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ABSTRACT

The purpose of this article is to describe a mechanism for taxing e-commerce profits of
multinational corporations (MNCs). Our research hypothesis is that the new economic
reality, where digital transactions are on the rise, requires new mechanisms for taxation
of MNCs’ profits. Our research methodology relies on a systemic approach aimed at
embracing the complexity and dynamics of the above phenomena. We analyze the
feasibility and possible outcomes of the introduction of the indirect digital services
tax in Russia, in particular its potential impact on the tax burden distribution and
economic growth. Special attention in the article is given to the definition and criteria
of virtual permanent establishment. We propose a definition that emphasizes the non-
physical nature of permanent establishments in e-commerce and does not include
any subjective criteria. Since the Russian tax system is not sufficiently synchronized
with the global digital trends, especially regarding taxation of e-commerce profits of
tech giants, which means that the introduction of a digital services tax in Russia may
be premature due to its possible negative influence on the tax burden redistribution,
competition, business profitability, employment, personal income and innovation.
Russia will be able to participate in the process of allocation of MNCs’ profits if the
mechanism of direct taxation is developed and the institution of virtual permanent
establishment is introduced into the national tax legislation. These measures will
enable the Russian state to realize its taxing rights in relation to MNC’s profits and
benefit from the international trends in profit-allocation. Our critical analysis of the
OECD'’s unified approach has shown its weaknesses and led us to the conclusion thata
simple and more transparent taxation mechanism is necessary based on the formulary
apportionment of MNCs’ total revenues rather than residual profits among the relevant
jurisdictions. In our view, Russia should move ahead with the unilateral measures
for taxation of MNCs in accordance with the mechanism described above. Unlike the
majority of research, we propose to use only objective value indicators, which cannot
be distorted by subjective interpretations, and exclude the risk degree indicator from
the set of allocation keys. It also makes sense to use a formula for allocation of profit
among the countries rather than corporate structures, as it will enable tax authorities
to take into account the impact of federal and regional tax preferences to investors.

KEYWORDS
tax risks, virtual permanent establishment, significant presence, digital services tax
JEL B41, B49, H32
YIAK 336.02 Opueunasvnasn cmamos

Hanoroo6no)xeHHUe 3NeKTPOHHOM NpeANPUHUMATEALCKOWU AEATEABHOCTH
B Poccuu: npobaemMbl M NOAXOADI

J1.B. ITonexxaposa 2 <, A.M. KpacHoGaeBa
Qunancobuiii ynubepcumem npu Ipabumerscmbe Poccuiickon Pedepayuu, e. Mockba, Poccus
< LVPolezharova@fa.ru

AHHOTALIMA
Llesnb viccrieroBanms — pa3paboTaTh MeXaHM3M HajIoroo010)KeHNs ITPUObUIN OT 3JIeK-
TPOHHOVI TIPeAIIPVHVMATEIECKOV eI TeJTbHOCTY TpaHCHAIIMOHAJIBHBIX KOMITAHW,
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aIalTVPOBAHHBIVL K YCJIOBVSIM I POBOIL SKOHOMVKI. [II0Te3a VICCTIeToBaHM 3a-
KJTFOYaeTCs B TOM, YTO HOBasi SKOHOMIYECKasl PealbHOCTh, KOTOpasi XapaKTepu3yeT-
cs1 MHTeHCdMKaIven g poBoit IPeIITPUHIMATETLCKOV JIeSTeIIbHOCTH, TpebyeT
afanTanmMy MeXaHMU3MOB ¥ MHCTPYMEHTOB HaJIOTOBOIO PEryJIPOBaHNS HesTellb-
HOCTV TPaHCHAIIMOHAIBHBIX KOMIIAHWUV. MeTOHOIOrMs MCCITeIOBaHMsl OCHOBaHa
Ha TeopUM Hay4YHOTO ITO3HaHMs, CUCTEMHOM IIOfIXOJIe K VMCCiIeyeMbIM ITpobiieMaM,
PacKpBITUI VX BO B3aMMOCBS3M ¥ OVMHAMMKe. [IpoBemeH aHaimm3 M OaHa OLEHKa
11e71ec000pasHOCTM BBeIeHNMsT B POCCN KOCBEHHOTO Hajlora Ha Iy pOBble yCIIyT
TpaHCHAIVOHAJIFHBIX KOMITAaHWUV B acIleKTe ero BJIMSHIS Ha pacliperieieHne Hajlo-
TOBOrO OpeMeHN M SKOHOMWYECKUII POCT cTpaHbl. CrcTeMaT3MpOBaHbl KPUTEPUN
n copMmmpoBaHa AeVHNINS BUPTYaIbHOTO MTOCTOSHHOIO IIPEeICTAaBUTEIECTBA.
B pesyspTaTe MCCIIeIOBaHNS BBISBIIEHO, YTO POCCUVICKAs HaJIOroBasi CHCTeMa elrle
HeJO0CTaTOYHO CHHXPOHM3MpPOBaHA ¢ IydpoBoV TpaHChOpMaLer SKOHOMUKIAL.
He cdopmupoBan MexaHn3M Hajioroobsoxenms B Poccuy mpuObUIM TpaHCHALIV-
OHAaJIBHBIX KOPITOpAIUI OT 3JIeKTPOHHOW IIPeIIPUHIMATEIBCKON JIeSTeTbHOCTIA.
B pabote 000CHOBaH BBIBOIL O IIPeXIEBPEeMEHHOCTH BBeIeHVS Hajora Ha Idpo-
Bble yoiIyru B Poccrm. PacKpbIThl BOSMOXKHBIE HETAaTUBHBIE ITOCTIEIICTBISI €r0 BIIVIS-
HISL Ha 5KOHOMUKY T10 TaKVM HaITpaBJIeHVsIM, KaK IepepaciipesiesieHrie HaJIorOBOrO
OpemeHm, pasBuTVie KOHKYPeHINN, peHTabeIbHOCTh OM3Heca, 3aHATOCTD VI JINYHbIe
IIOXOZIbI HaCeJIeHIsI, THHOBAIWN. st BKIFoueHvst Poccrit B IpOLIecch pasiesIe st
I7100aJIbHOVI TPUOBUTN TPaHCHAIIMOHAIBHBIX KOMITAHUIT OT IIMPOBBIX OIepariui
obocHOBaHa HEOOXOIVMMOCTb PasBUTMS MeXaHWM3Ma IPSMOIO HaIOrOOOJIOXKEHVIS.
[y1st aTOTO TIpefyIaraeTcsi BBECTU B 3aKOHOJIATEILCTBO Poccum MHCTUTYT BUPTYyasib-
HOTO TIOCTOSIHHOTO IIP€e/ICTaBUTeNIbCTBA. Ero Hanmume spiisieTcss HEOOXOIMMOTN TIpa-
BOBOVI OCHOBOVI pacIIpOCTpaHeHVIsI HAJIOrOBOV IopucAmKimm Poccunt Ha nudpossle
KOMITAaHWI C YYETOM M3MEHEHVSI MeXXIyHaPOIHbIX (PVICKAJIBHBIX ITOXOMIOB B Imd-
posoit skoHOMuKe. Ha ocHOBe mMeroITxcst B HayYHOVI JINTepaTy pe IIOIXOM0B IIPefi-
JIOXKEHO aBTOPCKOe OlIpefiesIeHVe BUPTYaIbHOIO IIOCTOSHHOIO IIPEeIICTaBITeIIbCTBA.
Ero oTsmidme B TOM, 9TO OHO OTpakaeT CBOVICTBO HEMaTePUaIbHOCTY IIOCTOSHHOTO
IIPE/ICTaBUTEIIBCTBA B JJIEKTPOHHOV KOMMEPIIUY M He COIEPKUT CyOBEKTUMBHO Olle-
HyBaeMbIX Kpurepnes. Ha ocHoBe KpuTndaeckoro aHammsa Exmaoro mogxoga O2CP
K HaJI0roo0s10)KeHMI0 [ pOBBIX KOMITaHMIT 000CHOBaHa IieiecoobpasHoOCTh Ooltee
IIPOCTOTO W MPO3payHOro MexaHM3Ma VX HaJIorooOJIOKeHWs. B oTiavdme oT wien
IIpeNIIeCTBEHHIIKOB, B paboTe MpeyIokeHo (hOpMYIIbHOE pasJierleHrie MeXIy Iopyc-
IOVIKIIVSIMY BCeX [ITO0aTbHBIX I0XOII0B TPAHCHAIIMOHAIBHBIX KOMITAHL, a He TOJIBKO
«OCTaTOYHOW TIPMOBUIN» OT M@ POoBbIX oneparyit. OGoCHOBaHa 11e1eCO00Pa3sHOCTh
VICIIOJIb30BaHIL IIPEJIOKEHHOIO MeXaHV3Ma HajlorooostoxeHns B Poccunt B ogHO-
CTOPOHHEM IIOpsIfIKe IIPVIMEHNTEIBHO K BUPTYaJIbHOMY ITOCTOSIHHOMY IIPEICTaBu-
TeJIBCTBY. B KavyecTBe KITIouer pacrpeiesieH s, YTO OTINYaeT OT paclIPOCTPAHEHHBIX
Hay4HBIX VeV, IpeylaraeTcsl OTKa3aThCs OT IIOKasaTesIs OLeHKN prcKoB. OBOCHO-
BaHO VICIIOJIb30BAHIIE TOIIBKO OOBEKTBHBIX CTOVMMOCTHBIX ITOKa3aTesierl, KOTOpble He
VICKa)KaloTCsl CyOBEeKTMBHBIM aHayIM30M. IlpeyiaraeTcst Takke MCIIOIb30BaTh hop-
MyJTy IUISL pacIpenesie s IIPUObUIV TPaHCHAIVOHAIBHBIX KOMITAHUVI MEX]Ty CTpa-
HaMM, a He MeXJIy CTPYKTypaMy KOMITaHVVL. DTO ITO3BOJIUT yUeCTb JIeViCTBIe dpere-
PaJTbHBIX U PETVMOHAJIBHBIX JIBTOT MHBECTOPAM.

KJTFOYEBBIE CJTOBA
PUICKM HaJIOroo0JIOXKeHVsl, BUPTyaJIbHOe ITOCTOSHHOE ITpefICTaBUTeIbCTBO, CyIIe-
CTBEHHOE IIPVCYTCTBIe, HAJIOT Ha L1 POBbIe YOIy

1. Introduction

Journal of Tax Reform. 2020;6(2):104-123

At the current stage of digital transfor-
mations characterized by rapid develop-
ment of telecommunications and informa-
tion technologies, it is difficult to find any
aspect of legal or economic relations that
would be untouched by these processes,
the international tax system being no ex-
ception.
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In the Digital Economy and Society
Index (DESI), the main international ran-
king of countries’ digital performance,
Russia now occupies only a modest 43
position. However, as far as the digital
economy’s growth is concerned, Russia is
in the top ten. In part, this is a result of
its federal program ’‘Digital Economy’.
It is predicted that in future, the digital
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economy will account for up to 10% of the
country’s GDP [1].

The digital revolution and rapid de-
velopment of cyberphysical production
systems have led to a dramatic increase in
cross-border business activity, in particu-
lar with respect to the following: ‘(i) the
intangibles on which the digital economy
relies heavily, (ii) users, and (iii) busi-
ness functions as a consequence of the
decreased need for local personnel to per-
form certain functions as well as the fle-
xibility in many cases to choose the loca-
tion of servers and other resources’.

Companies involved in international
trade of goods, services and capitals dis-
cover new opportunities of minimizing
their tax liabilities. In their turn, countries
and international organizations strive to
prevent tax base erosion and disruption of
competition. In 2013, as a part of its Action
Plan on Base Erosion and Profit Shifting
(BEPS), the OECD embarked on devising
new approaches to taxation in the digital
sector, although so far, no universal agree-
ment regarding the OECD’s proposals has
been achieved?. In the absence of uniform
international guidelines, national tax sys-
tems are developing digital taxation inde-
pendently of each other.

One of the most popular initiatives
is the introduction of the indirect tax on
digital services or the so-called digital ser-
vices tax (DST)?. This tax provides a simple
solution to the problem of how fiscal inte-
rests of different states, including Russia,
could be met. A certain caution should be
exercised, however, as this measure may

! BEPS Action 1: Address the Tax Challenges
of the Digital Economy. Public Discussion Draft.
OECD; 24 March 2014 - 14 April 2014.

2 Addressing the Tax Challenges of the
Digital Economy, Action 1 - 2015 Final Report.
OECD/G20 Base Erosion and Profit Shifting
Project. Paris: OECD Publishing; 2015. DOI:
10.1787/9789264241046-en;  Organisation  for
Economic Co-operation and Development,
Action Plan on Base Erosion and Profit Shifting.
Paris: OECD; 2013. DOI: 10.1787/9789264202719-

negatively affect the participants of fiscal
relations and the overall economic deve-
lopment of the country.

Taxation of e-commerce profits of
multinational corporations (MNCs) has
lately become a focus of discussion, which
added urgency to international debates.
The recent OECD documents have ad-
dressed the problem of virtual permanent
establishments while the tax policies of
different countries, including Russia®,
have explicitly set the goals of ensuring
that profits should be taxed where eco-
nomic value is created®. Currently the
international discussion centres around
the introduction of new rules that would
allow countries to tax digital-service pro-
viders in jurisdictions where these compa-
nies are not physically present but where
their users (clients) are located or, in
other words, jurisdictions in which value
creation occurs.

The notion of permanent establish-
ment (PE) is used in international taxa-
tion practices to denote the connection
between a company and a foreign coun-
try as its place of business. This connec-
tion should be substantial enough to make
the latter entitled to taxing this company’s
profits. In this sense, the PE concept does
not have a civil or legal status but is used
to justify the rights of the income source
state to tax the profits of tech giants from
their e-commerce activities in the territory
of this state. At the same time the fiscal
rights of the residence state are limited
[2]. The PE concept serves as a tool for al-
locating MNCs’ taxable profits among the
states.

4

Addressing the Tax Challenges of
the Digital Economy. Available at: https://
read.oecd-ilibrary.org/taxation/addressing-
the-tax-challenges-of-the-digital-economy-
action-1-2015-final-report 9789264241046-
en#pagel; Tax Challenges Arising from
Digitalisation - Interim Repory 2018. Available
at: https:/ /read.oecd-ilibrary.org/taxation/tax-
challenges-arising-from-digitalisation-interim-
report 9789264293083-en#pagel

en, supra note 2.

*KPMG. Taxation of the digitalized economy.
updated Mar. 21, 2020. Available at: https://tax.
kpmg.us/content/dam/tax/en/pdfs/2020/
digitalized-economy-taxation-developments-
summary.pdf
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®> Website of the Ministry of Finance of the
Russian Federation. Key Areas of the Budget,
Taxation and Customs Tariff Policy in 2020 and
the Planned Period of 2021 and 2022: Available
at: https:/ /www.minfin.ru/common/upload/
library/2019/10/main/ ONBNiTTP_2020-2022.pdf
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The classical definition of permanent
establishment is specified as a set of criteria
in the OECD’s Model Tax Convention on
Income and Capital®, in international tax
agreements and in the legislation of the
majority of countries, including Russia.
These criteria include the following: there
should exist a fixed place where a compa-
ny is doing business in a foreign state; the
company should own tangible property
such as facilities, equipment and so on in
this country; and, finally, the company
should be engaged in entrepreneurial ac-
tivity [3].

The existing rules of PE recogni-
tion, however, do not allow countries to
align taxation with value creation as ef-
ficiently as their governments would like
to. The problem arises from the fact that
digital companies may sell their services
in foreign markets, where their physical
presence (or the presence of their staff and
equipment) is not required. In this paper,
e-commerce is understood as buying and
selling of goods and services by legal and
physical persons through processing and
transfer of digital data, including textual,
audio- and video-information, via an open
network (such as the Internet) or closed
networks which can connect to the open
network’. Thus, MNCs’ profits cannot be
taxed by countries where their e-services
are sold. Digital transformations of the
economy have led experts and policy-
makers to doubt the effectiveness of the
tax regulations which have been in force
for the last one hundred years as it has be-
come obvious that these rules are no lon-
ger applicable in the digital era.

The OECD Model Convention as well
as national legislations (including Rus-
sian) still lack a comprehensive definition
of virtual PE that would reflect the speci-
ficity of e-commerce [4].

Another problem that needs to be ad-
dressed is the procedure for taxing virtual
PE’s profits. At present national tax sys-

® Model Tax Convention on Income and Ca-
pital. Committee on Fiscal Affairs; Organisation
for Economic Co-operation and Development.
Paris: OECD; 2014.

7 Policy Brief No. 1-1997: Electronic Com-
merce. OECD; 1997.
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tems rely on separate entity accounting,
which means that in accordance with
the arm’s length principle, digital mul-
tinationals have separate revenue and
expense accounts for their entities (PEs
or subsidiaries) operating in foreign tax
jurisdictions. The arm’s length principle
determines the allocation of MNCs’ ta-
xable profits among the countries and has
been for quite a while rightfully criticized
in research literature. There are, howe-
ver, no universal national or international
approaches and guidelines regarding
taxation of profits from digital services.
The unified approach to taxation of such
profits proposed by the OECD® currently
undergoes public scrutiny and its sub-
sequent approval by individual country
members is far from imminent.

The absence of the concept of virtual
PE from the Russian tax legislation and
the corresponding methods of taxing it de-
prives Russia of the possibilities, grounds
and tools for extending its tax jurisdiction
to such companies. Thus, Russia is ex-
cluded from profit allocation in the digital
sphere, which creates considerable risk of
tax revenue losses. To avoid this situation,
it is necessary to introduce the concept of
virtual PE, its definition, criteria and taxa-
tion methods into the Russian legislation.

Development of adequate taxation
mechanisms and tools that would make
the Russian state entitled to some part of
the taxable profits of digital multinatio-
nals is a task of utmost importance. It is
also a crucial factor of tax-risk manage-
ment.

The purpose of this study is to de-
scribe a mechanism of taxing MNCs’ pro-
fits that would be adequate to the reality
of the digital economy.

Our hypothesis is that this new eco-
nomic reality engendered by the rise of
e-commerce requires a thorough revision
and adaptation of policies for tax regula-
tion of digital companies.

The article comprises an introduc-
tion, literature review, the main part di-
vided into sections, and conclusions. The

8 Secretariat Proposal for a ‘Unified Ap-
proach” under Pillar One, Public consultation
document. OECD Publishing; Oct. 2019.
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introduction outlines the problems of
taxation of MNCs’ profits, the goal, objec-
tives, research questions and outcomes.
The section devoted to literature review
summarizes the past research efforts and
discussion points related to the topic.
The main part of the article contains se-
veral subsections that deal with different
aspects of the problem and correspond
to the objectives set in the introduction.
The final part of the paper describes the
research outcomes and conclusions and
discusses the implications and possible
avenues for future research.

2. Literature review

Digitalization of the economy and
its impact on taxation became a focus of
academic debate in the 1990s. Rapid de-
velopment of the Internet and telecom-
munications challenged the existence of
the permanent establishment (PE) concept
and required national governments to de-
vise suitable tax policies and rules.

As governments of developed and de-
veloping states are pushing for a change,
the OECD responds to their demands by
driving forward the international digital
tax agenda. Countries seek to maximize
their fiscal revenue or at least maintain
its current level, which requires them to
define the concept of PE and its charac-
teristics.

At the turn of the millennium, OECD
experts split into two groups regarding
their understanding of permanent establish-
ment: experts of the first group adhered to
the view that the existing international ta-
xation norms and the classical understan-
ding of PE are broad and flexible enough
to encompass e-commerce. Scholars from
the second group, for example, R. Doern-
berg [5], L. Hinnekens [6], and D. Pinto
[7], on the contrary, rightfully argue that
e-commerce has special implications for
taxation due to the high level of mobility
and no or insignificant level of physical
presence of digital companies in the coun-
tries where they do business. Therefore,
new rules and approaches are required
to the definition of permanent establish-
ment. At that point, the OECD considered
several alternative approaches to taxation
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of e-commerce profits: source-based taxa-
tion; the ‘base-erosion” approach; and for-
mulary apportionment®.

The concept of a special virtual PE
emerged at the end of the twentieth cen-
tury. A virtual PE appears when a foreign
organization gets a website hosted by a
server in a foreign state to engage in entre-
preneurial activity’’. For instance, D. Pinto
justifies source-based taxation of profits in
relation to virtual PEs [7].

The OECD’s Committee on Fiscal
Affairs supported the view of the first
group of scholars that traditional rules
of PE taxation can be applied to e-com-
merce and do not require any radical ad-
justments of the tax system. This position
was described in the 2000 report and in-
cluded in the commentaries to the OECD
Model Tax Convention of 2003, which
stated that the server on which a com-
pany’s web-site is stored or computer
equipment which has a specific physical
location may constitute a ‘fixed place of
business’ of this company and, therefore,
a permanent establishment''.

In Russian research literature, a
similar debate unfolded between pro-
ponents of the traditional approach and
those who advocated a special approach
to the concept of permanent establish-
ment in e-commerce. A.V. Kastelskaya
[8], M.A. Danilkevich [9], L.V. Frolova
[10], MLE. Ismailov [11], R.E. Khusnetdi-
nov [12] and L.V. Kadyleva [13] accept
the approach proposed by the OECD in
2000 and do not see the idea of a virtual
PE as pertinent. These authors, however,
do point out some challenges connected
to the traditional understanding of PE in
taxing e-commerce.

The classical definition of PE, which
includes physical requirements necessary

° Discussion Draft. Are the Current Treaty
Rules for Taxing Business Profits Appropriate for
E-commerce? OECD; 2003. Available at: http://
www.oecd.org/ ctp/treaties /20655083.pdf

1 Dismantling the barriers to global elec-
tronic commerce. P. 26. Available at: http://
www.oecd.org/sti/2751237.pdf

1" Model Tax Convention on Income and
Capital / Committee on Fiscal Affairs; Organisa-
tion for Economic Co-operation and Develop-
ment. Paris: OECD; 2004.
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for doing business in a local jurisdiction
(e.g. a foreign company’s web-site hosted
by a local server or specialized equip-
ment located in this country’s territory),
proves to be inadequate in the case of
e-commerce, which can be illustrated by
the following example. If a foreign com-
pany removes the servers which host
its website or other equipment from the
country’s territory, the recognition of its
PE will be impossible and so will be the
taxation of its e-commerce profits.

We share N.G. Skachkov’s view, who
rightfully emphasizes the impossibility to
apply classical PE criteria to e-entrepre-
neurship since these criteria require a fo-
reign company’s physical presence in the
country of business [14].

A special approach is proposed by
0O.Y. Konnov, who rejects the concept of
PE in relation to the digital sphere and
argues in favour of source-based taxa-
tion of e-commerce profits [15]. In our
view, since the Russian taxation system
currently lacks the concept of PE, the
country has no right to tax profits from
e-commerce. O.Y. Konnov’s approach,
however, shows the crisis of the classical
understanding of PE.

An interesting interpretation is of-
fered by A.V. Koren [16], who points out
the non-physical nature of PEs in e-com-
merce and elaborates on the three main
criteria of a virtual PE: the registration
criterion (registration in the correspon-
ding domain zone); language criterion;
and consumer criterion (which territory
accounts for the largest share of pay-
ments). This author’s ideas agree with
our arguments about the failure of the
classical PE concept to reflect the specifics
of the digital economy, which points to
the need to devise special ‘non-physical’
criteria of a virtual PE [17].

In recent years, the European Com-
mission has been actively developing the
concept of profit taxation in the digital
sphere, which led to debates about the
new tax reform and new international
rules that would define significant tax-
able digital presence in a jurisdiction. As
a result, the European Commission rec-
ommended to supplement the PE concept
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with virtual (or digital) PE'. This new
type of PE is going to be included into
the Common Consolidated Corporate Tax
Base (CCCTB). Such approach agrees with
the one proposed in this paper, which cen-
tres around taxation of a virtual PE con-
solidated with the group of companies it
belongs to.

In line with the European Commis-
sion’s recommendations, the OECD re-
considered its earlier approaches to the
standard of significant presence. In 2019,
the OECD proposed that MNCs’ profits’
should be taxed predominantly in the
countries where users of their digital ser-
vices are located”. The key features of a
virtual PE include the following: the profit
MNCs make in jurisdictions without be-
ing physically present there; MNCs” digi-
tal presence in these jurisdictions (for ex-
ample, through a local domain name or a
specific payment method); and, finally, the
number of users in these jurisdictions™.

N.Y. Andreev [18] proposes the fol-
lowing definition of a digital PE: ‘a place
of business where an enterprise conducts
some or all of its activities, including the
state or territory of its digital presence
where this enterprise has the main source
of its customers and which, therefore, is
the place where this enterprise earns its
main revenue’. In our view, this definition
is quite vague and abounds in subjective
criteria, which, in turn, require their own
definitions to exclude multiple interpreta-
tions. It is not quite clear how “digital pre-
sence’, ‘the main source of customers” or
‘main revenue’ should be understood and

2 Communication from the Commission
to the European Parliament and the Counila.
Fair and Efficient Tax System in the European
Union for the Digital Single Market. EC. Brus-
sels, 21.9.2017 COM (2017) 547 final. Available at:
https://ec.europa.eu/taxation customs/sites/
taxation/files/1 en act partl v10 en.pdf

3 Addressing the Tax Challenges of the Digi-
talisation of the Economy - Policy Note, OECD/
G20 Base Erosion and Profit Shifting Project.
OECD; 2019. Available at: https://www.oecd.
org/tax/beps/policy-note-beps-inclusive-frame-
work-addressing-tax-challenges-digitalisation.pdf

 Bunn D. Tax competition of a different
flavor at the OECD. Tax Foundation. March 19,
2019. Available at: https://taxfoundation.org/

tax-competition-of-a-different-flavor-at-the-oecd
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in the case of the two latter terms, what
share of customers or revenue will qua-
lify them as ‘main’. Moreover, the phrase
“place of business’ appears to contain an
assumption that there is some kind of
fixed place (a similar assumption under-
pins the classical definition of PE), which,
however, contradicts the reality of a digital
PE. Moreover, the author does not specify
whether this definition should be used in
the OECD’s Model Convention or wheth-
er it is intended exclusively for revised tax
legislation of the Russian Federation. We
believe that the definition of PE should be
formulated more clearly to eliminate any
possibility of ambiguity or doubt for par-
ticipants of legal tax relations.

Taxation of digital multinationals
based on the arm’s length principle and
separate accounting is justly criticized in
research literature. The question of how
these companies should be taxed, howe-
ver, still remains open for debate. Propo-
nents of the tax reform advocate the tran-
sition to unitary taxation of MNCs’ total
global revenue. Proponents of the classical
arm’s length system, on the contrary, ar-
gue in favour of the unitary allocation of
residual profit generated by digital assets
and operations of MNCs in several juris-
dictions. At the same time experts of the
second group admit that the arm’s length
methods are not always suitable for taxa-
tion of digital companies: for example,
J.C. Fleming and R.J. Peroni [19] contend
that in the current system of taxation it
is difficult to identify the actual source
of income of MNCs. Tax-savvy multina-
tionals often shift their incomes to low-
tax jurisdictions, despite transfer pricing
regulations. Andrew Mold [20] demon-
strates that the unitary tax system based
on formulary apportionment eliminates
the incentives for multinationals to shift
their profits to low-tax jurisdictions. In
his view, this system is more transparent
and allows countries to increase their tax
revenues.

S. Picciotto wrote a series of articles on
the unitary approach to taxing multina-
tionals [21-24], arguing that the indepen-
dent entity principle and the arm’s length
principle are impractical for taxing MNCs
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and no longer correspond to the contem-
porary economic reality. Under unitary
taxation, digital multinationals will be
taxed “according to the genuine economic
substance of what they do and where they
do it. This would be far more legitimate
and simpler to implement than the current
system’, Picciotto argues.

In our previous publications we also
addressed this problem [17]: among oth-
er things, we showed the feasibility of a
consolidated approach to taxing global
profits of multinational companies and
proposed a profit allocation formula with
such keys as weighted profit, costs of la-
bour and capital.

V.N. Zasko and D.Y. Shakirova argue
that multinational companies should be
considered as a separate group of taxpay-
ers eligible for a special tax regime [25].
Their approach is based on applying dif-
ferent tax regimes to MNCs depending on
the country of origin of the capital. This
approach, however, does not agree with
the principles of taxation. Moreover, the
authors do not explain how the imputed
income, which plays a key role in their ap-
proach, should be calculated, although,
quite obviously, it is going to be a quite
complicated procedure.

N.S. Milogolov [26] observes that the
tax rules devised in the early twentieth
century are no longer applicable to the
contemporary economic reality, especial-
ly in relation to cross-border intangible
assets.

Reuven S. Avi-Yonah [27] points out
the challenges of the profit split method
for regulation of transfer pricing. He be-
lieves that this method frequently results
in a residual when dealing with intan-
gibles and proposes a formula that he
considers as optimal for allocating the re-
sidual. This formula is based ‘entirely on
the destination to which the goods and
services that the MNE provides are sold’.

Highlighting the need to reform the
taxation system and to tax the profit of
MNCs in market/user jurisdictions, the
OECD proposed a new three-tier profit
allocation mechanism (Pillar 1 Project)
in November 2019. The so-called Unified
Approach is partially based on the use of
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an formulary apportionment®. In this ar-
ticle, we present a critical analysis of the
OECD’s approach and the accompanying
risks of taxation.

Questions related to the introduc-
tion of the digital services tax (DST) were
discussed by G. Kofler and ]. Sinnig [28],
M. Bauer [29], and W. Richter [30]. They
warned that the introduction of the DST
may pose a threat to the economic growth
of countries, to innovation and digitaliza-
tion in general.

The proposal to introduce a digital
tax, which was put forward by the Euro-
pean Commission in 2018', was not fol-
lowed by any assessment of its impact on
the European economy or on the tax bur-
den distribution.

K.A. Ponomareva [31] studied the Eu-
ropean model of the DST and reasonably
concluded that it resembles a turnover tax
much more than an income tax.

One of the recent studies of the DST
and the possible consequences of its intro-
duction in Russia conducted by A. Sinit-
syn et al.'” showed that this additional in-
direct tax could be a feasible solution as it
would enable the country to protect its fis-
cal interests in the absence of international
agreement about the unified approach
proposed by the OECD'S.

The Federation Council of the Fede-
ral Assembly of Russia also supported

5 Secretariat Proposal for a ‘Unified Ap-
proach’ under Pillar One, Public consultation
document. OECD Publishing; Oct. 2019; Bunn D.
Tax competition of a different flavor at the OECD.
Tax Foundation. March 19, 2019. Available at:
https:/ /taxfoundation.org/tax-competition-of-a-
different-flavor-at-the-oecd

16 European Commission, Proposal for a
Council Directive on the common system of a di-
gital services tax on revenues from the provision
of certain digital services, COM (2018) 148 final,
Brussels, March 21, 2018. Available at: https://
ec.europa.eu/taxation customs/sites/taxation/
files/ proposal_common_system_digital servic-
es_tax_ 21032018 en.pdf

7 Sinitsyn A., Hayrapetyan L., Surkova A.
Digital tax in Russia: introduction perspectives.
Available at: https://www.csr.ru/upload/iblo
ck/5ef/5ef5a7831553dc062605b281a53e4350.pdf

8 Secretariat Proposal for a ‘Unified Ap-
proach’ under Pillar One, Public consultation
document. OECD Publishing; Oct. 2019.
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the introduction of the DST in Russia®.
The public discussion, however, did not
touch upon the question about the impact
of such tax on organizations and physical
persons as well as on the inducements to
produce, invest and consume.

To conclude, our literature review has
shown that the majority of researchers and
experts agree that a separate type of PE
and the corresponding criteria should be
defined in relation to e-entrepreneurship
and that these definitions could be further
used for devising a mechanism of taxa-
tion of virtual PEs. There is, however, no
commonly accepted definition of virtual
PE that would reflect its intangible nature.
Likewise, the mechanism of its taxation
and taxation of MNCs’ global profits has
not been yet specified. Neither has been
justified the economic feasibility of intro-
ducing the DST, similar to the one enacted
in European countries, for countries like
Russia.

Therefore, we consider it a pertinent
task to investigate the possible impact
of the DST for economic development
and innovation in Russia. It should be
noted that this tax would also affect Rus-
sian tech companies that contribute to
the country’s innovative development,
which is why in the main part of this pa-
per we are first going to investigate the
feasibility of this measure, paying special
attention to the issues overlooked in pre-
vious research.

3. Rationale for the introduction
of the DST in Russia

The digital services tax is a national
tax charged on revenues of MNCs from
sales of digital services. This tax varies
significantly across countries depending
on the breadth of the tax base and tax rate
(2-7.5%). This tax is usually applied to
digital giants whose global profits exceed
750 million euro per year. Some countries
have already introduced this tax, others
were planning to do so but had to put

¥ Federation Council proposed to intro-
duce a tax on consumers of digital products.
RIA. Available at:  https://ria.ru/20200520/
1571747330.html
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it on hold after the US threatened trade
sanctions?.

In Russia, revenues of digital compa-
nies are currently taxed through the VAT.
According to Article 174.2 of the Russian
Tax Code, on-line services subject to VAT
include advertising and consulting servi-
ces?’. Since 2019, all foreign organizations
that have consumers in Russia have been
obliged to pay VAT on digital services.
Such foreign organizations have to regis-
ter with the Russian tax authorities and
their tax administration relies on volun-
tary ‘virtual registration and filing a spe-
cial tax declaration.

To decide whether Russia should
move ahead with the DST reform, the fol-
lowing questions need to be addressed:

1. How will the DST burden be dis-
tributed and what consequences will this
lead to?

It is important to bear in mind that by
its nature the DST is a turnover tax, which
means that the tax burden will be in fact
shifted by providers of digital services -
large digital companies - to their clients -
SMEs and then to final consumers. There
is evidence that indirect taxation may lead
to an increase in prices, which will exceed
the initial tax rise [32]. The smaller is a spe-
cific market and the lower is the competi-
tion in this market, the higher will be the
price rise caused by the tax. Since compa-
nies subject to this tax are actually digital
giants and innovative leaders, it is highly
probable that a significant part of the DST
burden will be shifted to consumers.

The introduction of the DST may have
a substantial impact on companies that
are highly dependent on digital services
provided by tech giants. This measure
may also influence the general effective
tax burden, in particular the tax burden
on companies with low profitability or

2 Taxation of the digitalized economy.
KPMG; Mar. 21, 2020. Available at: https://
tax.kpmg.us/content/dam/tax/en/pdfs/2020/
digitalized-economy-taxation-developments-
summary.pdf

2 The Tax Code of the Russian Federation
(2 part) dated August 05, 2000 No 117-FZ (add.
on December 25, 2018). Available at: http://
www.consultant.ru/document/cons_doc

LAW 28165/
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loss-making companies, which, in its
turn, will be detrimental to their paying
capacity. The impact of the DST burden
transfer is much more important for those
companies that will be left with no op-
tions but to shift the tax burden to their
own consumers.

2. How will the DST affect SMEs in
Russia?

Russian small- and medium-sized
businesses (SMEs) are interested in selling
their products on-line via such platforms
as Google and Facebook. SMEs benefit the
most from the marketing opportunities of-
fered by these platforms. Moreover, these
platforms enable businesses to lower the
costs of market entry.

When the tax burden is shifted to con-
sumers of on-line services - consumers in
the B2B sector, this usually has a negative
influence on corporate clients in other
economic sectors and on final consumers
of both digital and non-digital goods and
services. Services of on-line platforms
are mostly in demand among SMEs with
weak profitability and few opportunities
for shifting the tax burden to consumers.
Therefore, these companies are likely to
suffer most from this situation as they
risk their profitability and paying capa-
city. For large tech companies it is easier
to shift their tax burden to their clients -
SMEs, which often find themselves in a
weak position when negotiating the cost
of services.

Therefore, there is a likelihood that
the DST will change the balance in the
competition between large and smaller
companies in favour of the former.

3. How will the introduction of the
DST affect the country’s economic growth
and innovation?

New digital companies take an active
part in the development of different eco-
nomic sectors. The real economic value
produced by Google, Facebook and other
companies implementing digital business
models are created not only in the coun-
tries where these companies are located.
The value is also created where their ser-
vices and innovations are consumed, that
is, in the countries of residence of their
clients and users. One of the reasons is
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that digital multinationals have a positive
influence on employment and personal
income of people in these countries. The
introduction of the DST may lead to a de-
cline in digital business, which, in its turn,
will affect employment and tax receipts
from companies using digital technolo-
gies (for example, SMEs). It may also have
a negative influence on revenue from per-
sonal income taxes paid in the digital in-
dustry and other spheres.

Thus, the obvious question that ari-
ses in this respect is whether Russia really
needs the DST or not. The DST will supple-
ment VAT on digital services and replace
the tax on profits from digital activities.
In view of the fact that users of e-services
contribute to the value chain of digital
companies and, therefore, to the economic
growth of Russia as these users’ country of
residence, a separate digital tax may have a
negative influence on this growth.

As for the administration of the DST
in Russia, the following should be noted.
The Russian tax authorities have accumu-
lated sufficient experience of administra-
tion of foreign companies which pay VAT
on digital services, provided that the lat-
ter agree to register in Russia. This model
of administration can be used for the DST
as well since only a digital company it-
self has access to the full data on its us-
ers and sources of revenue. A reasonable
solution would be to identify a ‘respon-
sible taxpayer’ in relation to a group of
affiliated companies. The role of such re-
sponsible taxpayer could be played by an
entity which is already VAT registered.
The problem of tax administration, espe-
cially in what concerns gathering the data
on users of digital services and profits of
a digital company, can be addressed with
the help of the country-by-country report-
ing, which implies automatic exchange of
information between tax authorities on
cross-border corporate structures.

Since the DST is an indirect tax, it does
not guarantee just allocation of the rights
to multinationals’ taxable profits and even
if this tax is introduced, it still leaves coun-
tries wherein digital users reside without
adequate taxes on the profits generated by
digital companies from these users.
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We believe that the problem of profit
allocation can be addressed through spe-
cific taxation mechanisms. The solution to
this problem, however, cannot be merely
reduced to the introduction of a turnover
tax, whose impact on economic entities is
fundamentally different.

The problem of profit allocation, as it
was mentioned in the introduction, can be
tackled through the concept of permanent
establishment, which, in its turn, requires
to define exactly what constitutes a virtual
permanent establishment, that is, bring to
light the specificity of e-commerce. In the
following section we will formulate our
own definition of virtual permanent es-
tablishment and describe its main criteria.

4. The concepts of PE and virtual PE

In Russia, the definition of PE and its
criteria based on the physical presence of
foreign companies” property and staff in
the country of business correspond to the
classical understanding described in the
OECD Model Tax Convention. The Tax
Code of the Russian Federation defines PE
as ‘an office, branch, department, bureau,
agency or any other separate subdivision
or another establishment of this organiza-
tion through which this organization regu-
larly conducts entrepreneurial activity on
the territory of the Russian Federation’*.

This definition is obviously outdated
and does not reflect the reality of digital
entrepreneurship. Sale of digital services
does not require a creation of fixed place
of business of a foreign company in Rus-
sia. Such classical criteria as the presence
of a company’s property base or staff in
the country are inapplicable in the case
of digital companies. Digital trade com-
panies can sell their goods and services
overseas and this is where the market for
their goods and services is formed. This
is where the goods are sold, where Inter-
net consumers are located, where value is
created and profits are generated. There-
fore, the country where the market of

2 The Tax Code of the Russian Federation
(2 part) dated August 05, 2000 No 117-FZ (add.
on December 25, 2018). Available at: http://
www.consultant.ru/document/cons_doc

LAW 28165/
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digital services is located has a right to tax
profits from digital transactions. In this
light, the OECD’s ‘Pillar one’ proposal®,
which stipulates that some types of tax-
able e-commerce profit can be allocated to
market jurisdictions, makes perfect sense.

OECD experts® recommend to use
the criterion of a provider’s significant
virtual presence in the country where the
consumers of its e-services are located.
The presence may be deemed ’signifi-
cant’ depending on the number of Inter-
net users, contracts, the volume of digital
sales and so on.

Drawing from the general approaches
to the concept of virtual PE described in
research literature, we propose the fol-
lowing definition that can be used by tax
policy-makers in Russia: a virtual perma-
nent establishment is an entrepreneur-
ial activity such as sale of goods (works,
services) to customers on the territory of
Russia through digital data processing
and transfer via an open telecommunica-
tion network (similar to the Internet) (or
closed networks that can connect to the
open network) conducted by a foreign or-
ganization.

This definition highlights the three
key criteria of a virtual PE because it con-
nects 1) entrepreneurship with 2) digital
activity of a foreign company 3) on the ter-
ritory of Russia as a country of residence of
its consumers. This definition eliminates
the dependence between taxation and a
foreign company’s physical presence in
Russia (the requirement that a company
should have a particular fixed location
from which it operates). In our view, it is
important to emphasize the non-physical
nature of a PE in e-commerce.

Complicating this definition further
will only obscure it meaning. We propose
to introduce additional criteria in the form
of keys for the formula that would be used
to apportion the profit of digital multina-
tionals. A mathematical formula based on
objective, measurable indicators is much

3 Secretariat Proposal for a ‘Unified Ap-
proach’ under Pillar One, Public consultation
document. OECD Publishing; Oct. 2019.

% Tbid.
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more suitable in this situation than any
subjective evaluations and interpretations.

Defining a PE and a virtual PE is but
a first step towards taxation of MNCs. In
the following section we are going to look
at the methods of generation of a virtual
PE’s taxable profits and the corresponding
tools that can be applied by the Russian
state to realize its taxing rights.

5. Fiscal potential of the OECD’s
unified approach to taxation of digital
companies in Russia

In this section, we are going to start
with a brief overview of the new rules for
taxation of MNCs proposed by the OECD.

According to the classical approach, a
PE does not have a civil law status but is
considered as a part of a foreign company
operating on the territory of another state.
For taxation purposes, however, it is con-
sidered as an independent entity opera-
ting in accordance with market rules.
Thus, in the majority of countries that ad-
here to the concept of permanent estab-
lishment, PEs” profits are understood as a
diffe-rence between income and expendi-
tures attributed to this or that PE on the
basis of separate entity accounting and the
arm’s length principle.

The OECD’s “unified approach’ pre-
sented in November 2019% follows the
arm’s length principle and proposes a
three-tier profit allocation mechanism.
These rules will allow the jurisdictions
where users of e-services are located to
claim a part of MNCs’ profits regardless
of their physical presence in these jurisdic-
tions:

1) a share of multinationals’ profits
generated through digital assets and ope-
rations in several jurisdictions. These
profits are determined by applying the
criterion of remote taxable presence and
through calculations of residual profits.
The supernormal (or residual) profit, ac-
cording to the OECD, is the profit gene-
rated in excess of the normal profit. The
normal (or routine) profit is calculated as
the required rate of return on business in-

» Secretariat Proposal for a ‘Unified Ap-
proach” under Pillar One, Public consultation
document. OECD Publishing; Oct. 2019.
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vestments. Profits are considered to meet
the normal rate of return when the reve-
nues from the company’s investments in
products and sales cover their costs and
meet the minimum level of profitability.
Residual profits will be allocated among
countries on the formulary basis by
using a set of allocation keys. These keys
can include several indicators, such as the
company’s investment into marketing its
product among the clients in another ju-
risdiction or the company’s global pro-
fitability. Profits can be also allocated by
using the data on users and their partici-
pation in value creation (users of free ser-
vices can generate value, for example, for
advertisers) [33].

2) a fixed remuneration for baseline
marketing and distribution functions
that take place in the market jurisdiction
and are determined by using the base-
line profit from the company’s market
transactions (marketing, sales, number
of users, etc.);

3) any additional profit gained by di-
gital companies through the use of arm’s-
length methods and dispute settlement
mechanisms, when in-country functions
exceed the baseline marketing and distri-
bution activity.

As MNCs are expanding to the Rus-
sian market, their profits are bound to
grow and if the OECD’s unified approach
comes into force, Russia will be able to
claim its share in the multinationals” pro-
fits generated by Russian users.

In this paper, we propose an approach
to quantitative evaluation of additional
tax revenue that would be gained by Rus-
sia if all the countries endorse the unified
approach.

The statistics show the growing profits
of foreign IT-companies in Russia (Fig. 1).

The above ranking shows the profits
of foreign IT-companies (e.g. Apple, Hua-
wei and Microsoft) selling such goods as
smartphones and other devices, software
and so on in the Russian market. These
data possibly do not include profits from
selling specific digital services (such as
Apple Music subscription and subscrip-
tions for specific apps, for cloud storage
services of Google and Microsoft) be-
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cause these services are usually provided
by foreign groups affiliated with these
companies.

After the residual profits are allocated,
a part of the revenue from these services
will be subject to taxation in Russia be-
cause they are bought by Russian consum-
ers, which creates an additional tax nexus
of the group in Russia. For example, if we
build a simplified model by using the 2018
data on Apple’s sales in Russia, the com-
pany’s profit from selling the services to
Russian users will be as follows*:

RPRus 'RSGlob _ 3000-9981 _
RPgp 52919
=566mln dollars US (= 41318 mln rbs),

where RSy, is the profit of Apple’s services
sales; RPy,, is the profit of Apple’s product
sales in Russia; RS, is the global profit
of Apple from services sales; and RP,, is
Apple’s global profit from product sales.

In all likelihood, the resulting figure is
the minimum value since Apple also sells
its products to the Russian market via
distributors. It should be noted, however,
that not all of these profits will be taxable
in Russia but only residual profits, that is,
the profits generated in excess of the ‘nor-
mal’ level of profitability (it is planned to
set this level at 10-20%) and after the re-
sidual profit is allocated according to the
formula, for example, based on intangi-
bles, capital and the corresponding risks®.

The OECD? forecasts that tax revenue
will be mostly allocated to countries with
low and middle income (according to the
World Bank’s classification of countries),
Russia included. Therefore, the unified
approach to taxation of MNCs will allow
Russia to obtain very significant tax re-
ceipts for the public purse.

As Forster et al. [34] reasonably ar-
gue, the unified approach calls for a new

RSRus =

% Apple Inc. 2018. Q4 2018 Unaudited Sum-
mary Data. Available at: https://www.apple.
com/newsroom/ pdfs/Q4-18-Data Summary.pdf

7 Secretariat Proposal for a ‘Unified Ap-
proach” under Pillar One, Public consultation
document. OECD Publishing; Oct. 2019.

% Economic Analysis & Impact Assessment.
Available at: https://www.oecd.org/tax/beps/
webcast-economic-analysis-impact-assessment-

february-2020.htm
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understanding of the notion of tax nexus
in the tax legislation: in other words, a
new nexus rule should be envisaged that
would not depend on physical presence
of companies in the countries where they
sell their products and services. Thus, re-
gardless of whether Russia decides to join
the OECD’s ‘unified approach’ initiative
or not, its policy-makers would still have
to consider the possibility of introducing
the concept of virtual PE into the country’s
Tax Code and develop the rules of its taxa-
tion. These measures will enable Russia to
gain the status of a jurisdiction of Internet
users’ residency and tax the profits of fo-
reign digital companies.

A comprehensive evaluation of the
unified approach should focus not only on
its advantages but also predict the nega-
tive implications of this approach for the
tax system of Russia and other countries.
In the following section, we are going to
conduct a critical analysis of the OECD’s
unified approach, describe and syste-
matize the practical impediments to its
introduction and implementation.

6. Critical analysis of the unified
approach and impediments to reaching
international consensus on this matter

The changes that the implementation
of the unified approach will bring about
involve a number of tax risks for Russia.
These changes will also lead to dramatic
transformations of the international sys-
tem of profit taxation. The key elements
of the new regulations should be agreed
upon by more than 130 member countries
of the BEPS project, including Russia®.

A failure to arrive at a consensus re-
garding the taxpayers to whom the new
rules will apply can lead to tax revenue
losses. This will happen if the agreed
threshold values exceed those reflecting
the companies’ actual performance in
the Russian market. The OECD’s initia-
tive may cause an outflow of investment
from Russian digital companies because
they may be caught by the new rules and

¥ OECD Members of the OECD/G20
Inclusive Framework on BEPS. Available at:
https://www.oecd.org/tax/beps/inclusive-
framework-on-beps-composition.pdf
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it would increase their tax burden in other
countries.

One of the key goals of the OECD'’s
initiative is to minimize the costs of tax
administration resulting from the intro-
duction of the new rules. There is, ho-
wever, a lack of clarity as to how this can
be achieved because some elements of the
new rules include complex and at times
ambiguous concepts, parameters and im-
plementation mechanisms.

The unified approach requires a tho-
rough revision of the tax system where the
arm’s length principle is applied to some
parts of the taxable income and other parts
are handled differently. The approach
proposed by the OECD means that super-
normal profit cab be allocated differently
so that market jurisdictions could also be-
nefit from it. There are murky areas even
in the existing rules concerning the calcu-
lation of taxable profit, for example, it may
be difficult to determine which profit is
normal and which is supernormal. There
are disagreements between tax authori-
ties and companies concerning the current
taxation methods, leading to disputes and,
therefore, adding to the complexity of tax
liability determination in each particular
country™.

The debates surrounding transfer
pricing show how complicated and cost-
ly may be the existing system. The new
methods proposed by the OECD are likely
to deepen the disagreements between the
states concerning the profits that should
be taxed and in which jurisdictions. The
OECD'’s initiative will thus aggravate the
uncertainty in the international tax sphere.

The unified approach will make fiscal
accounting and administration even more
complicated not only during the transition
period but also in the ensuing years. Com-
panies will have to revise their approaches
to transfer pricing, which have already
been adjusted in view of the BEPS plan. In
addition, companies will also have to bear
extra administrative burden and ensure
compliance with the rules of the unified

% OECD, Mutual Agreement Procedure
Statistics for 2017, 2018. Available at: https://

www.oecd.org/tax/dispute/ mutual-agreement-

procedure-statistics.htm
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approach. All of the above may lead to
revision of the preliminary pricing agree-
ments and re-organization of the new sys-
tem of tax administration.

In the OECD project, financial ac-
counting is expected to provide a starting
point for determining how the profit will
be split among countries, which is a sig-
nificant deviation from the current prac-
tice. The difference between taxable and
accounting income can be quite substan-
tial. For instance, the pre-tax income does
not include the net operating losses and
capital investment, which are recognized
by countries for taxation through a wide
range of methods®. Moreover, the diffe-
rences in the US and European financial
accounting standards may pose a real
challenge when it comes to measuring
profitability.

Broadly speaking, any kind of inter-
national consensus regarding the unified
approach will require countries to give
up some of their tax sovereignty. Not
only will this situation create new levels
of distortions but it will also undermine
the progress which has already been
achieved by many countries, including
Russia, engaged in fierce tax competition
and pursuing business-attraction policies
and programs.

Furthermore, the new rules will re-
quire new efficient tools for avoiding dou-
ble taxation. So far no such tools have been
chosen. It also remains unclear whether
the OECD’s proposal can be realized
through the Multilateral Convention to
Implement Tax Treaty Related Measures
to Prevent BEPS* or they will require a
new solution such as an intergovernmen-
tal platform for collaboration on tax [35].

In its current state, the unified ap-
proach is unlikely to be supported by the
US, which came up with a ‘safe harbor’

% Kaeding N. Taxable income vs. book
income: why some corporations pay no income
tax. Tax Foundation. May 2, 2019. Available at:
https:/ /taxfoundation.org/why-corporations-
pay-no-income-tax

% Multilateral Convention to Implement
Tax Treaty Related Measures to Prevent BEPS.
OECD. Available at: https:/ /www.oecd.org/tax/
treaties/multilateral-convention-to-implement-
tax-treaty-related-measures-to-prevent-beps.htm

proposal of its own, meaning that compa-
nies should be able to opt into or out of
the “unified approach’. This proposal still
remains in discussion stages®. We believe
that the safe-harbor approach will exacer-
bate the problem of double taxation and
the problem of distortion of business in-
vestment and tax decisions by the corpo-
rate tax.

The analysis of the relevant US ex-
perience can shed light on the possible
consequences of this measure for interna-
tional tax competition as well as on the
consequences of the introduction of the
formulary approach to profit split. The
states being autonomous in their choice
of corporate taxation policies, the appli-
cation of the formulary apportionment
method has brought to light tax receipts’
sensitivity to such choice. The autono-
mous approach thus intensified tax com-
petition between the states [36]. Thus,
the American experience shows that if
the formulary approach is applied on a
global scale, coordination in the choice of
harmonized formulae and other aspects
of tax policies becomes crucially impor-
tant. Therefore, complete consensus is
essential for the success of the OECD’s
initiative.

7. Taxation of digital multinationals
in Russia

The development of e-commerce,
which is mostly understood as transac-
tions conducted over the Internet, makes
it difficult to determine the specific terri-
tory which this or that transaction can be
attributed to [18] or the actual source of
income [19]. In this light, separate accoun-
ting and taxation of tech giants’ profits (es-
pecially, of their virtual PEs) through the
arm’s length principle have proven to be
all but impossible. A viable alternative in
this case would be a formulary apportion-
ment method, like the one in the OECD’s

¥ Statement by the OECD/G20 Inclusive
Framework on BEPS on the Two-Pillar Approach
to Address the Tax Challenges Arising from
the Digitalisation of the Economy. OECD; 2020.
Available at: https://www.oecd.org/tax/beps/

statement-by-the-oecd-g20-inclusive-framework-
on-beps-january-2020.pdf
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unified approach. As our critical analysis
of the latter has shown, however, a more
simple and transparent taxation mecha-
nism is needed and this is the task we are
trying to address in this article.

We believe that it would make sense
to move away from the three-tier unified
approach, where different taxation me-
thods are applied to specific fractions of
profit. A broader look should be taken at
the problem of the common dissatisfaction
with the arm’s length principle in taxation
of MNCs’ profits.

If we take a somewhat broader per-
spective, it becomes apparent that these
companies can be treated as consoli-
dated taxpayer groups. Thus, instead of
applying the formulary apportionment
strategy only to deemed residual profit
from digital transactions, we can apply
it to MNCs’ total global revenue. In this
case the presence of a company’s bran-
ches or offices in a certain country, inclu-
ding its virtual PEs, is bound to draw a
share of the company’s global profits to
this country.

To determine the global profits of di-
gital multinationals, financial accounting
can be used, provided that it is standar-
dized in accordance with the established
international rules and procedures. The
basic criteria or allocation keys used to
split the profits should only be objective
value indicators since such indicators are
commonly used in register records and
similar documents and cannot be dis-
torted by subjective interpretations in the
course of a functional or factual analysis.
The set of indicators (with the correspon-
ding weights) could include labour costs,
the cost of tangible or intangible assets,
profit, or the number of Internet users.

We do not support the widely spread
argument that the risk factor plays the
key role in any profit distribution system
(including the methods of transfer pri-
cing regulation). In our opinion, this factor
should not be included in the formula. In
the corporate context, risk can be seen as
dependence on the possible loss of finan-
cial or economic assets (gains). Risk can be
also seen as stemming from the decision to
follow a particular course of action or not.
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In general, risk is determined by the nega-
tive impact that several obvious sources of
uncertainty have on profitability. Even if it
is possible to determine which part of the
enterprise is most likely to take the most
risk, accurate assessment of the degree of
such risks is impossible.

MNCs" global profits allocated to
countries (or regions of federal states) can
be reduced by the amount of tax prefe-
rences and taxed at the rate set by the na-
tional legislation.

Since the digital economy now per-
vades all spheres of life and business mo-
dels, the above-described approach will
provide a sensible and viable solution not
only for taxation of digital companies but
to other types of multinationals as well.

The formulary (or unitary) approach
to profit allocation can serve as an alterna-
tive to the arm’s length principle, which is
inapplicable in the conditions of the digi-
tal economy.

Like the OECD’s unified approach,
the proposed mechanism of taxation will
be more effective if it is adopted by the
majority of countries and common fi-
nancial accounting standards are agreed
upon. However, it is worth remembering
that consensus decision-making is a time-
consuming process.

In Russia, taxation of a virtual PE based
on the above-described mechanism may be
possible and feasible on a unila-teral basis.
This measure will satisfy the country’s fis-
cal interests and at the same time ensure
that taxes adequately reflect the actual eco-
nomic profits of digital companies.

In anticipation of the possible coun-
terarguments, it has to be mentioned that
similar approaches to determining PEs’
profits were used in Russia until 1 Janu-
ary 2002*. These approaches were also
described in Article 7 of the OECD Model
Convention (until 2010). They can still be
found in several international agreements
following the UN Model Convention and
in some countries’ legislation.

3 Instruction of the State Tax Service of Rus-
sia of 06.16.1995 No. 34 ‘On Taxation of Profits
and Income of Foreign Legal Entities’. Bulletin of
Normative Acts of the Ministries and Departments of
the Russian Federation. 1995;(12).
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8. Conclusions

With the advent of the digital era, the
international community has faced the
need to reconsider the principles behind
the allocation of MNCs’ profits. The lack
of the necessary instruments for taxa-
tion of such companies in the Russian tax
system is fraught with risks for the par-
ticipants of tax relations. Our study has
brought to light a number of important
economic problems and their possible so-
lutions, showing the need to introduce a
new indirect tax on digital services in ad-
dition to VAT, the concept of virtual PE
and the corresponding tools for taxing
digital companies in Russia.

This measure, however, should not be
taken prematurely and should be prece-
ded by a thorough analysis of its implica-
tions for the country’s economic growth,
in particular such aspects as the tax bur-
den redistribution, competition, business
profitability, employment and personal
income.

We propose to develop instruments
of direct taxation to enable Russia to be-
nefit from the allocation of the global tax
base of digital companies. In our view, it
is necessary that the Russian legislation
should include the concept of virtual PE,
for which end we proposed our own defi-
nition and criteria.

The critical analysis of the OECD’s
unified approach has shown that a sim-
pler and more transparent mechanism of
taxation would be a better solution. In a
broader perspective, the much-discussed
problem of the arm’s-length method cri-
sis can be solved by identifying digital
multinationals as consolidated taxpayer
groups. A viable approach would be to
adopt the formulary apportionment stra-

tegy, dividing MNCs’ total global revenue
rather than their residual profits between
the jurisdictions. For allocation keys, we
propose to apply objective value criteria,
which are commonly used in register re-
cords and accounts, instead of subjective
criteria. We believe that Russia should
move forward with the unilateral national
initiative for taxation of virtual PEs in ac-
cordance with the mechanism described
above.

To be taken to an international le-
vel, our approach requires a multilateral
consensus and, therefore, involves the
same problems as the OECD’s unified
approach. Our approach, however, has
a number of theoretical and practical ad-
vantages because it helps address the tax
challenges arising from digitalization and
establish fiscal control over the changes in
the global revenue of tech giants. Moreo-
ver, the proposed approach will help re-
duce the stimuli to minimize tax liabilities.
Not only does this approach facilitate tax
administration but it can also be efficiently
implemented in the future by using block-
chain and big data technologies. In the fu-
ture, the proposed measures will lead to
increased certainty and transparency of
taxation and minimization of risks for the
participants of legal relations.

The evidence presented in this study
can be used by policy-makers to improve
the current Russian tax legislation in re-
lation to digital multinationals. Our con-
clusions and proposals can be used for
further research, including quantitative
and qualitative studies of the DST’s im-
pact on the Russian economy; the concept
of virtual PE, and methodological ap-
proaches to taxation and tax administra-
tion of digital companies.
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