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ABSTRACT

Technological developments have fostered cross-border e-Commerce transactions.
This study aims to reconstruct the concept of the meaning of physical presence in
the criteria for identifying foreign individuals and foreign entities as permanent
establishments. Reconstruction uses the terminology of physical presence, which is
adjusted to the presence of a new post-pandemic order, namely maintaining distance
in certain situations. The term maintaining distance is translated as the distance
between foreign individuals, foreign entities, and service users. This study proposes
a reconstruction of the concepts of physical presence, the subject of permanent
establishments, and the objects of permanent establishments. The concept of Significant
Economic Presence is relevant to the fulfilment of three criteria: revenue, digital,
and user. The reconstruction of permanent establishments involves determining
the digital and user aspects. Reconstruction of permanent establishments involves
determining the digital aspect of income. This study proves the hypothesis that the
addition of Significant Economic Presence criteria to the determination of permanent
establishments in e-commerce transactions increases the fairness of taxation rights
in the source country. Therefore, it is necessary to review the determination of
permanent establishments, especially e-commerce transactions, which are not limited
to a physical presence with a wider scope through revenue, digital, and user criteria.
This study makes a theoretical contribution to the significance of economic presence
by replacing the meaning of the physical presence of a permanent establishment.
Thus, the potential for permanent establishment taxation is not limited to the potential
value-added tax but can also be on the potential income tax.

KEYWORDS
permanent establishment, physical presence, reconstruction, significant economic
presence, fairness, tax reform, tax treaty

JEL H20, H87
YIK 336.22

KoHuenuua peKOHCTPYKLUM CMbiCAa GU3UUECKOr0o NPUCYTCTBUA
NOCTOAHHOIO NPEACTaBUTEAbLCTBA B LIeAIX HAAOF00OA0XKEHUSA

Hwoman [Japmasica 0 P4, [TaBa Mans ITapTmka
Politeknik Negeri Bali, e. badyne, Mnoonesus
nyomandarmayasa@pnb.ac.id

AHHOTALIMS

TexHOMOIMYeCKMIT TIpOrpecc CIIOCOOCTBOBATI Pa3sBUTMIO TPaHCTPAHWUIHBIX OIIe-
paumm 371eKTpoHHOV KoMMepuu. Llenplo JaHHOTO MCCiIeoBaHMS SBJISIeTCS pe-
KOHCTPYKIMS KOHIIENINM 3Ha4eHUs (PU3MUECKOro MIPUCYTCTBUSA B KPUTEPUSIX
naeHTNUKAIINY MHOCTPAHHBIX (PU3MYECKVX JINII ¥ MHOCTPaHHBIX OpraHuU3allui
B KadyecTBe ITOCTOSIHHBIX ITpeCTaBUTeIIbCTB. PeKOHCTPYKIINS MCIIONIb3yeT TepMU-
HOJIOTMIO (PV3NUECKOT0 IPUCYTCTBIS, aJallTUPOBAHHYIO K HaJIMYMIO HOBOTO IIOCT-
HaHAEeMIUYeCcKOro IIopsiKa, a MMEHHO COXpaHeHWs AVCTaHIMV B OIpesleIeHHBIX
cutyanysax. TepMuH «rofgjiep)XaHue OUCTaHIUW» IIePeBOAUTCA KakK JIMCTaHIIVS
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MeX]y MHOCTPaHHBIMIU (PU3MUECKMMM JINIaMV, MHOCTPaHHBIMY OpraHM3aaIMI
Y TI0JIb30BaTeJISIMU YOIYT. B manHOM mcciteqoBanvy mpefijiaraeTcs peKOHCTPYKIIVS
MOHSATUV (PU3MUECKOrO MPUCYTCTBUS, CyObeKTa IIOCTOSHHOTO IIpeCTaBUTeIbCTBa
¥ 00BEeKTa IIOCTOSHHOIO IIPelCTaBUTeIbCTBA. KOHIIemmus 3HaUMTEIBHOTO KO-
HOMMYECKOTO IIPUCYTCTBYSA aHAIM3UPYETCs B paspese Tpex (PaKTOpOB: HOXOMOB,
1M POBBIX TEXHOJIOIMM U T10JIb30BaTesIel. PeKOHCTPYKIIMS IIOCTOSTHHBIX IIpesicTa-
BUTEJILCTB IIpeIioiaraeT olpeesieHne 1 PoBbIX U I0Ib30BaTEJIbCKIIX aCIIEKTOB,
a Takke OUQPOBOro acIeKkTa HOXOHoB. [laHHOe 1ccieloBaHNe HOKa3bIBaeT IMIIO-
Te3y O TOM, UTO JJ00aBJIeHVe KpUTepeB 3HaUMTeIbHOTO SKOHOMIUECKOTo IIPUCYT-
CTBUSA K OIIpeJle/IeHUIO ITOCTOSHHBIX IIPeICTaBUTEIILCTB B CEJIKaxX 3JIEKTPOHHON
KOMMepI MOBBIIIaeT CIpaBejIMBOCTh HaJIOTOBBIX IIpaB B CTpaHe ITPOMCXOX-
nenvst. COOTBETCTBEHHO, HEOOXOAMMO IIepecMOTPeTh OlperlelleHe TTOCTOSTHHBIX
IIPeCTaBUTEIIbCTB, OCOOEHHO OIlepalluil 3JIeKTPOHHOV KOMMEPIINM, KOTOPEIe He
OTpaHMUMBAIOTCS (DPU3NUECKUM IIPUCYTCTBUIEM C Oojiee IIMPOKMM OXBaTOM, IIO-
CPeZICTBOM KpUTepweB J10X0/1a, I POBBIX TEXHOIOTMUI U TI0JIb30BaTesIeN. [JaHHOe
ViccIleioBaHVe BHOCUT TeOpeTMYecKny BKjlaj, B IIOHVMaHMe 3HauYeHVs 3HaunTeIb-
HOro 3KOHOMMYECKOIO ITPUCYTCTBUS, 3aMeHss 3HadeHre PU3MIecKoro IIpucyT-
CTBUS TIOCTOSTHHOTO IIpeACTaBUTENIbCTBA. TakmM 0Opa3oM, IIOTEeHIIMal HaJIOroo-
0JIOKeHMS IIOCTOSIHHBIX IIPeICTaBUTeIbCTB He OrPaHNYMBAETCS IIOTEHIIMAIbHBIM
HaJIOTOM Ha J00aBJIeHHYIO CTOVIMOCTB, HO TaKXKe MOXKeT KacaThbCs ITIOTeHIINaIEHOTO
IIOJOXOAHOI0 HaJlora.

KJIFOUEBBIE CJIOBA
IIOCTOSTHHOE ITPeICTaBUTeIbCTBO, pu3IyecKoe IIPUCYTCTBUE, PEKOHCTPYKIINA, 3Ha-
UUTeJIbHOEe 3KOHOMWYECKOe IMPUCYTCTBUe, CIIpaBelJIMBOCTh, HaJlorosas pedopma,
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HaJIOroBOe€ CorJiallleHre, HaJIOroBoe CcorJiallleHmne

1. Introduction?

After the pandemic, people have be-
come accustomed to using applications to
fulfill their daily needs [1]. This trend of
changing consumption patterns has en-
couraged multinational companies such
as Shopee, Spotify, and Netflix to use
technology to expand the reach of services
across national borders [2; 3]. In 2015, the
Organization for Economic Co-operation
and Development (OECD), through its
Pillar 1 policy, recommended a taxation
framework for digital transactions with
additional criteria not limited to physical
presence [4].

The OECD Pillar 1 policy framework
seeks to reduce base and profit-shifting
(BEPS) practices. The BEPS practice uses
tax-haven countries as the basis for per-
manent establishment (PE). The OECD
proposed a framework to reduce BEPS
practices through the additional concept

! This Report with the title “Reconstruction
Concept of The Meaning of Permanent
Establishment Physical Presence” was discussed
at the conference “International and National Tax
Reform” 7" December 2022 Ministry of Finance
Republic of Indonesia Jakarta.
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of significant economic presence (SEP)
provisions in determining a PE [5].

The SEP concept is an alternative to
expanding taxation rights in the income
tax aspect for source countries, which are
currently the only objects of value-added
tax. The income earned by a company
using a marketplace platform is not an
object of income tax as long as a PE has
not been formed. The formation of a PE
determines taxation rights for business
profits based on non-resident market-
place platforms [6].

This principle is in accordance with
OECD provisions that no PE does not
tax [7]. The no PE-no tax concept in the
OECD model tax treaty framework is used
by digital-based companies to determine
their country of domicile, so that they can
avoid being taxed by the country of source
of income [8].

The terminology of physical presence
as a condition for determining PE has be-
come irrelevant in current development.
The development of business models that
utilize digital platforms needs to be adap-
ted to OECD’s SEP concept by reconstruc-
ting the concept of the meaning of physi-
cal presence in determining a PE [9].
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The development of digital-based
cross-border transactions and the urge to
review PE determinations using addition-
al SEP criteria provide opportunities to
expand taxation rights for income tax in
source countries [10; 11].

This study hypothesizes that the signifi-
cant economic presence criteria for deter-
mining permanent establishments expand
income tax taxation rights for the source
country.

The research question is how to recon-
struct the concept of the meaning of the
physical presence of PE.

This study aimed to reconstruct the cri-
teria for determining permanent establish-
ment by using the terminology of physical
presence, reconstruction of permanent es-
tablishment subjects, and reconstruction
of permanent establishment objects.

The research objectives were achieved
through the formulation of a reconstruc-
tion concept that uses the SEP concept
from the OECD for Economic Coopera-
tion and Development. Section a review
the literature supporting the concept of
reconstruction.

2. Literature Review

2.1. Significant Economic Presence

Minimizing the impact of double ta-
xation results in a set of distributive po-
licies. The OECD Framework Taxation
rights on business profits can be imposed
in the country of residence or country
of source of income. Taxation rights rest
with the source country if a PE is formed.
PE is not limited to physical presence; the
existence of significant economic transac-
tions through online platforms fulfills the
meaning of economic presence [6].

Referring to the OECD consultation
document, the SEP concept can be used
as an alternative for determining PE. The
PE concept implies the existence of three
criteria for cross-jurisdictional digital
transactions, with additional provisions
for determining the existence of economic
activity that previously implied a physical
presence [12]. The first factor of the SEP
framework is the income-based factor, the
second is the digital factor, and the third is
the user-based factor [13].
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The Task Force on Digital Econo-
mics determined three jurisdictional fac-
tors when applying the SEP concept. In-
come-based factors include the transaction
type, income threshold level, and related
administration. Digital factors include lo-
cal domain names, digital platforms, and
payment options. User factors are based
on data that reflect participation levels,
such as the number of monthly active
users, number of final online contracts,
and volume of digital content collected
through digital platforms [14].

2.2. Physical Distancing
as a New Order Behavior

Community behavior during and af-
ter the Covid-19 pandemic changed to
a new order. Social distancing policies
are becoming a new habit that influen-
ces business development policies [15].
The new habit of keeping your distance
becomes an opportunity for business de-
velopment through services that get closer
to the consumers. The new habit of social
distancing is being utilized by business ac-
tors based on digital platforms to increase
the growth of e-commerce transactions
across their jurisdictional borders [16].

The development of business models
that utilize social distancing policies has
resulted in physical presence becoming
irrelevant in determining PE. Changes in
consumer behavior that provide oppor-
tunities for cross-border jurisdictional
transactions do not necessarily change
the taxation rights of income-source coun-
tries [17]. This transformation is driving
a global debate regarding the allocation of
taxation rights and the nexus. Tax treaty
provisions requiring physical presence
are irrelevant when applied to digital eco-
nomic transaction actors [11]. To achieve
fair taxation rights for countries involved
in cross-border transactions, a synergy of
nexus renewal is needed.

The nexus update is an alternative
for realizing fair taxation rights for di-
gital transactions to avoid tax arbitrage
practices that lead to tax avoidance [18].
A nexus indicates that digital transaction
actors across jurisdictional borders are
committed to their tax obligations. For
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source countries, the income tax nexus is
the first step for source countries to tax
digital transaction actors, even without
a physical presence in that country [19].
Digital-based cross-border transactions
regulated by the tax treaty are based on
the concept of lex specialist derogate lex
generalists [20]. The next explanation ex-
plains the concept of the lex specialist de-
rogate lex generalist in tax treaty policies.

2.3. Lex Specialist Derogate Lex Generalist

The principle of lex specialist dero-
gate lex generalist in international tax law
means that specific provisions trump ge-
neral provisions [21]. This view was pre-
viously expressed by Jeremy Betham, that
specific legal provisions are a considera-
tion for adjustments to general legal provi-
sions, considering that special provisions
are designed in more detail and rigor [22].
In the context of cross-border transactions,
jurisdiction between two countries is regu-
lated in a tax treaty so that the provisions
therein trump the provisions that apply
nationally in each country’s tax treaty [23].

Regulating cross-border transactions
that have been regulated in each country’s
tax treaty still creates some uncertainty in
determining tax rights. Frequently chan-
ging economic conditions require eco-
nomic actors to adapt quickly, but regu-
lations governing digital transactions can-
not be changed as quickly as in the digital
economy [17]. Reflecting on tax evasion
cases, digital economy actors take advan-
tage of policy loopholes by playing with
profit allocation, so that taxation in the
country of source of income can be avoi-
ded. Therefore, there is a need to reorga-
nize jurisdiction in taxation.

The complexity of legal arrangements
between jurisdictions requires a complete
and comprehensive understanding of
international legal provisions by consi-
dering the legal structure, regulated
activities, and behavior of regulated mul-
tinational companies [20].

The provisions in the articles of agree-
ments between countries consider the
sovereignty of the legal policies of each
country, resulting in a comprehensive dis-
cussion of a tax treaty considering long-
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term relationships. This principle is firmly
adhered to by each country in formula-
ting a bilateral tax treaty known as the lex
specialist derogate lex generalist [24]. This
principle is considered when reconstruc-
ting the meaning of the physical presence
of the determination of a PE, as stated in
the articles on tax treaties [25].

3. Reconstruction Methodology

3.1. Research Paradigm

A research paradigm is a way to
examine social reality [26]. In this study,
the social reality is that the conditions for
the development of cross-jurisdictional
digital transactions are increasing, but this
is not commensurate with taxation rights
in the income tax aspect of the source
country. This reality does not fully fulfill
the fairness of the taxation rights of the
source country with the country of do-
micile [27]. Cross-jurisdictional taxation
rights are regulated in tax treaties that
consist of various text collections [28].

The collection of text on tax treaties
is the main research data, which is then
reconstructed in three stages. Reconstruc-
tion of the reality of tax texts by providing
new meanings can present more relevant
and contextual meanings [29]. This study
uses a qualitative research approach with
in-depth descriptions of the reality of the
research object [30; 31].

3.2. Reconstruction Stages
Currently, the concept of determining
a PE refers to the Organization for OECD
and Development framework with phy-
sical presence criteria, in accordance with
Article 5. The first stage of reconstruction
is to reconstruct the meaning of physical
presence in Article 5 using OECD SEP cri-
teria. The next stage is to pay attention to
the income earned by the company which
has been fulfilled to become a PE.
Referring to the SEP concept, this
considers the income, digital, and user as-
pects associated with the terminology of
keeping distance as a new order and con-
siders the lex specialist derogate lex ge-
neralist principle as the basis for prepa-
ring the concept of reconstruction, which
is presented in Figure 1.
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Based on Figure 1, regarding the sta-
ges of reconstruction of the meaning of the
physical presence of PE, there are three
stages.

The first stage involves the reconstruc-
tion of the concept of the meaning of the
physical presence of PE. This reconstruc-
tion emphasizes the determination of for-
eign individuals and entities by using the
OECD SEP concept.

The second stage is the reconstruction
of the subject of PE, which emphasizes the
subject of foreign individuals and entities
as PE in the digital and user aspects.

In the third stage, the reconstruction of
permanent establishments emphasizes the
income earned by foreign individuals and
entities as permanent establishments.

In the following section, the recon-
struction process that begins with the re-
construction of the concept of the physical
presence of PE is presented.

4. Reconstruction Results

4.1. Reconstruction of the Concept
of the Meaning of Physical Presence PE

The first of these three stages recon-
structs the meaning of physical presence
in determining PE by determining foreign
individuals and entities. The first stage of
reconstruction involves determining the
tax subject, followed by determining the
tax object. Determining additional criteria
for SEP as a development of physical pre-
sence is a new challenge, considering that
each country has different definitions and
jurisdictional provisions [32].

The first stage of reconstruction in the
Indonesian context begins with a review
of regulatory provisions related to elec-
tronic transactions and the concept of tax
treaties. In 2022, after the pandemic, Indo-
nesian tax authorities will adjust tax laws
by enacting laws on the harmonization of
tax regulations. Previously, regarding the
regulation of electronic transactions, In-
donesian tax authorities were only able to
collect taxes on the value-added tax aspect
and were not able to explore the income
tax aspect.

Furthermore, Article 6, paragraph (6)
of Law No. 2 of 2020 states that foreign
traders, foreign service providers, and/or
foreign PPMSE can be treated as PE and
subject to income tax if they meet the pro-
visions of significant economic presence?.

The tax authority stipulates three pro-
visions for significant economic presence:
consolidated gross turnover of a business
group up to a certain amount; sales in In-
donesia up to a certain amount; and active
users of digital media in Indonesia up to
a certain number. Article 6, paragraph
6 of Law No. 2 of 2020 captures digi-
tal transactions in Indonesia. According
to [33], the implementation of Law No. 2
of 2020 is a unilateral measure that has not
yet reached global consensus. Ratification
is required at the tax treaty level through

2 UU No. 2 Tahun 2020. Penetapan Peratur-
an Pemerintah Pengganti Undang-Undang No-
mor 1 Tahun 2020 Tentang Kebijakan Keuangan
Negara dan Stabilitas Sistem Keuangan Untuk
Penanganan Pandemi Corona Virus Disease 2019
(COVID-19). Jakarta, 2020.

Foreign Lex Significant Economic Presence (SEP)
Individuals Specialist
D Tax
erogate —» T A
- Lex reaty .
Foreign . Income-Based Digital User-Based
Entities | | Ceneralist Factors Factors Factors
— PE Physical Presence

» Reconstruction » PE Tax Subject
»  PE Tax Object

Figure 1. Stages of Reconstruction of the Meaning of PE’s Physical Presence
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the reconstruction of the meaning of the
physical presence of PE.

In the reconstruction stage, the mean-
ing of the physical presence of PE is illus-
trated by the Indonesian Tax Treaty with
Singapore. The ratification of Indonesia’s
Tax Treaty with Singapore was carried out
on February 4, 2020, and it became effec-
tive on January 1, 2022. There are several
new agreements on the revised tax treaty.

In terms of PE, there is no new agree-
ment regarding its determination using
the SEP concept of OCED. The new agree-
ment is limited to changes in dividends,
interest, royalties, and branch profit tax
rates. Other agreements involve rear-
ranging the exchange of information and
anti-tax evasion®. This means that there
was no change in Article 5, paragraph 1;
therefore, PE refers to a permanent place
of business in which all or part of a com-
pany’s business is carried out. The empha-
sis in paragraph 1 is on the word place®.

In this section, we have reconstructed
the meaning of physical presence, high-
lighting the importance of physical pre-
sence terminology adapted to the current
context. In the context of the development
of digital transactions across jurisdictional
boundaries without the physical presence
of a transaction. The terminology of phy-
sical presence in the digital era should be
adjusted to the meaning of economic pre-
sence, not just physical presence. After re-
constructing the meaning of physical pre-
sence, the next explanation reconstructs
the concept of a tax subject for cross-bor-
der digital transactions to become a tax
subject in a country of source of income.

4.2. Reconstruction of PE Tax Subject
Concept

After going through the first stage of
reconstruction, the second stage involves
reconstruction of the subject aspect of in-
come tax. In this reconstruction stage, we
use illustrations of companies that use
digital transactions across a country’s ju-
risdictional boundaries.

% DJP. Siaran Pers SP-03/2020 tentang Indo-
nesia Dan Singapura Perbarui Perjanjian Pajak.
Jakarta, 2020.

* Republik Indonesia. Tax Treaty Indonesia -
Singapura. 2020.
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Regarding value-added tax, tax con-
tracts in Indonesia have gradually ap-
pointed multinational corporations to
collect value-added tax. Considering the
limited authority of Indonesian tax au-
thorities in determining a PE, reconstruc-
ting the subject of income tax is relevant to
creating taxation rights that are not limi-
ted to the value-added tax aspect.

Regarding the taxation of Google
Asia Pacific Pte. Ltd., Sapore, whose place
of business is in press releases no. SP-29
PMSE batch 1 (Google Asia Pacific Pte.
Ltd.) was selected as the PMSE VAT col-
lector on August 1, 2020°.

A tax is imposed on Google because
it is deemed to have complied with the
existing regulations, both in terms of
transaction value and amount of traffic
(access), within 12 months. Google char-
ges 11% of the VAT (previously 10%) to
Google accounts of customers who buy
digital products or services in Indonesia
(Google Workspace Edition). Buyers can
provide Google with a taxpayer identifi-
cation number (TIN) for VAT purposes
to be printed on the buyer’s invoice. Tax
problems arise from the income tax as-
pect, where the Indonesian-Singapore tax
treaty requires physical presence to mea-
sure the existence of PE [34].

Although Google Asia Pacific Pte. Ltd
is indicated to have an SEP presence, it
cannot be subject to income tax because
there are no rules for SEP criteria [33]. This
is because the two pillars of the discussion
on digital economy taxation are agreed
upon in an inclusive framework. One
thing that is easily visible on pillar one is
the right to taxation itself.

The right to tax electronic transactions
across jurisdictional boundaries does not
yet fulfill a sense of justice for the coun-
try of the source of income; currently, the
right to tax still rests with the country
of domicile. The implication is that the
source country seeks to increase its tax po-
tential in the context of local regulations
in Indonesia through PMSE. Through the

> DJP. Gelombang Pertama, Enam Perusa-
haan Ditunjuk Sebagai Pemungut PPN Produk
Digital Luar Negeri. Siaran Pers Nomor:
SP-29/2020, Jakarta, 7 Juli 2020.
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appointment of value-added tax collec-
tions, the Indonesian tax authority obtains
increased tax revenue; however, this be-
comes the final burden on consumers.

Ideally, the increase in taxation rights
takes the form of taxation rights on in-
come received by digital transaction ac-
tors, which is the entity’s obligation in the
form of corporate tax.

The concept promoted by the OECD
through better policies for better lives is
relevant in the context of fulfilling a sense
of justice in taxation rights for income ta-
xes in source countries [4; 14; 36]. Through
the conceptual reconstruction of the
meaning of the physical presence of a PE,
digital transaction opportunities across
jurisdictional boundaries become tax sub-
jects for the source country. Thus, income
obtained from cross-border jurisdictio-
nal transaction business actors that meet
the SEP criteria can become a tax object
through the next reconstruction stage, re-
lated to the reconstruction of the concept
aspect of the tax object.

4.3. Reconstruction of PE Tax Object
Concept

The third stage of the reconstruction
was the tax-object aspect. Reconstruction
at this stage is a reconstruction of the
material aspects of the application of tax
provisions after a digital transaction ful-
fills the formation of a PE and becomes
a tax subject. In digital economic trans-
actions across a country’s jurisdictional
boundaries, the income earned by an en-
tity cannot be taxed in terms of income
tax if the entity does not meet the require-
ments of a PE.

In the Indonesian context, taxation of
PE is regulated by PMK-35/PMK.03/2019
for the determination of PE®. PE has the
same tax obligations as corporate tax
subjects in Indonesia, which are regulated
in Article 2, paragraph (1a)’.

¢ Kementrian Keuangan RI. PMK No. 35/
PMK.03/2019 Tentang Penentuan Bentuk Usaha
Tetap. Kementrian Keuangan RI, Jakarta, 2019.

7 DJP. Susunan dalam Satu Naskah Un-
dang-Undang Perpajakan Edisi 2021 dengan Pe-
rubahan UU CIPTAKER. Direktorat P2Humas
DJP, Jakarta, 2021.
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According to Article 2, paragraph (5)
of the Income Tax Law, PE is a form of
business that is used by individuals who
do not reside in Indonesia: individuals
who are in Indonesia for no more than
183 days within a 12 month period, and
entities that are not established and are
not domiciled in Indonesia to run a busi-
ness or carry out activities in Indonesia,
such as building branch companies, fac-
tories, workshops, etc.,, which have fa-
cilities in the form of land and buildings
and include equipment, machines, and
warehouses owned or used by electronic
transaction organizers to carry out busi-
ness activities through the marketplace
and are permanent.

The development of digital economic
transactions through online media and the
internet has penetrated all levels of social
life. The development of digital busines-
ses does not include regional boundaries.

However, from a political perspective,
each country still has territorial boun-
daries, and digital economic activities can
be conducted anywhere and anytime. Pro-
ducers, consumers, and distributors need
not be present at one time or place to con-
duct the buying and selling transactions.

Therefore, it can be said that the flow
of money in and out of a country is heavy.
The outflow of money was heavy for coun-
tries that ruled the digital economy when
many were positioned as consumers.

Governments in each country are
currently fighting for a company or digi-
tal economic activity to be designated as
a permanent establishment and carry out
tax obligations in consumer countries.

Currently, the issue of digital econo-
my taxes is being intensively discussed,
bearing in mind that Indonesia is one
of the countries in Southeast Asia with
the fastest and most rapid growth in the
digital economy, so the government can
attract the attention of entrepreneurs or
digital economy rulers seeking profits.

In the emergence of this fact, the go-
vernment has issued several regulations
regarding tax regulations on digital eco-
nomic activities with the aim of obtaining
benefits from tax revenues. One is the plan
to use the SEP concept with a specific form
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of implementation and format, although
the government feels the need to wait for
a decision and agreement from the OECD.

Each country that has implemented
this concept has a different format and
form of implementation due to the absence
of an official international definition. The
government stipulates the provisions of
the SEP concept through several specified
criteria, including the consolidated turno-
ver or income of business groups, and the
ratio of sales in Indonesia to the number of
active users of digital media (the Internet).
If the determination of the PE cannot be
imposed on foreign tax subjects because of
a double tax avoidance agreement, foreign
tax subjects who meet the SEP criteria are
subject to an electronic transaction tax.

Indonesia recently established an
Electronic Transaction Tax (PTE) in Law
No. 2 of 2020, which refers to the domestic
laws made so that they are not included
in the tax treaty and result in value-added
and income taxes that cannot be imposed
in that country.

4.4. Proposed SEP Concept as Criteria
for Determining

Three stages of reconstruction have
been presented in a structured manner,
starting from reconstructing the meaning
of the physical presence of a PE, contin-
uing to reconstruct the concept of a PE’s
tax subject, and finally, reconstructing the
concept of a PE’s tax object. Reconstruct-
ing the meaning of physical presence in
determining PE by adopting the SEP con-
cept from OECD.

Tax subject reconstruction is further
performed after a company meets the
criteria for a PE. Thus, there is a taxation
right for the source country of income on
a tax subject that has been formed into
a PE, through which income becomes
a tax object.

The SEP concept proposal as a crite-
rion for determining PE contains three
aspects. Physical presence uses a new
meaning with the criteria for determining
whether there is income flowing from the
user country. This means that Article 5,
paragraph 1 of the tax treaty regarding
PE, according to the illustration between
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Indonesia and Singapore after 30 years of
revision on February 4, 2020, which be-
came effective on January 1, 2022, should
accommodate a proposal from the OECD
regarding additional criteria for SEP as
a determination of a PE.

In the context of the illustration in In-
donesia, the adjustments made to the tax
treaty between Indonesia and Singapore
have not yet touched upon the termino-
logy of physical presence. It is necessary
to consider reviewing it by reflecting on
the three stages of reconstruction through
the meaning of physical presence, the con-
cept of the tax subject, and the concept of
the tax object in the aspect of corporate
income tax. Thus, the income obtained by
cross-border digital transactions becomes
a tax object not only in the country of re-
sidence but also in the distributive right
of the source country by considering the
principle of lex specialist derogate lex
generalists in the tax treaty concept.

Reconsideration of the criteria for de-
termining PE in Law No. 2 of 2020 needs
to be expanded in scope and limited to
PPMSE. Improvements, apart from the
unilateral limited global consensus le-
vel, are required. This can be initiated by
reviewing tax treaties with agreement
partner countries with potential taxes on
digital transactions [34-38]. This review
aims to create legal certainty, conside-
ring that it is one of the factors consi-
dered by investors and encourages tax
compliance [39-42].

The proposed reconstruction of the
meaning of PE’s physical presence using
the new meaning of SEP from OECD is
presented in Figure 2.

5. Discussion

Through three stages of reconstruction
(the meaning of the physical presence, tax
subject concept, and tax object concept),
the meaning of determining physical pre-
sence as a criterion for determining a PE
can answer the research hypothesis that
additional SEP criteria as a determinant of
a PE, the hypothesis of this research is that
the SEP criteria in determining PE expand
income tax taxation rights for the source
country.
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Figure 2. Reconstruction of the Meaning of PE’s Physical Presence

The OECD makes PE a special con-
cern in BEPS practices® [4; 13]. Referring
to Article 5, paragraph 1 of the OECD
Model Tax Treaty, it is stated that for the
purposes of this convention, the term “per-
manent establishment” means a fixed place
of business through which the business of
an enterprise is wholly or partly carried on.
The term fixed place of business in digi-
tal-based cross-border transactions is no
longer relevant [5; 11; 32].

Reflecting on the OECD model, taxa-
tion rights for an entity’s profits are the
country of domicile, unless a PE is formed
in the source country [47]. This research hy-
pothesis creates fairness taxation rights in
the source country and the country of do-
micile by reconstructing the determination
of a PE by adding SEP criteria, particularly
for e-commerce transactions. The fairness
taxation rights reflecting the business pro-
fit in accordance with Article 7 Tax Treaty
OECD model, profits of an enterprise of a con-
tracting 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.

The proven hypothesis is that the SEP
criteria for determining a PE seek to pro-
vide fairness in the taxation rights of the
PE’s profits. Revisions are needed for ar-
ticles governing PE in tax treaties and the
expansion of jurisdictional coverage, in
accordance with research results [50].

The derivative implications of its im-
plementation can be achieved through
various tax-incentive policies. It is ne-

8 OECD. Action plan on base erosion and
profit shifting. 2013.
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cessary to pay attention to research re-
sults [51] that tax uncertainty in e-com-
merce transactions can have a negative
impact on the growth of e-commerce
transactions. Research [52] confirms that
the development of trade leads to a digi-
tal-based virtual environment. Therefore,
when additional SEP criteria are applied
to determine PE, there must be a special
policy for the affected entity.

Several studies related to tax incen-
tives to increase investments have been
applied to electric cars in renewable ener-
gy development and other derivative in-
dustries [53-56]. Through additional SEP
criteria, determining a PE does not reduce
the growth of e-commerce transactions
with appropriate tax policy incentives
and provides fairer taxation rights to the
source country without ignoring the ta-
xation rights of the country of domicile.
According to the OECD tag line, better
policies for better lives can be reflected
through this hypothesis of fairness in ta-
xation rights.

6. Conclusions

Answering research questions relat-
ed to how to reconstruct the concept of
the meaning of the physical presence of
a PE is described in three stages. In the
first stage, the SEP concept proposed by
the OECD was adopted. The second stage
goes through further reconstruction after
a digital transaction fulfills a PE and is
subject to an income tax. After the final re-
construction is fulfilled, it becomes a PE,
in accordance with the OECD concept that
there is no PE-no tax. Then, the recon-
struction leads to the fulfilment of the PE
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criteria as a subject of income tax, so that
income received from the source country
becomes an object of income tax.

This study tests a hypothesis regard-
ing the application of the SEP concept to
determine a PE that can increase the taxa-
tion rights of the income source country.
This hypothesis is accepted and proven
through three stages of reconstruction:
reconstructing the meaning of physical
presence, reconstructing the concept of
the tax subject, and reconstructing the tax
object; taxation rights can be increased in
the income tax aspect.

This study makes theoretical and prac-
tical contributions to all parties who care
about the fairness of taxation rights in
transactions across jurisdictional bound-
aries. The new habit of social distancing
created by the pandemic has become
a driving force for the growth of digital

transactions across jurisdictional borders
and should be used as momentum to ratify
tax treaties by presenting SEP terminology
as an additional criterion for determining
a PE. The OECD considers three factors
through the SEP concept: income-based,
digital, and user-based factors. The OECD
consultation in the form of the SEP con-
cept is a manifestation of the OECD’s role
in presenting impartial policies to increase
the fairness of taxation rights between
source and domicile countries by conside-
ring the principle of lex specialist derogate
lex generalists in the tax treaty concept.

This study is only conceptual, and
further research more specific to certain
subjects, objects, and partner countries is
required. The researcher presented this
idea to strengthen the view and increase
self-confidence in Pajak Kuat Indonesia
Hebat.
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