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Proactively Manage Your PE Exposure 

A TAXING 
“PERMANENT 
ESTABLISHMENT” 
PROBLEM

BY  

CHUNG-SIM SIEW MOON 
AND CHESTER WEE 

To ambitious and growth-hungry 
companies, the world is their 
oyster. Companies which harbour 

global aspirations or which already 
have an established international 
footprint often have to deal with the 
concept of “permanent establishment” 
(PE), also known as a taxable presence. 

In general, PE means a “fixed place 
of business” through which a company 
conducts some or all of its operations. 
Triggering a PE would invite a visit 
from the taxman in the foreign 
jurisdiction and possibly, a tax bill.  

For some time now, there have 
been concerns that multinational 
companies, especially those operating 
in the digital sphere, have been 
taking advantage of loopholes in the 
traditional definition of PE to avoid 
paying taxes. 

Introduced as a mechanism for 
allocating taxing rights between 
the source and resident states when 
a company of one country derives 
business profits from another, the 
concept of PE allows each tax authority 
to collect its fair share of taxes. In 
the context of a tax treaty, this has 
facilitated global trade and relieved 
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companies from double taxation on 
their overseas profits. 

Profits derived by companies are 
subject to tax in the source state only 
where a sufficient “taxable nexus” 
between the economic activities and 
the source state is established. In other 
words, a certain amount and degree  
of business activity must take place  
in that country. 

Over time however, some 
companies have designed arrangements 
to limit or circumvent PE status, 
leaving profits untaxed in the country 
where the economic activities took 
place. These schemes may involve 
the fragmentation of a cohesive 
operating business into smaller 
operations in order to argue that each 
is merely engaged in preparatory 
or auxiliary activity, splitting up 
of contracts into several parts so 
that each part does not exceed the 
period test for PE. They could also 
involve the use of commissionaire 
and similar arrangements (that is, 
an arrangement through which a 
company sells products in a given 
country in its own name but on behalf 
of a foreign enterprise that is the 
owner of such products). 

The initial development of the PE 
concept had also not anticipated the 
rise of the “stateless” digital economy. 
Relevant provisions and guidance 
were not adequately provided for in 
the Organisation for Economic Co-
operation and Development (OECD)’s 
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income “accruing in or derived from 
Singapore”, or commonly referred to 
as the sourcing rule. Be that as it may, 
a business is more likely than not to be 
regarded as having income accruing 
in or derived from Singapore if it is 
established that the business has a 
PE in Singapore. There are specific 
provisions in the Act that deem certain 
income to be derived from Singapore. 
Hence, foreign companies should 
be mindful of Singapore’s sourcing 
principle, in addition to the concept 
of PE. 

To take an example, notwithstanding 
that Singapore’s domestic definition 
of PE includes a warehouse, it was 

to information which will provide a 
bigger picture of a company’s state 
of affairs. They will be better able 
to understand a company’s global 
operations and identify artificial 
avoidance of PE status. Inevitably, 
international companies will face 
higher PE challenges and incur higher 
compliance costs than before.

SINGAPORE’S PERSPECTIVE
Though the definition of PE is 
provided in the Singapore Income 
Tax Act, it is not referred to in the 
charging section. Instead, the relevant 
test for determining tax liability in 
Singapore is whether a business has 

Model Tax Convention and the United 
Nation’s Model Tax Convention, which 
many tax administrations take their 
cue from. 

These developments have led to tax 
leakages. Whether intentional or not, 
companies which have out-finessed 
governments of revenue through their 
arrangements have raised the ire of tax 
administrators and politicians globally.

REDEFINING PE 
The OECD has taken up the mantle 
to bring up-to-date the definition of 
PE, as part of its crusade against base 
erosion and profit shifting (BEPS). It 
has unveiled a series of Action Plans 
with the aim of aligning international 
tax standards with global business 
developments. Here, Action Plan 7 on 
Preventing the Artificial Avoidance of 
PE Status is of particular relevance. 

Under the OECD’s draft discussion, 
proposed amendments to the PE 
definition are more restrictive 
in application. This will reduce 
opportunities for PE threshold abuses. 
Additionally, a country-by-country 
reporting template – intended 
to improve transparency – was 
recommended under Action Plan 13. 

If these proposals come to fruition, 
tax administrators will have access 
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jurisdictions, being VAT-registered 
inherently creates a PE for the 
company as well. 

Additionally, having a PE 
also implies that the company is 
mandated to comply with the laws 
and regulations of the foreign 
jurisdiction. The employer may also 
have to comply with immigration 
requirements and report the income 
derived by employees making 
frequent business trips to the foreign 
jurisdiction. Non-compliance may 
lead to the revocation of licence 
to operate, monetary penalties or 
possibly criminal prosecution.

DEALING WITH PE RISK
To avoid falling prey to the pitfalls of 
having a PE, companies should adopt 
a proactive approach in evaluating 
and managing their PE exposure. 
Reviewing the operational models 
from the macro perspective on a 
regular basis is a good place to start, 
especially if the business is heavily 
involved in offshore activities or has 
employees who are frequent business 
travellers. Where possible, companies 
should also quantify their PE exposure 
to provide an indication of the urgency 
in addressing the risk.

Companies should also develop 
operational guidelines to ring-fence 
the risk of having a PE exposure. For 
example, employees who travel abroad 
to carry out promotional activities 
should be prohibited from carrying 
out certain activities such as the 
substantial negotiation of sales or 
conclusion of contracts to prevent a 
taxable presence from being created.

Lastly, companies ought to 
keep themselves abreast of the PE 
developments, particularly the OECD’s 
BEPS Action Plans, to avoid being 
caught offguard. Mitigating the impact 
from these developments should be a 
priority. Otherwise, the bottom line 
will take a hit.  ISCA
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previously clarified in the 1977 press 
statement issued by the Ministry of 
Finance that a mere storage of goods 
in a warehouse without carrying on a 
business in Singapore would not give 
rise to any tax liability in Singapore. 
With the proposed narrowing of the 
scope of specific activity exemptions 
from PE status in OECD’s discussion 
draft on BEPS Action 7, we need to wait 
and see if Singapore will rethink its 
position in light of the digital economy. 
It needs to carefully balance revenue 
collection and the possible impact 
on warehousing activities – a key 
component of Singapore’s international 
logistics hub status.        

GROWING PE RISK
Clearly, PE risk – the risk of creating 
a taxable presence – has heightened 
as companies today become more 
globalised and business operations 
become more centralised. Government 
initiatives that actively encourage 
companies to venture overseas 
have driven international trade and 
operations. The increased mobility of 
employees, use of agents and business 
presence abroad may trigger PE 
exposure, if not properly managed.

Further, the growth of e-commerce 
has fuelled uncertainty in assessing 
PE risk. What type of activities carried 
out on the digital platform is likely to 
trigger PE exposure? That question 
has left companies perplexed. Tax 
administrators in various countries 
have different positions on the issue. 
This has added to the complexity, 
and raised the PE risk for companies 
operating through digital platforms. 

Recently, tax administrators have 
adopted a more aggressive stance in 
assessing companies’ PE exposure. 
Activities that may be permitted 
without triggering any PE exposure in 
the past may no longer be acceptable 
today. Tax authorities are leaning 
towards a holistic and comprehensive 
approach in assessing whether 
companies have a PE exposure 
by examining operating models, 
conducting field audits and inspecting 
employees’ immigration records. 
These measures create greater PE risk 
for companies.

The presence of a PE in a country 
increases the likelihood of a company 
having a source of taxable income 
there. Once a PE is established, an 
appropriate basis for attributing 
profits to the PE needs to be developed. 
If avoidance of double taxation 
agreements are not in place, the 
company may face double taxation in 
both the source and resident states. 

The company could also be 
exposed to indirect tax implications 
as foreign business activities may 
fall within the ambit of value-added 
tax (VAT) or similar indirect tax 
registration requirements. In some 


