not distinctively different from the method of placing ads 

on traditional media such as newspapers or magazines. The practice of targeting 

customers mainly relied on the advertiser’s knowledge of its potential customers. 

Based on the advertiser’s own knowledge of its potential customers, the 

advertisers would place ads on the websites which might be of interest to its 

customers. Advertisements would be likely a banner or a pop-up that offered 

links to the website of the advertiser. The customer-targeting preference under 

this method is undifferentiated as the advertisement would have been barely 

tailored for a fixed and assumed group of customers. 

- Keyword-based targeting361: The increase of websites with content further 

boosted the relative importance of web-search intermediaries in the advertising 

 
356 ‘Advertising’ <https://dictionary.cambridge.org/dictionary/english/advertising> accessed 26 March 
2020. 
357 Evans (n 13). 
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value chain. Such a trend could be seen from the introduction of “sponsored 

search”. Under the use of “sponsored search”, the advertisers bid for keyword-

linked advertising options, i.e. advertisement to pop up along with the search 

results or advertisements to appear in higher ranking of search results. In this 

form of customer-targeting, advertisers are still the one that own main knowledge 

of its potential customers as the advertisers should predict the keywords which 

might reflect its potential customers’ interests. In comparison with the 

newspapers-like targeting, the customer-targeting is much more specific. 

- Contextual targeting (without history) 362: In this form of advertising, ads 

would pop up beside search results or website content that relates to the 

advertisers’ products or services. The searching keywords which are of 

advertiser’s knowledge are still the basis of contextual targeting, however the 

search network intermediaries now owned the technology that identified the 

statistical link between keywords and hence increased the chance of matching the 

ads with the consumer’s real reference.363 Information related to language, geo-

location, time zone that is linked to the IP address also serves the customer-

targeting process. These pieces of information also helped increase identify the 

searcher’s willingness to purchase products or services at a given time and 

location. Although the knowledge of customers still lied with the advertiser, the 

network-search intermediaries owned greater share of knowledge of the optimal 

keyword combinations that attract potential customers to interact with the 

advertisement. 

- Contextual targeting with a historical user profile 364 : This form of 

advertising is an upgrade of the above form as the search network intermediaries 

now have access to the individual’s searching history which then serve as 

contextual interpretation for a current, real-time search action. This use of 

searching history helps enhance the effectiveness of customer-targeting. Such a 

service was suggested as an extra step beyond what the individual advertisers 

could expect in targeting customers but with the benefit of hindsight now, we 

could see that it has already been a norm in online advertising. As a result, the 
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intermediaries’ share in the value chain of online advertising chain has been 

further increased. 

- Retargeting or re-messaging365: Under this form of advertising, the network 

search intermediaries exploit the customers’ search behaviour in the past so as to 

suggest the customers with directed advertisement at the next browse. For 

example, when customers just browse for the information of a product or service 

without making any purchase, the search network intermediaries still record this 

action and sell this information to advertiser. 

While Kox presents the technology evolution in a chronological order, the fact is that 

these technologies are still developing along each other without replacing each other. The 

evolution in underlying technologies that are used to target users results in different 

categories of ads. Yuan and others divide online advertising in three categories: branding 

ad, sponsored search ad, contextual ad.366  

• Branding ad: Publishers trade their impressions of webpage to advertisers so 

that advertisers place ads on websites to display to all visitors. Branding ad 

actually employs the newspaper-like targeting technology as mentioned by Kox. 

• Sponsored search ad: In this category of ad, search engine acts as publisher 

and displays ads along with search results. Advertisers have to bid for relevant 

keywords to have their ads match with search queries from users. The underlying 

technology here is keyword-based targeting technology described by Kox. 

• Contextual ads: Under this category, ads are displayed based on context of 

users, i.e. geographic location, language, users’ history profile. Contextual ads 

employ contextual targeting (with and without user’s history profile) and 

retargeting and re-messaging technology. 

Here below is a summary of these three types of ads in terms of technology and 

participants as summarized from researches of Kox and Yuan and others. From the 

division of participants in the below table, it is worth noting the multi-side nature of 

advertising where seller and buyer as who receives and pays money for the ads are 
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different from advertiser and user, who pays money for the ads and who consumes the 

ads (without paying), respectively. 

Table 3 Comparison of different categories of ads (Source: Yuan and others 

(2012), Kox (2014))367 

 Branding ads Sponsored search 

ads 

Contextual ads 

Seller Large content 

providers 

Search engines All websites 

Buyer Large companies All companies and individuals 

Contract Long-term, large 

scale 

Flexible 

Targeting Audiences of the 

publishers 

Search queries and 

Personally 

Identifiable 

Information 

Context and 

Personally 

Identifiable 

Information 

Technology Newspaper-like 

targeting 

Keyword-based 

targeting 

Contextual targeting 

(with and without 

user’s history profile) 

and retargeting and 

re-messaging 

technology 

Inventory 

(place to 

display 

ads) 

Fixed slots on 

webpages 

Top and side banners 

of search result page 

Flexible 

 

Given the above, it could be seen that the technologies used in customer targeting has 

constantly transformed advertising industry from undifferentiated and one-size-fit-all 

advertisements to customized and real-time ones. In the early days, knowledge of 

customers owned by the advertisers played the most important role in targeting potential 

customers. Along the development of information technologies, the intermediaries now 

own greater share of such knowledge by exploiting data from searching behaviors of 

users. More and more intermediaries have joined the market, transforming and 

optimizing the process of buying and selling advertising space via the use of keyword 

bidding system and contextual advertising.368 The development of customer-targeting 

technology brings more and more parties into the value chain, for example, network 
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search intermediaries, which did not exist in traditional online advertising. This trend 

results in economies of specialization: in the past, the traditional publishers provide 

content to attract audiences and sell advertising spaces to advertisers. Nowadays, online 

publishers focus more on offering contents and act as affiliate marketers369 by selling 

advertising space to specialized advertising platforms and receiving commission in 

return. 370  However, as mentioned above, giant technology firms such as Amazon, 

Google, and Facebook may operate as different roles in the value chain. As a result, online 

publishers are also further divided into different categories, i.e. large integrated online 

publishers that have direct sales forces and their own publisher software tools that allow 

them sell non-reserved advertising spaces to advertisers; large non-integrated online 

advertiser have direct sales forces but do not own publisher software tools, and small 

online publisher with no direct sales force or publisher software tools and that relies on 

an advertising network to sell advertising spaces.371 

Another trend could be seen from the evolution of customer-targeting technologies used 

in online advertising is the increasing efficiency of market. For example, under branding 

ads, only large content providers and large companies with huge budget for advertising 

join the market, the technologies under sponsored search ads and contextual ads allow 

more players to join the market. For example, small websites with moderate impressions 

may join the market by simply offering ad slots on their websites to SSP and have SSP 

automatically assign suitable ads. Other example is that small companies and individuals 

with small budget can also create ad campaigns themselves. The new technologies also 

allow the utilization of ad inventories on the Internet. 

The following figure from World Federation of Adverting372 in 2014 demonstrated how 

the advertising budget from the advertiser is shared among different players in the value 

chain. The stakeholders are categorized in a slightly different manner.373  

Figure 4 How money is split between the stakeholders in the online 
value chain (Source: World Federation of Advertisers, 2014) 

 
369 Michel (n 341) 524. 
370 Evans (n 348) 363. 
371 ibid 384. 
372 Word Federation of Advertisers, ‘Guide to Programatic Media - What Every Advertiser Should Know 
about Media Markets’ (World Federation of Advertisers 2014) 
<http://aana.com.au/content/uploads/2014/09/WFAGuidetoProgrammaticMediaFULLVERSION.pdf>. 
373 Agency of Record (AOR) is the agency that takes charge of client’s online advertisement industry. 
Examples are Omnicom, WPP, Saatchi&Saatchi. “Value-adds” are firms that offer additional technological 
services such as data targeting, reporting, verification. Exchange is referred to the ad exchange which has 
been explained in the previous part. 
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Overall, the changes in underlying technology of online advertising result in various 

changes in the value chain of online advertising industry, i.e. market players, value 

attributed to different players, etc. In the following parts, I will investigate how these 

changes expose challenges to the taxation of online advertising business. 

6.2 Challenges to international tax law by technological evolution in 
online advertising business 

The following part of this research aims to reconstruct the business schematics in 

compatibility with changes in technology and different categories of ads and to 

accommodate current international tax laws to tax income earned from advertising 

activities in different business arrangements. To simplify the issue of “source” of income, 

in the scope of this thesis, I assume that the user shares the same jurisdiction with the 

advertiser.374 

 
374 As we recalled from the source-based taxation principle, the business income gained from conducting 
business through a permanent establishment situated in the source jurisdiction is taxed without any 
limitation in the State of source or situs while royalty income is subjected to limited taxation in the State of 
source. While business income is sourced to the country where the services are performed via a permanent 
establishment situated therein, royalty income is sourced to the country where the intellectual property is 
held. As observed by Prussak (2017, p105), there is no consistent principle of source for income and most 
of the source rules are based on geographic observation. In case of income from online advertising 
business, in addition to the issue of categorisation of income (i.e. business income or royalty), even when 
this issue is solved, the jurisdiction of users was often not considered in the traditional rule of source 
determination. Should income from online advertising be sourced to the country of advertisers, the 
country of users, or the country of the company that owns the algorithms? Therefore, to avoid detouring in 
this thesis and to really focus on the permanent establishment concept, I assume the users to share the 
same geographic location with the advertisers and consider the income gained from online advertising 
activities be business income. For reference to the source issue of online advertising business,  see Assaf 
Prussak, ‘Source, Character and Taxable Presence in a Digital World: International Taxation of Online 
Advertising’ [2017] SJD Dissertations <https://repository.law.umich.edu/sjd/8>. 
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As summarized in the above, customer-targeting technologies behind changes in online 

advertising business can be summarized through the following steps: newspaper-like 

targeting, keyword-based targeting, contextual targeting without history, contextual 

targeting with a historical user profile, and re-targeting or re-messaging. These 

technologies result in different categories of ads, i.e. branding ads, sponsored search ads, 

and contextual ads with respective business models. The general technology trends are 

revenue being among increasing numbers of market players in the value chain and the 

changing role of different market players in terms of collecting information of users. 

6.2.1 Traditional advertising business model 

Before proceeding with online advertising business models, we first revisit the traditional 

advertising business model. The following diagram demonstrates the traditional 

advertising business model. 

Figure 5 Schematic of traditional advertising business model 

 

As demonstrated in the above diagram, in this business model, publisher, e.g. 

newspapers, magazine, TV channels, produces content to attract audiences and sells the 

advertising slot to the advertiser. The advertiser, based on its own knowledge of its 

potential customers, would select publishers with contents that attract its potential 

customers to place ads. Under this customer-targeting method, the selection of publisher 

by advertiser is often limited by geographical border. For example, a company that aims 

to sell its products to its customers in Finland is more likely to choose a newspaper that 
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is circulated in Finland to place ads, in addition to other factors, i.e. gender, age, or hobby 

of frequent readers. Finnish publishers incorporated under the laws of Finland will be 

considered resident in Finland and subject to Finnish corporate income tax on 

worldwide income.375 

6.2.2 Online advertising business model in branding ads and sponsored 
search ads 

Under this business model, publisher maintains website with content that attracts 

audience of certain demographic groups and sell advertising slots (e.g. banner) on the 

website to advertiser. In the case of sponsored search ads, the publisher is the search 

engine. Basically, the customer-targeting technology is not distinctively different from 

the one used in the traditional advertising business model, where publisher and 

advertiser conduct transaction directly with each other, however, the geographic factor 

becomes a matter of concern to tax authority. 

Figure 6 Schematic of online business advertising model of branding 
ads and sponsored search ads 

 

As demonstrated in the above diagram, while the advertiser is still the most important 

owner of knowledge of its customers and hence, decides the selection of publisher to 

display ads, the publisher is now not necessarily the one that incorporated under the laws 

 
375 https://taxsummaries.pwc.com/finland/corporate/taxes-on-corporate-income 

https://taxsummaries.pwc.com/finland/corporate/taxes-on-corporate-income
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of the source country, i.e. country where the user is located. Users in country A are still 

able to get access to content offered via a virtual website which server may be hosted in 

country of the publisher or the third country other than country of user or country of 

publisher. For example, BBC Worldwide Limited is a UK-based commercial arm and a 

wholly-owned subsidiary of the British Broadcasting Corporation (BBC). In general, 

users in the UK do not see any ads on BBC website as users in the UK fund the BBC 

through the licence fee, which entitles users to consume any of the BBC’s media products, 

i.e. television, radio, and digital services without advertising. 376  However, the BBC 

websites started introducing advertising to website visitors coming from outside of the 

UK on its website’s international version with international focus and that aims at 

international users.377 Under traditional advertising business model, it is not always easy 

for a foreign publisher to publish its media in another country without delegating to a 

local distribution intermediary. With the initial development of the Internet, the 

geographic border becomes irrelevant. 

In such a case, the question is how profit earned by foreign publishers from advertising 

is taxed in source jurisdiction? In principal, a foreign non-resident taxpayer is subject to 

limited taxation in the source country unless it is deemed to have a permanent 

establishment in the source country. Recalled from the previous part, under Article 5(1) 

of OECD Model Tax Convention, the constitution of a PE requires (1) the existence of a 

“place of business”, (2) the “fixed” notion with certain degree of permanence attached, 

and (3) the carrying on of the business of the enterprise through this fixed place of 

business. 378 As demonstrated in the schematic, all business activities are now conducted 

virtually with a website which is possibly considered the sole presence of the foreign 

publisher in Country A. In accordance with OECD Model Convention and the 

Commentaries, an Internet website is a combination of software and electronic data and 

not deemed to constitute tangible property.379  

The next resort for source jurisdiction to apply income tax is the server. The concept of 

“server PE” was first introduced in the OECD Model Tax Convention version published 

in 2003. This concept is not incorporated in the provisions of the model convention but 

introduced in the commentaries. The server on which the website is stored and through 

 
376 BBC Website, Frequently Asked Questions http://www.bbc.co.uk/bbc.com/faq/ 
377 ibid 
378 OECD, ‘Model Tax Convention on Income and on Capital’ (n 4) 117. 
379 ibid 152. 
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which it is accessible is “a piece of equipment having a physical location” and such 

location may constitute a “fixed place of business” of the enterprise that operates that 

server.380 The next factor decides whether the server constitutes a PE is that the server 

should be at the disposal of the taxpayer.381 Even when the server is at the disposal of the 

taxpayer, the server is not considered a PE yet if the business activities of the taxpayer is 

not conducted through the server.382 Similar to the test applied to other physical “place 

of business”, after the server passes the three elements as specified under Article 5(1), 

the constitution of PE by the server is then assessed under Article 5(4). Specifically, if the 

business activities conducted through the server are of preparatory and auxiliary nature 

within the meanings provided under Article 5(4), there is no PE constituted.383 

Coming back to our case study, we could see that the likelihood that the server on which 

the website is hosted is considered a PE is low due the following reasons. First, as recalled 

from the technological description of a server in the previous part, the location of the 

server does not depend on where the business is managed, and it is not necessary that 

the business own a server to conduct its activities.384 Therefore, the foreign publisher 

does not necessarily own a server to host its website but might enter into separate 

contract with a server owner to rent the server from somewhere. In addition, the 

geographical location of the server is insignificant as the server could be located 

irrespective of the location of the business. As a result, the chance by which income 

earned by the publisher as paid from advertiser in country A is taxed in source country 

or country A is very low. 

6.2.3 Online advertising business model under contextual ads 

6.2.3.1 Discussion on hypothetical case 

The below diagraph presents the schematic of business model under category of 

contextual ads. 

Figure 7 Schematic of online advertising business model under 
contextual ads 

 
380 ibid. 
381 ibid. 
382 ibid. 
383 ibid 153. 
384 Cockfield and others (n 5) 18. 
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Under this business model, advertiser and publisher do not directly transact with each 

other but via various intermediaries, i.e. DSP, SSP, SDX, ADN. Advertiser can create 

campaigns, focus on setting desired target and have its DSP via ADX and ADN account 

for the allocation of ads at suitable places. Publishers work with its SSP to register its 

available advertising inventories, acting as affiliate marketer. Publishers now generate 

income from leasing its advertising slots to the intermediaries and receiving commission 

from intermediaries. The jurisdiction border is flexible in real life with the intermediaries 

may be located in either the country of advertiser and user or the country of publisher or 

a third country. In addition, as a result of vertical integration trend in online advertising 

industry, ad networks, media agencies and DSP have been merged.385  For example, 

DoubleClick as an ad serving technology provider or DSP provider launched an ad 

exchange itself and DoubleClick was later acquired by Google, a search engine provider. 

Atlas/aQuantitative and ADTECH were acquired by Microsoft and AOL (web publishers 

and intermediation platform managers) respectively.386 Due to these activities, it is more 

likely the case that a company operates in different segments of online advertising 

industry, which then allows more opportunities for tax planning. 

 
385 Google/DoubleClick (Case No COMP/M4731 ) [2008] Commission of the European Communities C(2008) 927 
Final 16. 
386 ibid. 
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As recalled from previous analysis of business models under branding ads and sponsored 

search ads, server PE is not a meaningful concept for source country to claim taxing 

rights as servers can be located anywhere without any regards to the place of business. 

Figure 8 Hypothetical schematic of vertical integrated advertising 
firm’s operations 

 

If we assume the case where an advertising company in country C operates as both ad 

exchange and ad serving for both advertisers and publishers (or both DSP and SSP) and 

maintains several servers in country A for separate activities (see Figure 8), should these 

servers be enough to constitute a PE in country A and hence give rise to taxing rights by 

country A’s tax authority on income earned from advertisers? These servers, if 

considered altogether, might have conducted the core activities of the company, 

however, each server, separately considered, might just perform business activities that 

fall under the exemption list under Article 5(4). In accordance with the OECD 

Commentaries, “unless the anti-fragmentation provisions of paragraph 4.1 are 

applicable” then “each place of business has to be viewed separately and in isolation for 

deciding whether a permanent establishment exists”.387  Given that, the existence of 

multiple servers at the same location might constitute a PE, however, when multiple 

servers situated in different geographic locations within country A or source country, 

there might be no constitution of PE. Even when there is a PE constituted from the 

presence of servers in country A, Cockfield was of view that the profit attributed to the 

PE might be insignificant. Based on traditional method of functional analysis, little profit 

 
387 OECD, ‘Model Tax Convention on Income and on Capital’ (n 4) 138. 
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would be attributed to PE constituted in country A where only servers are located with 

no employee but most of the profit will be attributed to the country where the value is 

created, i.e. the country where the algorithms to run the system are built.388 

Cockfield also examined the possibility that a software agent be considered a PE. For 

example, in the hypothetical case above, when an advertiser in Finland contacts a DSP, 

i.e. Google Ads via website389  to purchase advertising inventory. The advertiser will 

customize its advertising campaign with its preferred location of advertisement, 

keywords and budget. Upon confirming the billing method, the advertiser will be 

required to review and agree the Terms and Conditions with the signing party to be 

Google Ireland Limited. 390  In the process from initiating the order to finalizing the 

payments, the advertiser in Finland contacts only the website of Google Ads, the server 

of which may be located anywhere. As described by Cockfield, in such a case, the 

customer has clicked on the link of the website as displayed in his or her own monitor, 

the server on which the website is hosted would assign a software agent to the customer’s 

browser. 391  The software agent now displays the advertising services (i.e. choice of 

geographic location, duration of advertisement, keywords, etc.), negotiate terms of 

payment and conclude the contract between the advertiser and Google Ireland Limited. 

The whole process is conducted without the interference of human other than the end-

user. 

The appearance of software agent in this case triggers the possibility of applying 

dependent agent PE concept under Article 5(5) of the OECD Model Tax Convention. 

According to Cockfield, the concept of agency PE is established on the view that the 

principal may not have a physical PE in the source country but business activities can be 

conducted by its agents. And in case the agent has authority to contract on behalf of the 

enterprise or frequently plays an important role in the process of concluding the 

contracts and does so without the significant involvement from the overseas enterprise, 

there is a possibility that the PE is constituted.392 However, as suggested by Cockfield, 

technically speaking, the software agent, no matter what it does, cannot be considered a 

 
388 Cockfield, Hellerstein and Lamensch (n 44) 125. 
389 Visit https://ads.google.com/intl/en_FI/home/   
390 See the terms and conditions here: https://payments.google.com/payments/apis-
secure/get_legal_document?ldi=31445 
391 Cockfield, Hellerstein and Lamensch (n 44) 129. 
392 OECD, ‘Model Tax Convention on Income and on Capital’ (n 4) 32. 
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“person” acting on behalf of the enterprise.393 Cockfield pointed out that even when 

“software agent” is included into the definition of agent, it is not difficult for the Head 

Office company (in this case Google Ireland Limited) to arrange for the contact to be 

concluded in a server located in other country than source country or specify the location 

of the contract in a clause within its contract.394 Given that, the chance that a software 

agent constitutes a PE and gives rise to taxing rights to source country is very small. 

6.2.3.2 Discussion of the case of Google Ireland Limited v. French tax authority 

An interesting real-life case study of “permanent establishment” in online advertising 

business to observe is the case of Google Ireland Limited v. French tax authority.395 

Google maintains two operation models for its online advertising business, namely the 

direct sales organization (DSO) and the online sales organization (OSO).396 Under the 

DSO model, Google has its local subsidiaries in the markets to support its sales activities 

with large budget advertisers. The OSO model is to aim at small budget advertisers. 

Under this model, the involvement of Google staff is limited and the support work is 

mainly done online without a need of onshore staffs.397 The OSO model was in fact 

demonstrated under Figure 8 and it turns out that this model’s possibility of constituting 

PE in the market country is low.  

Google Ireland Limited directly entered contract with customers in France and 

customers are granted with the use of Google’s advertising programs and services via 

access through their Google’s accounts.398 Google Ireland Limited separately signed a 

marketing and services agreement with Google France wherein Google France provided 

with “all services, advice, the recommendations and assistance required by Google 

Ireland Limited in the context of marketing and sales support activities for Internet 

services provided in France.” Scope of services includes “marketing and demonstration 

of Internet services of Google Ireland Limited, assistance in market analysis and strategic 

analysis, including analysing potential customers to whom Internet services can be 

 
393 Cockfield, Hellerstein and Lamensch (n 44) 129. 
394 ibid. 
395 See the press release of Paris Administrative Court with relevant reports of the case at ‘La Société 
Irlandaise Google Ireland Limited (GIL) n’est Pas Imposable En France Sur La Période de 2005 à 2010’ (n 
57). 
396 Michel (n 341) 525. 
397 ibid. 
398 See Terms and Conditions as accessed by 19 April 2020 https://payments.google.com/payments/apis-
secure/u/0/get_legal_document?ldi=31445 
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sold”.399 Google France was remunerated on a cost-plus basis with a profit margin of 

8%.400 The contract clearly asserted that Google France did not have the authority to bind 

Google Ireland into contracts with customers in France or did not negotiate contracts on 

behalf of Google Ireland Limited.401 

The below figure demonstrates the schematic of DSO model and particularly, Google 

Ireland and Google France in the case of Google Ireland Limited v. French tax authority. 

Figure 9 Schematic of Google’s DSO operation model in the case of 
Google Ireland Limited v. French tax authority 

 

In 2012, French tax authority, upon conducting tax audit at the Google offices in France, 

concluded that Google Ireland, during the period from 2005 to 2010, conducted business 

activity in France, namely, sales of online advertising space. Therefore, in the meaning 

of Article 2(9) of France - Ireland Income Tax Treaty (1968), Google Ireland maintained 

an agency PE in France. Specifically, in accordance with Article 2(9)(c) of the treaty:402  

A person acting in a Contracting State on behalf of an enterprise of the other 

Contracting State, other than an agent of an independent status to whom 

subparagraph (d) applies, shall be deemed to be a permanent establishment in 

 
399 Google Ireland Limited v French tax authority [2017] French Administrative Court No. 1505178/1-1 [9]. 
400 ibid 6. 
401 ibid 9. 
402 Convention between Ireland and France for the avoidance of double taxation and the prevention of 
fiscal evasion with respect to taxes on income 1971. 
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the first-mentioned State if he has, and habitually exercises in that State, an 

authority to conclude contracts in the name of the enterprise, unless his activities 

are limited to the purchase of goods or merchandise for the enterprise. 

As a part of its business model, for clients with significant budget, Google would assign 

an account manager, who is generally employed by Google’s local subsidiary, in this case 

Google France, to provide with sales supporting services. 403  Later, as French tax 

authority found out during the tax audit, the employees of Google France assumed de 

facto authority to conclude the contracts in the name of Google Ireland. 404  The tax 

auditors also found out that Google France’s employees got involved in the deal closing 

process, i.e. from attracting potential accounts to negotiating the contracts.405 Given 

that, French tax authority deemed that the employees of Google France acted on behalf 

of Google Ireland and habitually conclude contracts in the name of Google Ireland and 

hence, constituted agency PE of Google Ireland in France.406  

Google Ireland challenged French tax authority’s decision, bringing the case to the Paris 

Administrative Court. The Court rejected French tax authority’s claim that Google 

France was the dependent agent PE of Google Ireland on the grounds that (i) French tax 

authority failed to provide evidence that Google France’s employees were mandated to 

act on the account and in the name of Google Ireland, and (ii) the contracts’ main content 

was ultimately validated and agreed by Google Ireland as the signing party even though 

these contracts were signed just on a formality basis (and in fact Google Ireland did 

refuse several orders).407 This opinion was later affirmed in the Administrative Court of 

Appeal. Although Google was in the winning side in the case, Google agreed later to settle 

the case on 12 September 2019, the reason of which is mostly attributed for Google’s 

concern about its brand and public image.408 

The example of Google is mentioned here to demonstrate the case where even the 

presence of human factors at the source country may not give rise to a PE in the case of 

online advertising. However, in this case, other than the technical nature of online 

advertising service provision, the main reason lies with Google’s contractual 

 
403 Michel (n 341) 525. 
404 ibid 527. 
405 ibid. 
406 ibid 526. 
407 ‘La Société Irlandaise Google Ireland Limited (GIL) n’est Pas Imposable En France Sur La Période de 
2005 à 2010’ (n 57). 
408 Michel (n 341) 529. 
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arrangements (“commissionaire arrangement”), which are, from my own observation as 

tax advisors, very common even among companies in traditional industries. Michel was 

of view that this contractual arrangement may not work in avoiding a PE constitution 

under the modified PE-related provision under the OECD Model Tax Convention.409 

Specifically, under the amended Article 5(5), a PE is deemed to be constituted if an 

enterprise has a person act on its behalf “and, in doing so, habitually concludes contracts, 

or habitually plays the principal role leading to the conclusion of contracts that are 

routinely concluded without material modification by the enterprise” and it is also not 

necessary that the contract is concluded under the name of the enterprise.410 It could be 

seen that the amendment of Article 5(5) weights more on the substance over formality. 

The actions of Google France’s employees, under the view of modified Article 5(5) could 

be seen as to “habitually play the principal role leading to the conclusion of contracts that 

are routinely concluded without material modification” by Google Ireland Limited. 

However, Michel also noted that the application of the modified PE provision may be 

difficult as the ambulatory approach is not widely adopted in interpreting tax treaty 

provisions.411 

6.3 Interim remarks 

As examined in the three business models as a result of continuing developments in 

online advertising technologies, it could be seen that the source-based taxation has been 

somehow undermined throughout the time as the traditional PE concept that attaches 

great importance to physical presence is not relevant to keep up with the transformation 

of business models. Specifically, the development of technology in online advertising 

allows more players to join the value chain and utilizes the advertising resources on the 

Internet with publishers not necessarily incorporated in the country of consumers. 

Publishers now play a less active role in advertising but just offer advertising spaces. 

Advertisers are now more likely to work with integrated intermediaries that provide end-

to-end advertising services (DSP, SSP, ADX) and these services are easily accessed via 

website (for example in the case of Google’s OSO operation model). As analysed above, 

the possibility for PE constitution is very low given the application of PE-related 

provisions and commentaries in OECD Model Tax Convention and Commentaries 

(including Server PE). In the case of Google’s DSO operation model as examined in the 

case of Google Ireland v. French tax authority, the recent changes to Article 5(5) under 

 
409 ibid 530. 
410 OECD, ‘Model Tax Convention on Income and on Capital’ (n 4) 32. 
411 Michel (n 341) 530. 
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Action 7 of BEPS might help fix the issue of non-resident company entering in separate 

business support agreements with its subsidiaries to avoid the constitution of dependent 

agent PE. However, the static approach, i.e. the OECD Model Tax Convention and the 

Commentaries as at the date of treaty conclusion will be applied, makes it challenging 

for source country to tax income generated from foreign entities that earn income from 

online advertising services. 
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7 CONCLUSION 

This chapter summarised the discussions related to the given research questions as well 

as came up with suggestions for future research. 

7.1 Summary of discussions 

The research objective of the thesis was to understand the recent debates surrounding 

Action 1 Addressing Tax Challenges of the Digital Economy under OECD BEPS project 

and to review what have been the changes in technology since the early days of electronic 

commerce in the 1990s and since the BEPS era and how the changes in technology by 

periods expose challenges to current international tax law, specifically, the concept of 

“permanent establishment”. This thesis has been among few studies that discussed a full 

picture of technology changes as well as changes in tax policy between the above-

mentioned two periods. It is also among few studies that employ law and technology 

approach to investigate the relevancy of PE concepts in adapting technological changes 

in online advertising industry. 

Considering that there exists an earlier debate about the taxation challenge of electronic 

commerce, the first research question was to systemize the discussions brought by OECD 

with respect to taxation challenges of electronic commerce and then digital economy 

with a focus on the “nexus” issue or the PE concept. This question is addressed by finding 

the answers to what proposals of OECD to address the challenges related to the PE 

concept. The research first provided with the framework of international tax law, 

including the economic principles that international tax laws are based on, fundamental 

principles of taxation based on source and residence. As a result of double juridical 

taxation caused by the situation where source and residence countries both claim for 

taxing rights over one income, the double tax treaties have been born with PE as the most 

important concept that divides the taxing rights. Regarding the rationale for the PE 

concept, PE concept represents the prerequisite level of economic engagement that 

justifies the source taxation of “business profits” in general.412 From equity perspective, 

under the “benefit principle”, PE concept allows the source country to capture a share of 

taxing rights of profit earned by enterprises with significant connection in the source 

country. At the same time, it also provides with a threshold to make sure the source 

country not to impose unreasonable taxes to non-resident taxpayers. From effectiveness 

perspective, PE concept helps maintain the legal certainty of international tax law. On 

 
412 Basu (n 67) 48. 
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this basis, OECD’s proposals always concern about modifications to the current PE 

concepts. By reviewing the proposals from 1998 after Ottawa Conference and the 

proposals given under BEPS framework, I have observed that OECD consistently came 

up with the first conservative set of measures to lower the PE threshold and the second 

set of measures with more game-changing impacts by adding a separate nexus to tax 

cross-border digital business activities. In fact, after Ottawa, OECD has added the 

concept of server PE in its Commentary and in the BEPS era, OECD has modified the PE 

concept related to “preparatory and auxiliary activities” under Article 5(4), dependent 

agency PE under Article 5(5) and independent agency PE under Article 5(6) as suggested 

under Action 7 of the BEPS project. It could be seen that OECD has always been 

preferring approaches with less interference to prevalent international tax principles. 

However, under the pressures from countries’ unilateral measures to tax digital giants, 

OECD recently came up with Unified Approach under Pillar One with a tax nexus 

separate from current PE concept. The proposal would have significant impacts on 

current international tax system. 

For the second research question, the research has made a review of technology change 

in a chronological order: from the era before Internet, the emergence of electronic 

commerce in the 1990s to the digitalization of economy under BEPS era. The purpose of 

such a review is to understand what the “new” thing in technology is and how it resulted 

in changes in business model and how tax law has been developed so far. One common 

thing in technological revolutions from time to time is the technology’s ability to shorten 

the physical distance between countries in terms of time. However, the Internet is 

distinguished in the sense that its underlying technology, “digitisation”, transforms the 

way information is transferred and makes the geographic border become irrelevant. The 

second wave of technological changes that gives rise to current debate under BEPS is the 

digitalization of economy. It was in fact the result of accumulated technological 

improvements in ICT. Constant ICT developments results in standardization and 

commoditization ultimately raise the level of personal devices’ connectivity. The 

increasing level of personal devices’ connectivity is considered the premise for increase 

in user engagement, the central point used by OECD to allocate more taxing rights to 

market jurisdictions. However, as analysed, my view is that the use of data should be 

presented as a result of the above technological revolutions, rather than a technological 

revolution itself. In the early development stage of the Internet that gave rise to electronic 

commerce activities, the most distinguishing change in business model is the feasibility 

of providing business without physical presence in the source country. For the later stage, 
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three characteristics of digitalised business models are identified by OECD: cross-

jurisdictional scale without mass, reliance on intangible assets, including IP; data, user 

participation and their synergies with IP. 413 

In the same scope of the second question, this thesis further examined the evolution of 

technology, the resulting impacts on business models and implications for traditional PE 

concept in the case of online advertising industry. As the success of advertising is largely 

attributed to the ability of the ads to target the right customers, the customer-targeting 

technologies used in online advertising have been examined. The evolution of customer-

targeting technologies in online advertising can be summarized through the following 

steps: newspaper-like targeting, keyword-based targeting, contextual targeting without 

history, contextual targeting with a historical user profile, and re-targeting or re-

messaging. These technologies result in the advent of different categories of ads, i.e. 

branding ads, sponsored search ads, and contextual ads with respective business models. 

In this case, technology development not only helps advertising target potential 

customers in a more efficient manner but also changes the game in the industry. 

Specifically, it allows more players to join the value chain, downplays the role of 

advertisers in targeting customers, and better utilizes the market resources, i.e. increases 

the ad inventories as well as allows the participation of low-budget customers or small 

publishers. The invention of the self-serving advertisement tool (i.e. Google Ads) and the 

integration trend in the industry and the tax planning scheme used by MNEs allow many 

companies to provide advertising services from foreign countries more frequently. By 

reconstructing different schematics of business models in correspondences with 

different types of ads, I studied how PE concept was applied in each business model. As 

the results of above trends, the current PE concept, including “fixed” place of business 

with the server PE and the use of dependent agent PE as recently modified in accordance 

with Action 7, does not work effectively in allowing the source country to earn a share in 

income from cross-border online advertising services. The real-life case of Google 

Ireland v. French tax authority was also discussed to emphasize that current PE concept 

fails to allow source country to tax profit from foreign online advertising companies, even 

when there exists human interaction in the source country. 

If we considered the benefits principle that non-resident taxpayers do benefit from the 

source country, e.g. the protection of intellectual property or the maintenance of 

technical infrastructure, it is worth thinking about the ways to allow source country to 

 
413 OECD, Tax Challenges Arising from Digitalisation – Interim Report 2018 (n 23) 24. 
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earn a fair share of profits from cross-border digital services. Pertaining to discussion 

over single tax principle, as residence and source jurisdictions both hold legitimate 

reasons to tax profit generated from cross-border transactions, politicians and 

academicians should learn to accept that double taxation is inevitable and find way to 

keep it at a reasonable level rather than removing it.414 In that background, OECD has 

strongly promoted the concept of user-generating data as the source of “value creation” 

and new tax nexus to align more taxing rights to the source jurisdiction. 

7.2 Suggestions for future researches 

The research has not addressed the proposals related to the separate tax nexus with a 

new non-physical taxable presence apart from PE as part of the latest proposed Unified 

Approach since the research focused on challenges of cross-border digital services to 

traditional PE concept only. Future researches may focus more on the concept of value 

creation by user-generating data so as to justify the OECD’s proposal for a separate tax 

nexus under Unified Approach of Pillar One of the OECD BEPS Project. From law and 

technology approach, online advertising business is still an interesting case to find how 

the roles of “value-creation” among different market players in the value chain has been 

shared during the years when there are changes in customer-targeting technology. Law 

and economics may also be an interesting approach for this topic. The application of law 

and economics approach in the field of international tax law may not as 

“straightforward”415 as it is in tax law since the main problem in international tax law is 

the allocation of tax rights between jurisdictions, not merely limited to distributive 

justice and revenue in tax law. However, economists can use transaction cost economics 

and economic analysis to understand the design of entitlements by jurisdictions under 

tax treaties.416 Such an understanding may provide with predictions on the implications 

of proposals by OECD on the allocation of taxing rights between residence and source 

countries under tax treaties. And if we put more emphasis on OECD’s initial purpose in 

BEPS project of imposing the fair amount of tax on digital corporations (not on the 

allocation of taxing rights), law and economics approach can also provide with solutions 

to the questions of how the tax on digital business should be collected, i.e. via 

 
414 Schlunk (n 154). 
415 Alex Raskolnikov, ‘Accepting the Limits of Tax Law and Economics’ [2013] Cornell Law Review 
<https://www.lawschool.cornell.edu/research/cornell-law-review/upload/Raskolnikov-final.pdf> 
accessed 16 November 2019. 
416 See more at Jeffrey Dunoff and Joel Trachtman, ‘Economic Analysis of International Law’ (1999) 24 
Yale Journal of International Law <https://digitalcommons.law.yale.edu/yjil/vol24/iss1/2>. By 
analogizing the treaties as contracts, Dunoff and Trachtman suggested for the use of different economic 
theories, i.e. transaction economics, game of theory to understand the underlying dynamics of 
international treaties. 
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withholding taxes imposed on gross payments by end-users or direct income taxes 

imposed on net profit of the company. 

By far at this stage, discussions under OECD BEPS are still ongoing and different 

countries with different motives have not reached consensus over the allocation of taxing 

rights yet. We still expect more to come under Unified Approach under Pillar One of the 

OECD BEPS project with promisingly significant changes to current international tax 

law framework. 
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Appendix 1 Modifications of Article 5 of OECD Model Tax Convention on 
Income and Capital (as it read on 21 November 2017) in comparison with 
OECD Model Tax Convention on Income and Capital (as it read on 15 July 
2014) 

The following texts are from Article 5 with respect to Permanent Establishment under 

OECD Model Tax Convention as it read on 21 November 2017 with author’s added 

remark to compare with version as it read on 15 July 2014. Texts with strikethrough 

present the texts being removed in the latest version while texts with underline present 

the texts being added in the latest version. These changes are added on 21 November 

2017 by the report entitled “The 2017 Update to the Model Tax Convention”417, adopted 

by the OECD Council on 21 November 2017, on the basis of “Preventing the Artificial 

Avoidance of Permanent Establishment Status, Action 7 - Final Report”418, endorsed by 

the G20 at the 2015 G20 Antalya Summit on 15-16 November 2015. 

ARTICLE 5 PERMANENT ESTABLISHMENT 

1. For the purposes of this Convention, the term “permanent establishment” means a 

fixed place of business through which the business of an enterprise is wholly or partly 

carried on. 

2. The term “permanent establishment” includes especially:  

a) a place of management;  

b) a branch;  

c) an office;  

d) a factory;  

e) a workshop,  

and f) a mine, an oil or gas well, a quarry or any other place of extraction of natural 

resources.  

 
417 OECD, The 2017 Update to the Model Tax Convention (2017) <https://www-oecd-
org.proxy.shh.fi/ctp/treaties/2017-update-model-tax-convention.pdf>. 
418 OECD, Preventing the Artificial Avoidance of Permanent Establishment Status, Action 7 - 2015 Final 
Report (n 54). 



 

 

106 

3. A building site or construction or installation project constitutes a permanent 

establishment only if it lasts more than twelve months.  

4. Notwithstanding the preceding provisions of this Article, the term “permanent 

establishment” shall be deemed not to include:  

a) the use of facilities solely for the purpose of storage, display or delivery of goods or 

merchandise belonging to the enterprise;  

b) the maintenance of a stock of goods or merchandise belonging to the enterprise solely 

for the purpose of storage, display or delivery;  

c) the maintenance of a stock of goods or merchandise belonging to the enterprise solely 

for the purpose of processing by another enterprise;  

d) the maintenance of a fixed place of business solely for the purpose of purchasing goods 

or merchandise or of collecting information, for the enterprise;  

e) the maintenance of a fixed place of business solely for the purpose of carrying on, for 

the enterprise, any other activity of a preparatory or auxiliary character;  

f) the maintenance of a fixed place of business solely for any combination of activities 

mentioned in subparagraphs a) to e), provided that the overall activity of the fixed place 

of business resulting from this combination is of a preparatory or auxiliary character. 

such activity or, in the case of subparagraph f), the overall activity of the fixed place of 

business, is of a preparatory or auxiliary character.  

4.1 Paragraph 4 shall not apply to a fixed place of business that is used or maintained by 

an enterprise if the same enterprise or a closely related enterprise carries on business 

activities at the same place or at another place in the same Contracting State and a) that 

place or other place constitutes a permanent establishment for the enterprise or the 

closely related enterprise under the provisions of this Article, or b) the overall activity 

resulting from the combination of the activities carried on by the two enterprises at the 

same place, or by the same enterprise or closely related enterprises at the two places, is 

not of a preparatory or auxiliary character, provided that the business activities carried 

on by the two enterprises at the same place, or by the same enterprise or closely related 

enterprises at the two places, constitute complementary functions that are part of a 

cohesive business operation.  
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5. Notwithstanding the provisions of paragraphs 1 and 2, where a person — other than 

an agent of an independent status to whom paragraph 6 applies — is acting on behalf of 

an enterprise and has, and habitually exercises, in a Contracting State an authority to 

conclude contracts in the name of the 5. Notwithstanding the provisions of paragraphs 1 

and 2 but subject to the provisions of paragraph 6, where a person is acting in a 

Contracting State on behalf of an enterprise and, in doing so, habitually concludes 

contracts, or habitually plays the principal role leading to the conclusion of contracts that 

are routinely concluded without material modification by the enterprise, and these 

contracts are  

a) in the name of the enterprise, or  

b) for the transfer of the ownership of, or for the granting of the right to use, property 

owned by that enterprise or that the enterprise has the right to use, or  

c) for the provision of services by that enterprise, 

that enterprise shall be deemed to have a permanent establishment in that State in 

respect of any activities which that person undertakes for the enterprise, unless the 

activities of such person are limited to those mentioned in paragraph 4 which, if 

exercised through a fixed place of business, (other than a fixed place of business to which 

paragraph 4.1 would apply), would not make this fixed place of business a permanent 

establishment under the provisions of that paragraph.  

6. An enterpriseParagraph 5 shall not be deemed to have a permanent 

establishmentapply where the person acting in a Contracting State merely because it on 

behalf of an enterprise of the other Contracting State carries on business in thatthe first-

mentioned State through a broker, general commission agent or any other agent ofas an 

independent status, provided that such persons are acting in agent and acts for the 

enterprise in the ordinary course of theirthat business. Where, however, a person acts 

exclusively or almost exclusively on behalf of one or more enterprises to which it is 

closely related, that person shall not be considered to be an independent agent within 

the meaning of this paragraph with respect to any such enterprise.  

7. The fact that a company which is a resident of a Contracting State controls or is 

controlled by a company which is a resident of the other Contracting State, or which 

carries on business in that other State (whether through a permanent establishment or 
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otherwise), shall not of itself constitute either company a permanent establishment of 

the other.  

8. For the purposes of this Article, a person or enterprise is closely related to an 

enterprise if, based on all the relevant facts and circumstances, one has control of the 

other or both are under the control of the same persons or enterprises. In any case, a 

person or enterprise shall be considered to be closely related to an enterprise if one 

possesses directly or indirectly more than 50 per cent of the beneficial interest in the 

other (or, in the case of a company, more than 50 per cent of the aggregate vote and value 

of the company’s shares or of the beneficial equity interest in the company) or if another 

person or enterprise possesses directly or indirectly more than 50 per cent of the 

beneficial interest (or, in the case of a company, more than 50 per cent of the aggregate 

vote and value of the company’s shares or of the beneficial equity interest in the 

company) in the person and the enterprise or in the two enterprises. 

 


