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Submission to the Inclusive Framework Public Consultation 

on 

ADDRESSING THE TAX CHALLENGES OF THE DIGITALISATION OF THE 

ECONOMY 

These comments have been prepared by the BEPS Monitoring Group (BMG). The BMG is a 

network of experts on various aspects of international tax, set up by a number of civil society 

organisations which research and campaign for tax justice, including the Global Alliance for 

Tax Justice, Red de Justicia Fiscal de America Latina y el Caribe, Tax Justice Network, 

Christian Aid, Action Aid, Oxfam, and Tax Research UK. These comments have not been 

approved in advance by these organisations, which do not necessarily accept every detail or 

specific point made here, but they support the work of the BMG and endorse its general 

perspectives. They have been drafted by Sol Picciotto, with contributions and comments from 

Tatiana Falcao, Jeffery Kadet, Lakshmi Narayanan, Mustapha Ndajiwo, Joy Ndubai, 

Suranjali Tandon, Attiya Waris and Francis Weyzig. 

We appreciate the opportunity to provide these comments, and we are happy for them to be 

published.  

SUMMARY 

Previous Action 1 reports explained that digitalisation affects the whole economy and has 

exacerbated the flaws in international tax rules. The extensive reforms agreed in the BEPS 

project so far have still not resolved the central problem of how to allocate the income of 

multinationals in line with where activities occur, and value is created. The discussion 

document rightly identifies the continuing problems for current rules caused by ‘stripped risk’ 

structures, which include not only distribution but also R&D and manufacturing. A new 

approach is needed for a long-term solution fit for the 21st century.  

We propose a combination of principles and pragmatism that will provide (i) results that are 

fair to both taxpayers and tax authorities, and (ii) true simplicity of application. 

• First, a single enterprise principle should be adopted, to replace the inappropriate 

fiction that affiliates of a multinational corporate group are independent of each other. 

• Secondly, the aim should be to allocate income and taxes according to the 

fundamental factors that generate profits: labour, capital and sales. This would 

provide a balance between operational factors (employees and physical assets) and 

sales to third-parties (without which profits cannot be realised). 

• Thirdly, based on closer analysis of different industries/sectors and their commonly-

used business models, the Inclusive Framework, along with other relevant 

organisations, would develop detailed definitions of these broad factors and their 
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quantification and appropriate weightings. This work would pragmatically develop 

standardised allocation keys and weightings that would mandatorily apply to 

taxpayers using these industry/sector common business models. A rebuttable 

presumption would apply for appropriate flexibility. 

• Lastly and importantly, the quantification (i.e. the allocation keys) must be 

objectively measurable and location-specific, using only physical factors reflecting 

the actual assets, activities, and sales in the countries concerned. 

The use of standardised keys and weightings eliminates any need for the resource-consuming 

functional analyses and other extensive work required for a taxpayer to support its transfer 

pricing, or for the tax authorities to evaluate and, as necessary, adjust that transfer pricing. 

This would create greatly simplified international tax rules that would reduce the 

administrative burdens especially for poor countries, reduce compliance costs and provide 

greater certainty for business, and improve competitive equality between multinationals and 

domestic firms. They should be underpinned by an institutional framework to resolve issues 

and conflicts as well as to formulate appropriate changes to the detailed methodologies as 

technology and business practices evolve.  

This approach is in our view compatible with existing tax treaty rules but would be a sharp 

departure from the present OECD guidelines on transfer pricing. These have become 

impossibly complex and difficult to apply, generating continuing conflicts and disputes.  

In a more general system, revised OECD guidelines would reflect the proposals outlined in 

the discussion draft, which have some commonalities, indicating the possibility of 

convergence. None of these proposals would be adequate or appropriate alone, but they could 

all be subsumed into the approach we outline. The ‘user contributions’ and ‘marketing 

intangibles’ proposals entail some allocation of tax to market jurisdictions but not a 

completely sales-based formula, and the ‘significant economic presence’ proposal explicitly 

suggests a balanced formula. The proposal for a minimum effective tax must be carefully 

designed to ensure that it does not encourage a further race to the bottom on corporate tax 

rates. We suggest how it could be formulated as a single assessment, by basing its substance 

requirement on this single enterprise, formulaic apportionment analysis, subject to suitable 

safe harbours.  

We urge the Inclusive Framework to endorse such an approach now, so that more detailed 

work can be done to formulate a comprehensive long-term solution by 2020. 

A. GENERAL COMMENTS 

Principles and Pragmatism 

1. The BEPS project has done much to patch up some of the main defects in international tax 

rules. However, it has so far failed to achieve the central aim of ensuring that profits and 

therefore tax are aligned with economic substance in each country. The ambitious nature of 

this objective has become particularly evident in the work on Action 1 on the tax challenges 

of digitalisation of the economy. The report of 2015 and the update published in 2018 clearly 

explained that  

(i) digitalisation is part of wider changes affecting the whole economy, and  

(ii) these changes have exacerbated the problems caused by existing tax rules.  

We therefore welcome this discussion paper, which in our view could open the way towards 

comprehensive and effective solutions to these difficult problems. 
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2. International tax rules were formulated nearly a century ago, and the challenge we now 

face is therefore also an opportunity: to settle principles fit for the next century. The analyses 

presented in the Action 1 reports clearly show that we need more than temporary and partial 

responses to immediate concerns. At the same time, any realistic prospect for progress will 

also require pragmatism. We therefore suggest that the Inclusive Framework should aim for a 

combination of  

(i) broad agreement on general principles, and  

(ii) a pragmatic approach to develop convergence on detailed methods that may be 

readily and easily applied by taxpayers and tax authorities alike.  

The aim should be to devise a system which could ‘reduce complexity, ensure early tax 

certainty and ... avoid or resolve multi-jurisdictional disputes’ as requested in the discussion 

paper. In this Part we will put forward our suggestions for an approach which could achieve 

these aims, and in the next Part analyse and comment on the proposals outlined in the 

discussion paper. Although we do have reservations and criticisms in relation to aspects of 

those proposals, we agree with the discussion paper that it is important to ‘explore the 

possibility of a unifying rationale’ (para. 62). The aim of this Part is to suggest such a 

rationale. 

The single enterprise principle 

3. The aim set by the G20 leaders for the BEPS project was to ensure that multinational 

enterprises (MNEs) can be taxed ‘where economic activities occur, and value is created’. In 

our view, the only effective way to achieve this is to treat MNEs in accordance with the 

operational and economic reality that a corporate group under common ownership and 

control conducts itself as a unitary enterprise. Unfortunately, many international tax rules are 

based on the unrealistic premise that the various affiliates of MNEs are independent and 

dealing with each other ‘at arm’s length’. Some of the BEPS project recommendations 

accepted the need to treat MNEs as single enterprises, notably the system established for 

country-by-country reporting (CbCR), and the ‘group ratio rule’ for limiting interest 

deductibility. Other measures do so implicitly or indirectly, by aiming to end ‘double non-

taxation’, which necessarily entails consideration of the tax paid by all affiliates of an MNE. 

In our view, it is now time for the Inclusive Framework to state clearly that effective reforms 

must be based on a holistic approach to MNEs, treating them as unitary firms. 

4. The reports produced so far in Action 1 have also clarified that tackling the tax challenges 

of digitalisation must address the two main elements of international tax rules: (i) taxable 

presence, and (ii) allocation of income. We agree with the points made in the consultation 

paper (para. 13) that these two issues are interrelated, but also that the key one is allocation of 

income. Even if the definition of taxable presence is widened, MNEs can still use ‘limited 

risk’ structures to minimise the income attributed to affiliates in high-tax countries, as the 

paper rightly points out. The paper mentions particularly distributors, but the point applies 

equally to affiliates carrying out other activities such as research or production, which under 

current rules can be designated ‘contract R&D’ or ‘contract manufacturing’ entities. The idea 

that risk can be transferred to different affiliates within an MNE group stems from the 

continued blinkered adherence to the independent entity fiction. In reality, a company’s risk 

is ultimately borne by its shareholders, which for a corporate group means the shareholders in 

the ultimate parent entity.1 In practice, an MNE manages risk strategically across the entirety 

of its business operations. Similarly, finance is centrally directed and coordinated, as is R&D 

                                                 
1 Even when a large public MNE is quoted on exchanges in more than one country, it is the shares of the 

ultimate parent that are listed.  
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(though this is often carried out at different locations around the world). A firm is always 

under pressure to contract out activities which could be performed more cheaply by others; if 

it decides to keep an activity under its own ownership, control and direction, that is because 

greater profits can be earned from the synergy of integrated operations than if they were done 

independently. Attempting to treat affiliates as if they were independent is an inappropriate 

and insecure foundation for assessing and allocating MNE profits. MNEs report consolidated 

group accounts to their shareholders, creditors, and other stakeholders. It is high time for tax 

authorities to assess MNE profits in the same way. The issue is how those profits should be 

allocated among the countries where they have business activities and earn their revenues. 

Attempting to attribute an appropriate level of profit to each affiliate in isolation is simply the 

wrong starting-point. 

5. Ending the independent entity presumption would go a long way to deal with the taxable 

presence problem, since in practice large MNEs, even if they are highly digitalised, do have 

affiliates in jurisdictions where they have a substantial market presence. An online 

marketplace with a large customer base will have order fulfilment and delivery capability, 

and even social media platforms and search engines, which generally monetise their user base 

through targeted advertising, will often have local offices or send personnel to deal with their 

more major advertising customers. Even if they do not have a local subsidiary, such activities 

could already in many cases constitute a permanent establishment (PE) under article 5(3)(b) 

of the UN model tax treaty. 

6. The changes agreed in BEPS Action 7 to the taxable presence threshold in article 5, 

although modest, could have been more effective if there had been a greater degree of 

ambition in the recommendations on the consequential changes to the guidance on attribution 

of profits. We recommended that profit attribution should consider all the activities carried 

out by related entities within a jurisdiction on a combined basis. As we pointed out in our 

comments of 14 September 2017, this would make it easier to attribute profit on a holistic 

basis, using the profit split method, or even fractional apportionment. 

7. Both assessment and collection of tax due should treat MNEs as the unitary firms they 

truly are; there should be no hiding behind the separate legal entity facade. Some countries 

are already applying this principle to enforce the short-term measures they have adopted due 

to the limitations of the BEPS reforms so far. For example, the UK’s diverted profits tax has 

been extended to apply to profits shifted out of the UK even if this is due to arrangements 

between entities neither of which are resident in the UK. Since it is difficult to collect tax 

directly from non-resident entities, the UK has based enforcement on the principle of joint 

and several liability, so that any member of a corporate group can be responsible for tax due 

from any other member. This concept is also part of the current UK proposal for a digital 

services tax. 

8. For the above reasons and more, we propose adoption of: 

the single enterprise principle: that corporate groups under common ownership and 

control should be treated as unitary enterprises in applying international tax rules.  

This is already implicit in the aims of the BEPS project as formulated by the G20 leaders, and 

in its objective of ending double non-taxation as well as double taxation. Indeed, the concept 

of ‘double taxation’ is interpreted in the economic sense, to mean that MNEs should be 

treated as single enterprises. Explicit adoption of this principle would help to create greater 

coherence in the international tax system, which at present is bedeviled by inconsistent and 

contradictory rules. It could operate as a strong presumption, so that corporate groups that do 
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not operate in an integrated manner (e.g. private equity groups) could present evidence to 

rebut the presumption. 

Principles for allocation of income 

9. The G20 leaders proposed that MNEs should be taxed ‘where activities occur, and value is 

created’. The aim clearly is to ensure that tax rights are aligned with the real economic 

activity taking place in the country concerned. However, the concept of value creates 

difficulties, because (i) it is subject to various interpretations, (ii) it is hard to quantify and 

(iii) ‘value-creation’ is not easily attributable to activities taking place in a specific location. 

Some tax specialists have attempted to analyses MNEs’ ‘value chains’ in various ways, but 

these exercises are generally specific to particular MNEs, and various methodologies have 

been proposed. 

10. A long-lasting solution should establish principles at a general level that are valid for all 

business models. These can be supplemented by a pragmatic approach to develop more 

concrete definitions, quantifications and weightings for common business models. We 

suggest that at the general level profits are generated by the following combination of factors: 

labour – the firm’s employees, 

capital – the firm’s assets, and  

sales – essential to the realisation of profit. 

Allocation of income and the tax thereon using these factors would provide a balance 

between operational factors (people and capital) and consumption (sales). Such a balance is 

fairer, and more legitimate than for example using a single factor such as sales, which has 

sometimes been advocated. It is interesting to note that the first two proposals in the 

discussion paper put forward an increase of taxing rights for market jurisdictions, but do not 

suggest a completely sales-based allocation. The third proposal explicitly argues for a balance 

of operational factors and sales (para. 53). Thus, it seems that there is now an emerging 

consensus within the Inclusive Framework on such a balance of allocation factors. This 

seems due to the realisation that, once the focus is rightly put on allocating income to where 

activities take place, the old distinction between residence and source countries becomes less 

controlling.  

11. In selecting allocation factors, it is important to bear in mind their effects not only on tax 

revenue but also on investment flows. The tax policies of countries aim not just at raising 

revenues but also at encouraging investment, especially to create jobs. Countries with large 

workforces may be tempted to favour the labour factor in order to maximise tax revenues, but 

this would act as a disincentive to inward investment in job-creation. The sales factor 

encourages investment especially in export-oriented production, and it acts as a brake on the 

competition to attract investment by reducing tax rates or other incentives. Thus, if countries 

take into account both tax and investment considerations, there could be agreement on this 

balanced mix of allocation factors. What is needed is a principled approach looking to the 

long-term implications, not narrow and short-term calculations by governments of the 

possible distributional effects. 

12. The more detailed definition of these broad factors and their quantification, as well as 

appropriate weightings, could be developed pragmatically, based on closer analysis of 

different industries/sectors and business models. An important point, however, is that the 

definitions and quantification methods must be objectively measurable and location-

specific, using physical factors reflecting the actual performance of the activity in the country 

concerned.  
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13. Thus, the capital factor should include only physical assets, and not intangibles such as 

intellectual property rights (IPRs). The mere ownership of IPRs can be located anywhere; if 

the rights themselves were to be linked to a geographical location, it should be in the country 

where they are given protection, which grants the monopoly rights that produce the profits. 

However, IPRs also result from the extensive investments in R&D made by MNEs, which 

can be recognised through the production factors: people and physical assets. In fact, the 

OECD Transfer Pricing Guidelines (the TPGs), especially after the revisions made in the 

BEPS project, make it clear that no significant value should be attached to the mere 

ownership of intangibles. What is important is the ‘practical capacity’ of affiliates in each 

jurisdiction, reflected by the performance of ‘significant people functions’ involved in the 

activities of development, enhancement, maintenance, protection or exploitation of the 

intangible (the DEMPE functions, see TPGs 2017 para.6.54). Hence, the value contributed by 

intangibles should be reflected in the remuneration costs of the employees engaged in the 

DEMPE functions. In the case of marketing intangibles, which have been suggested as a 

profit allocation factor in one of the proposals of the discussion paper, a combination of 

employee contributions to DEMPE functions and sales should be a fair way to reflect the 

various contributions to their value. 

14. Detailed methods could be developed for identifying and quantifying the activities and 

value creation for specific industries, sectors, and business models. This should include the 

way in which digitalisation creates value within each. Thus, user contributions are argued by 

the first proposal outlined in the discussion paper to be important for many digitalised 

business models. As the paper points out (para.59), user contributions in some respects 

resemble marketing intangibles, so their value could be regarded as reflected in sales. 

However, it is also pointed out that users are not always located in the same jurisdiction as 

sales, and that perhaps an active user base should itself be considered as creating value. 

Where users contribute content, their input may be regarded as unremunerated labour, 

although as the discussion paper points out users obtain access to the platform in exchange 

for contributing content. In our view, a user base is more appropriately considered to be an 

asset. Thus, some businesses such as social media platforms aim in their early years to create 

a large user base rather than generate quick profits, which equates to investing in assets that 

could produce future income. This expansion is reflected in increased share valuations, which 

benefits their shareholders (including those employees rewarded by equity participations), 

suggesting that a user base is essentially an asset. Similarly, an acquisition of an unquoted 

company would typically take account of a user base in the valuation. Unlike intellectual 

property rights users are location-specific, so they may be treated as assets located in the 

country where they are based. Thus, a methodology could be developed to define and 

quantify the value of a user base, and to include this for appropriate business models, we 

suggest as part of the asset factor. 

Mechanics 

15. We suggest that a key aim should be to establish simple allocation methods that can be 

easily applied by taxpayers and tax authorities alike. Whether they are applied within the 

profit split method or through fractional apportionment, we suggest that the Inclusive 

Framework and other relevant organisations develop standardized, concrete allocation keys 

and weightings for common business models within significant industries/sectors. These 

standardised keys and weightings would be applied unless a taxpayer established to the tax 

authority’s satisfaction that alternative keys and weightings or some other allocation or inter-

company pricing approach is, in fact, more appropriate. Such a standardised approach would 

greatly reduce the administrative costs for revenue authorities and compliance costs for 
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business, as well as providing certainty and predictability. It is hard to over-emphasise the 

importance of agreeing simplified methods for the allocation of profits. We welcome the 

recognition of this at various points in the discussion draft, in the references to the use of 

‘formulas that would approximate the value of users’ (para. 27), ‘more mechanical 

approximations’ or ‘formulaic approaches’ for marketing intangibles (para. 47), and a 

‘fractional apportionment method’ in the third proposal (para. 52). The paper rightly points to 

the need to make ‘policy trade-offs between the search for precision – e.g. through the use of 

detailed and factual determinations – and the need for certainty and predictability e.g. through 

the use of simplified methods’ (para. 70). In our view the balance should come down firmly 

on the side of certainty and predictability and the adoption of simplified methods, though 

these should be tailored to different industries/sectors and business models. We should add 

that we believe that this ‘trade-off’ is not truly a ‘trade-off’ given that most ‘detailed and 

factual determinations’, due to the high degree of subjectivity in application, simply do not 

provide anything resembling ‘precision’. Simplified methods will provide, in most cases, 

results that will have a similar level of precision -- if not in fact a higher level of precision 

and fairness. Aside from the particular issues raised by digitalisation, special consideration 

also needs to be given for important and distinctive business sectors, notably extractive 

industries and financial services and banking. 

16. The major problem with the current approach to allocation of MNE income is the 

requirement for an individual analysis of the ‘facts and circumstances’ of each MNE, and for 

each of the MNE’s relevant group members. The current approach requires for each such 

group member and its one or more product or service lines the identification of the functions 

performed, assets used and risks assumed by each entity, and then a search for comparable 

transactions between independent enterprises. This methodology imposes an enormous strain 

on the resources of revenue authorities in rich states, let alone in poor developing countries. It 

requires skilled staff who can understand the different industries and business models as well 

as the transfer pricing rules. It also creates inherent information asymmetries, since tax 

officials cannot know an MNE’s business better than its own staff and advisers. Tax 

administrations are therefore at a normally insurmountable disadvantage. This imbalance, as 

well as the subjective nature of the judgements involved, understandably can result in transfer 

pricing adjustments that taxpayers find unreasonable and arbitrary. It is significant that, since 

the adoption of the TPGs in 1995, there has been a continuing increase in conflicts, and in the 

time taken to resolve them. The adoption of such regulations by many more countries in the 

past 5-10 years is already exacerbating this situation. 

17. An apportionment approach using standardised allocation keys and weightings for 

common industry/sector business models could build on existing accepted methods, in 

particular the profit split method, as recognised in the discussion paper (e.g. paras. 24, 47, 

56). This is true whether it is applied through the profit split method or fractional 

apportionment. We strongly advise against using the ‘residual’ profit split method as the basis 

for this apportionment approach. We note that this ‘residual’ approach is the only approach 

referred to in the paper. The ‘residual’ method entails a two-step process, requiring in the first 

step a standard facts and circumstances functional analysis and attribution of a ‘routine’ profit 

using a ‘one-sided’ method. This two-step process retains all the disadvantages of the current 

approach. We strongly believe that the profit split method may be applied based on a one-step 

contribution analysis, which is recognised in the TPGs. The work that we recommend that the 

Inclusive Framework and others conduct to establish standardised allocation keys and 

weightings for common industry/sector business models would reflect both the ‘routine’ and 

‘non-routine’ functions and activities. Suitable allocation keys and weightings will more than 

adequately reflect the relative contributions of the various entities, without any need for a 
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subjective taxpayer-by-taxpayer judgement as to whether an entity performs only ‘routine’ 

functions and what the value of those functions might be. This is meaningful simplification 

that will provide fair results to both taxpayers and tax authorities alike. 

18. This should not be regarded as entailing only some minor modifications of the existing 

transfer pricing rules. We fear that the pressure to reach consensus might lead to only minor 

changes, by adding new language to the TPGs to allow consideration of user contributions or 

marketing intangibles as part of a functional analysis. This incremental approach was adopted 

in Actions 8-10 of the BEPS project, with disastrous results. The TPGs have been expanded 

to over 600 pages, making them even more complex, uncertain and obscure.2 Their present 

condition makes it difficult, if not impossible, for most countries’ tax authorities to apply or 

administer them in any effective manner. Further, the compliance costs for taxpayers is 

significant; transfer pricing compliance has spawned a virtual army of high-priced 

consultants and others. The work of this army represents close to a dead-weight loss in 

economic terms to the quality of world society. It should also be borne in mind that the TPGs 

are only ‘soft law’, they are not legally binding, though countries have implemented them in 

their domestic laws or administrative practices in various ways. Their merit is that they are 

flexible and can easily be rewritten. In our view, it is time for a radical overhaul of the TPGs. 

Further piecemeal additions and amendments would be completely counterproductive, adding 

to their complexity and creating further uncertainty. 

19. It would be possible to adopt this new apportionment approach to allocation of income 

without necessarily making changes to existing tax treaty provisions. The discussion paper 

refers to the ‘distributive rules’ in Articles 7 and 9, and states that ‘those existing provisions 

look at transactions between enterprises and parts of an enterprise’ (para. 82). This is 

incorrect. Both articles provide for adjustments to the accounts of an entity that is part of an 

MNE group to bring them into line with what they would have been if they were independent 

entities. The focus is on the allocation of profits, there is no mention of adjusting transaction 

prices. It should be borne in mind that this text was formulated in the 1920s when MNEs, 

largely due to the slow communications of the time, operated in a more decentralised way 

through local subsidiaries with distinct rather than interdependent operations, and with 

largely independent managements. With the rise of today’s communication technologies 

allowing integrated management of worldwide operations, most MNEs have adopted 

centrally-managed business models and operate as unitary global businesses.  

20. It would be compatible with these treaty provisions, in our view, to introduce a rebuttable 

presumption that the allocation of income of corporate groups under common ownership and 

control should be done by an apportionment methodology. Indeed, ‘fractional apportionment’ 

is still permitted for attribution of profits to PEs under article 7(4) in the vast majority of 

                                                 
2 The most authoritative account yet published of these changes is Transfer Pricing and the Arm’s Length 

Principle after BEPS (2017), by Joe Andrus (the former OECD official responsible for transfer pricing during 

most of the BEPS project) and Richard Collier (an experienced private practitioner). They conclude that the 

result of the BEPS project changes has been to make the transfer pricing process ‘far more complex’, mostly due 

to the ‘level of factual detail’ now required for the functional analysis (paras. 7.70-71). They trace in detail how 

the TPGs have been made more complex and unclear on the key points. These are (i) the notion of control of 

risk (‘very complex’, para. 6.35; ‘most confusing’ para. 7.32; imposing ‘only limited burdens on MNEs desiring 

to transfer risk to tax advantaged locations’, para. 7.13; and leaving ‘clear potential for heated disagreement’, 

para. 7.16); (ii) the returns which can be attributed to a cash-box entity (‘quite mysterious’, para. 6.46; ‘most 

confusing’ para. 7.32; will ‘give rise to substantial amounts of controversy’, para. 7.31; and leaving ‘a rather 

confused muddle, at least for now’, para. 7.42); and (iii) how to allocate the difference between projected and 

actual returns from an intangible (‘far from clear’, para. 7.56; ‘manifestly inadequate’, para. 7.58). 
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actual tax treaties.3 This could provide many countries with a ready-made legal basis to use a 

fractional apportionment method which, as the discussion paper points out (para. 52) was 

mentioned in the Action 1 report of 2015. Many developing countries have few tax treaties, 

so have greater freedom to adopt a fractional apportionment methodology. 

21. The apportionment approach we have suggested with its standardised allocation keys and 

weightings for common industry/sector business models would produce a system that would 

be far easier to administer and provide much greater predictability and certainty for business.  

Nevertheless, there would obviously continue to be issues to be resolved and possible 

conflicts. Hence, an essential component would be the establishment of a continuing 

institutional framework to deal with these issues and conflicts as well as appropriate changes 

in standardised keys and weightings and the creation of such for newly developed common 

business models as technology and business practices evolve. In our view, however, this 

would be very different from the current ‘mutual agreement procedure’ (MAP) as it operates 

at present. The MAP has evolved in the context of the present system of ad hoc 

determinations based on individual MNEs’ facts and circumstances. Hence, the proceedings 

remain secret and outcomes are not regarded as establishing any precedents. The system we 

propose would need arrangements for resolving detailed issues of definition and 

quantification by applying agreed general principles to specific factual circumstances. Much 

of this should be done through detailed work and discussion among technical specialists, and 

the production of published reports and guidelines. There could also be a dispute resolution 

procedure, but it could operate in the more usual manner of an adjudicative body. Publishing 

reasoned decisions can strengthen the common understandings of all participants in the 

system of how its principles should be interpreted and applied. Transparency and openness 

are essential to develop a clear, simple and fair system for allocation, rather than decisions 

taken ad hoc and in secret. 

22. The approach we propose would greatly simplify international tax rules, resolving many 

intractable problems, including not only transfer pricing, but also in many cases the 

definitions of the source of income and the residence of legal entities, as well as the 

categorisation of financial instruments, dispensing with the need for complex rules on hybrids 

and on limitation of interest deductions. They would greatly benefit MNEs, by providing 

greater certainty and predictability, hence largely eliminating unproductive expenditures on 

tax planning, and would also allow cross-border offsetting of losses. They would end the 

incentive for MNEs to devise complex structures and to create artificial entities in convenient 

jurisdictions, removing much of the cloak of legitimacy from tax havens and offshore 

financial centres. They would remove the unfair tax advantages of MNEs vis-a-vis national 

businesses and reduce the temptation for states to offer selective tax incentives to foreign 

investors. MNEs would of course still take tax into account, together with other factors, in 

making their investment decisions – but those decisions would focus on where to locate real 

investments, in people and physical assets, not the creation of paper entities to fulfil fictitious 

functions.  

23. In conjunction with these proposals, we would also support the introduction by states, 

preferably on a concerted basis, of a form of anti-base-erosion tax, as outlined in section 3 of 

the discussion paper. This should be designed to serve two purposes. First, it could help 

encourage reluctant states to accept the emerging global consensus on the allocation of 

                                                 
3 This article was only omitted from the OECD model in 2010 and remains in the UN model. See Avi-Yonah, 

RS and Tinhaga, ZP (2014) ‘Unitary Taxation and International Tax Rules’, International Centre for Tax and 

Development: ICTD Working Paper 26, which shows that article 7(4) is included in a large number of tax 

treaties of many developing countries (e.g. India, Indonesia and the Philippines), as well as OECD countries 

(e.g. Korea, Mexico and the Netherlands). 
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income of MNEs. Secondly, it could also act as a further brake on the competition to reduce 

tax rates to attract investment. The greater coordination of rules on the allocation of MNEs’ 

income would have the effect of reducing competition over the tax base, but by the same 

token would focus attention on the tax rate. While states should be free to make their own 

decisions on tax rates and on the relative burdens on different taxpayers, these decisions 

should not be subject to pressures from mobile international investors, which produce the 

harmful race to the bottom mentioned in the discussion paper (para. 90). It is crucial that a 

minimum effective tax be designed to prevent a continuation of the decline in corporate tax 

rates, which has undermined the effectiveness and legitimacy of taxation. 

B. COMMENTS ON THE SPECIFIC PROPOSALS 

The ‘user participation’ proposal 

24. This proposal would have a relatively narrow scope, being aimed only at ‘certain highly 

digitalised businesses’ for which ‘sustained engagement and active participation of users is a 

critical component of value creation’. Thus, it would be aimed only at some digitalised 

business models and exclude others. The major finding of the Action 1 reports of both 2015 

and 2018 was that the ‘digital economy’ is not a separate sector, the whole economy has 

become digitalised. Hence, any remedial measure should be general and should not 

discriminate between sectors or business models. Singling out business models deriving 

revenue from user involvement is clearly a ring-fenced measure. Taking due account of the 

importance of user contributions in some digitalised business models is important but should 

be part of a more general approach dealing with the tax consequences of digitalisation. We 

have outlined such an approach in Part A. 

25. Furthermore, the proposal targets only one aspect of digitalisation: the participation of 

users. The argument for targeting only user involvement is flawed, because user contributions 

are only one of a number of factors that add commercial value. In particular, large-scale data 

collection from both customers and users creates significant value. Such data collection 

includes not only what users share on social media platforms, but also search data and 

purchasing history and habits. All of this provides the base for revenue from subscriptions, 

product sales, service fees, and advertising targeted at users. Targeted advertising especially 

depends on large-scale data collection and analysis, usually by combining different sources of 

data. 4 

26. Indeed, it is difficult to distinguish when the user of an application or of software would 

be considered to make ‘contributions’ justifying an allocation of taxing rights. Would it apply 

to users of a gaming application or a games website? A vehicle on-board computer? The 

proposal suggests that it would include an online marketplace because it enables users to 

‘play a role in regulating the quality of goods and services provided on the platform, such as 

by offering public reviews or providing feedback directly to the platform’. These arguments 

apply also to sales websites selling products or services directly, yet these do not seem to be 

included in the proposal. The line between active and passive users is hard to draw and varies 

between different business models. Yet it would need to be applied in some cases to the 

revenues from a single platform, as some platforms fulfil both functions.  

27. The effects of digitalisation must be seen from a wider perspective. Digital technologies 

transform the scale and intensity of communication and interaction. From the economic 

                                                 
4 Content shared by users on a digital platform is generally monetised only indirectly, by combining it with other 

data, e.g. on purchasing habits; see the insider account of how Facebook developed its software for targeted 

advertising by Antonio Garcia Martinez, Chaos Monkeys: Obscene Fortune and Random Failure in Silicon 

Valley (2016). 
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perspective this enables businesses to have much closer relationships with their customers, 

without needing a significant physical presence in the market jurisdiction. Suppliers of 

products such as computers, mobile phones and automobiles now have a continuous 

relationship with their purchasers, who have become more like clients than customers. Thus, 

manufacturing is increasingly resembling the provision of services. Digital technologies 

make it possible for these closer interactions to take place on a much wider scale, even 

globally, as well as deepening them. A notable example is cloud computing, in which clients 

make a minimal outlay on hardware purchases but pay subscription fees to a remote provider 

for access to sophisticated computing services. Similarly, a search engine and an online 

marketplace can bring together producers and consumers who may be geographically 

separated, while creating trust through feedback and other quality assurance mechanisms.  

28. Hence, attempting to target only revenues derived from significant user contributions 

would address only one aspect of digitalisation. As we argued in Part A, a user base seems to 

be a type of capital asset. The need to isolate user-related revenues would also create 

significant practical administrative problems for both taxpayers and tax administrations. It 

would require many MNEs to produce accounts distinguishing between types of revenues, 

and the discussion paper recognises that this segmentation of business lines would ‘raise 

significant data availability and administration issues which could increase complexity and 

uncertainty’ (para. 72).  Also, this proposal would not remedy the competitive inequality 

resulting from the ability of large highly digitalised MNEs to operate websites selling own-

goods, or to supply cross-border services, and pay less tax than purely domestic entities. This 

has been exacerbated by the moratorium instituted over two decades ago through the WTO 

on the imposition of import duties on e-commerce. 

The ‘marketing intangibles’ proposal 

29. This proposal is clearly more in line with the analyses put forward in the Action 1 reports 

that digitalisation affects the whole economy. We agree with this proposal’s characterisation 

of the impact of digitalisation as part of ‘the wider changes to business models and value 

chains, including lower communication and transportation costs, [that] have increased the 

opportunities for a modern enterprise to reach and interact with customers in a given market 

either remotely or through a limited physical presence that does not attract substantial taxing 

rights in the market jurisdiction’ (para. 38). Hence, the proposal rightly argues that it is 

justified to allocate some income to the market jurisdiction. 

30. We believe that the methodology for allocation of income suggested in this proposal is 

problematic. Firstly, it posits a distinction between ‘marketing’ and ‘production’ intangibles, 

which would be hard to maintain in practice. For example, data collected from users can be 

used not only for marketing purposes, but as feedback into the design of products and 

services. Secondly, it seems to assume that income resulting from marketing intangibles 

should all be allocated solely to the market jurisdiction. We believe that some account should 

be taken of relevant and significant expenditures and activities that take place elsewhere. For 

the reasons explained in Part A above, we suggest that these changes should be implemented 

not by merely modifying the existing TPGs and continuing to apply functional analyses, and 

the two-step ‘residual’ profit split method, but by the better way we outlined in Part A. 

Income attributable to all intangibles is best allocated through an objective approach that 

combines the payroll costs associated with DEMPE functions (the labour inputs) and sales 

(reflecting the market value). 
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The ‘significant economic presence’ proposal 

31. In our view this proposal comes closest to addressing the tax challenges in a 

comprehensive way, if applied to MNE corporate groups as a whole. We support the 

arguments in paragraph 51 that taxable presence should be defined not only on the basis of 

sales, but in combination with factors deemed to create a significant economic presence. For 

simplicity and certainty, we suggest that the primary factor should be a defined minimum of 

sales revenues. To take account of differences in market size, the minimum could be 

proportionate to the GDP of each country, and other relevant factors.  

32. We also support the arguments made in paragraph 52 in favour of a fractional 

apportionment method. However, its application should not be limited to the relationship 

between a non-resident entity and its local PE, but should take account of the structure of the 

MNE group as a whole. We have outlined in Part A the approach that we suggest for a 

combination of principles and pragmatism in developing suitable standardised allocation keys 

or apportionment factors and weightings for common industry/sector business models. This 

proposal also rightly points out the need for technical work on the definition of the tax base to 

be divided. Although MNEs already produce consolidated group accounts, these are based on 

financial accounting standards, and are not usually considered suitable for tax purposes.5 The 

TPGs state, in the context of the profit-split method, that financial accounting ‘may provide 

the starting point for determining the profit to be split in the absence of harmonised tax 

accounting standards.’6 However, to facilitate the increased use of apportionment methods on 

a consistent basis, we suggest that more technical work is needed on this issue. This work 

could be combined with the process of further strengthening country-by-country reporting. 

The global anti-base-erosion proposal 

33. We support the development of such a proposal, for the reasons mentioned in Part A 

above (para. 23). Indeed, in our submission to the consultation under Action 3 of the BEPS 

project of 1 May 2015, we proposed the adoption of strong rules on controlled foreign 

corporations (CFCs), which would meet the same objectives as the current proposal. As we 

pointed out then, CFC rules can counteract BEPS behaviour, to the extent that they override 

the independent entity presumption. We also argued that to be effective they should be 

targeted and coordinated multilaterally, or adopted by all or most home countries of MNEs 

on a full-inclusion basis. Regrettably, governments were not able to accept such a bold move 

at that time, but we hope and believe that this is now possible. Complete consensus among 

governments is not necessary, a multilateral scheme can be taken forward by a coalition of 

willing governments. Indeed, it would be preferable in our view for states that support such a 

scheme to design one that can be effective rather than diluting it to attract sceptical adherents. 

34. In the current context, we suggest that a scheme could and should be designed that can 

combine both elements in the proposal outlined in the discussion paper. Both are premised on 

participating states including in their own tax base MNE income that is not effectively taxed 

in an appropriate jurisdiction. The income inclusion rule would do so by including low-taxed 

income of a foreign branch or subsidiary in the tax base of its parent, while the tax on base 

eroding payments would deny deductions or treaty relief to achieve the same objective. 

35. There are two key elements to such a scheme. The primary question is the design of the 

substance test to identify the relevant income. In our 2015 submission we proposed ‘a 

substance test based on an employee and establishment analysis, applied on a proportionate 

                                                 
5 Financial accounting has increasingly adopted standards to measure anticipated profits, such as mark-to-

market of financial assets, while tax accounts focus on realised profits.  
6 ‘Revised Guidance on the Application of the Transactional Profit Split Method’ (2018), para. 2.156. 

https://www.bepsmonitoringgroup.org/news/2018/5/10/controlled-foreign-corporations?rq=Action%203
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basis’. This can now be refined, along the lines outlined in Part A of this submission. The 

substance test could be based on applying the three allocation principles of labour, capital and 

sales. Countries that participate in the adoption of an apportionment approach, as outlined in 

Part A, to determine the income in their own tax base, could apply the same principles in 

determining whether income attributed to other countries is adequately aligned with 

substantial economic activities. Once some detailed technical work has been done to define 

and quantify the application of these principles to common business models, as we suggested 

in Part A, appropriate formulas could be applied in a simple way. However, to allow for some 

genuine disagreements on details, there could also be an allowance (e.g. of 20%) to act as a 

safe harbour. In other words, income declared in a jurisdiction exceeding 120% of the amount 

indicated by the substance test would fall within the scope of the tax. 

36. The second element is the determination of the low effective tax threshold. Under the 

proposals in Part A, each country would remain free to determine its own tax rate. Hence, 

there should not be a minimum rate, but each participating country should apply an agreed 

percentage of its own rate. In our 2015 submission we argued that to be effective this should 

be close to 100%, and we proposed 95%. The setting of this threshold should be considered 

in conjunction with the safe harbour selected in identifying the relevant income. If it is 

considered appropriate to allow a substantial safe harbour, the low-tax threshold could be set 

high.  

37. The merits of such an approach are many. It would be truly multilateral, and neutral 

towards inbound and outbound investment. Thus, it would not fall foul of non-discrimination 

rules such as the right of establishment in EU law. It would act as a backstop to supplement 

the introduction and development of the apportionment approach we have outlined in Part A. 

In this way, it would create incentives for reluctant states to join the scheme. The scheme as a 

whole would preserve the right of each state to decide its own corporate tax rate. However, it 

would also remove the temptation to reduce the rate merely to attract foreign investment. 

Thus, it would encourage a virtuous ‘race to the top’, i.e. to the optimal tax rate for each 

country.  


